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The overall objective of this paper is to investigate the relation between corporate 

governance ratings and the incidence of financial restatement. Corporate governance ratings, 

such as those issued by RiskMetrics Group (RMG), formerly Institutional Shareholder Services, 

offer an unbiased evaluation of corporate governance and can play an important role in 

shareholder monitoring of management practices. Governance ratings, which are generated from 

reviews of public and private corporate information as well as from interviews with top 

executives and independent trustees, can be influential with investors on matters related to 

election of directors and executive compensation. Corporate governance scores also can 

influence credit rating services thereby directly impacting cost of capital.   

In this study, we identify 150 firms that restated their 2003 annual financial statements, 

and are included in a database of corporate governance ratings developed by RMG. We use 

Compustat to generate a control sample of firms, which also are included in the RMG database, 

matched with the test firms on the basis of four-digit Global Industry Classification Standard 

(GICS), year, auditor type (Big-Four), and size. We compare the governance ratings of the two 

samples for the restated year (2003) and for each of the two years immediately following the 

restated year.  We also examine changes in corporate governance for new test and control 
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samples from pre-Sarbanes-Oxley Act (SOX 2002) and post-SOX periods to investigate possible 

confounding effects of such legislation on the results.   

A major finding from our study is that for the restated year, we observe governance 

ratings to be significantly lower for restatement firms than for the controls, suggesting that 

relatively poor governance causes accounting errors (intentional or otherwise). Further analysis 

shows that weaker governance ratings for restatement firms are explained primarily by factors 

related to board independence.   

The second major finding from our study is that in the year following the restated year 

the test firms significantly improve their governance to the extent that RMG summary 

governance scores are no longer different between restatement and control samples. This finding 

suggests that financial restatement results in subsequent changes to governance so as to improve 

overall governance ratings.  However, since SOX (2002) mandated certain governance 

requirements the use of 2003 as the test year could be questioned on the grounds that any 

observed governance changes may have been the result of SOX implementation. To provide 

insight into this issue, we perform additional analysis with new test and control samples from 

both pre- and post-SOX (2002) periods. We find strong evidence suggesting that revelation of 

material accounting errors in financial reports subsequently results in governance changes 

regardless of SOX (2002) effect. This finding is consistent with recent studies that report 

significant governance changes in response to restatement announcements (Richardson 2005) 

and fraud (Farber 2005). Furthermore, we find no significant differences in the frequency of 

future restatements between restatement and control firms. This evidence suggests that changes 

made to corporate governance following financial restatement are effective in significantly 

lowering the chances of subsequent restatement.  
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In comparison to much of prior research that focuses on a few, very specific corporate 

governance mechanisms and their possible relation to accounting misstatements, we use an 

overall score or summary assessment of governance produced by RMG from its extensive 

inventory of governance factors. Disagreement may arise with respect to the propriety or 

relevance of the factors that RMG includes in its portfolio, or the method that RMG uses to 

calculate an overall governance score. However, we do not wish to weigh in on this debate 

because we only seek governance scores that are computed in a consistent manner across all U.S. 

firms, and the RMG data base provides this measure. Prior research has established that 

summary ratings of governance are value relevant for investment decisions (e.g., Gompers, Ishii, 

and Metrick 2003, Bebchuk and Cohen 2005, Bebchuck, Cohen and Ferrell 2004). With 

particular relevance to the current study, Brown and Caylor (2006) provide evidence that the 

RMG summary governance rating, Corporate Governance Quotient (CGQ), is value-relevant in 

the U.S. market.  In addition, Aggarwal and Williamson (2006) show that changes in CGQ are 

related to changes in firm value. However, using a principal components factor analysis of 

various governance variables, Larcker, Richardson, and Tuna (2007) find little evidence of a 

relation to accounting restatement. Thus, the evidence on the association between corporate 

governance ratings and financial restatements is mixed. We provide additional evidence about 

this relation using comprehensive corporate governance ratings developed by RMG.  

A review of the relevant literature in the corporate governance and restatement area is 

presented in the next section leading to the study’s hypotheses. The research method and the 

study’s results are presented in the following section. The final section provides a summary and 

conclusions from the study. 
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LITERATURE REVIEW AND HYPOTHESES 

Relationship of Corporate Governance and Financial Restatement 

The findings from studies that examine the governance backgrounds of firms that restate 

their financial statements suggest a negative relationship between some specific mechanisms of 

corporate governance and financial restatement.  For example, DeFond and Jiambalvo (1991) 

find that firms restating their annual financial reports are less likely to have an audit committee. 

Abbott et al. (2004) find a significant and negative association between audit committee 

independence and diligence and restatement.  Abbott et al. (2004) also document that an audit 

committee having at least one director with financial expertise, as defined by BRC (1999), is 

inversely related to financial restatement.1  Aier et al. (2005) find that firms with more 

experienced chief financial officers, MBAs and/or CPAs are less likely to restate their earnings.        

Agrawal and Chadha (2005) also examine whether certain corporate governance 

mechanisms are related to the probability of financial restatement. Unlike prior studies (e.g., 

Beasley 1996; Dechow, Sloan and Sweeney 1996) that document a significant negative relation 

between the percentage of independent directors on the board and accounting fraud, Agrawal and 

Chadha find board and audit committee independence to be unrelated to financial restatement.2  

The findings of Agrawal and Chadha (2005), specifically those relating to board independence, 

are consistent with a number of other U.S. studies (e.g., Vance 1964, Baysinger and Butler 1985) 

that provide evidence suggesting no strong relation between board composition and financial 

restatement. In a finance study, Bhagat and Black (2002) investigated the relationship between 

board composition and long-term firm performance and find that firms with more independent 

boards do not achieve improved profitability. This finding suggests that board independence 

does not affect the likelihood of accounting misstatements. They also find that poor performing 



4 
 

firms respond to disappointing earnings by increasing director independence, a strategy that is 

consistent with the conventional wisdom that only independent directors can be effective 

monitors of management.  

Recent studies extend the literature by using a larger number of governance variables to 

investigate the relation between fraudulent financial reporting (Farber 2005), firm valuation (e.g., 

Gompers, Ishii, and Metrcick 2003; Brown and Caylor 2004) and firm performance (Brown and 

Caylor 2004).  Brown and Caylor (2004) develop a broad measure of corporate governance, 

which they refer to as ‘Gov-Score.’ After relating Gov-Score to operating performance, 

bankruptcy risk, valuation, and shareholder payout for a sample of 2,327 firms, Brown and 

Caylor (2004) find that better-governed firms are relatively more profitable, less risky, more 

valuable, and distribute more cash to shareholders. Gompers et al. (2003) construct a 

“Governance Index” (G-Index), based largely on charter/bylaws and anti-takeover measures, to 

proxy for the level of shareholder rights in various companies. They find that firms with stronger 

shareholder rights are more valuable, more profitable, generate stronger sales growth, and make 

fewer corporate acquisitions. In a more recent study, Larker et al. (2007) find relation between 

composite measures of corporate governance and some future performance measures but find 

little relation with financial restatement.   

In summary, prior studies have investigated the association between specific, individual 

corporate governance mechanisms with corporate valuation, fraud, and restatements and have 

reported mixed results. In this study, we use summary ratings of corporate governance developed 

by RMG from its inventory of 61 governance mechanisms (Exhibit 1) to investigate the relation 

between governance and restatement.  In the spirit of Farber (2005) and Srinivasan (2005), we 

examine possible changes that restatement firms make to corporate governance following 
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financial restatement.  Farber (2005) finds that audit committees of fraud firms meet more 

frequently than control firms following fraud detection, and Srinivasan (2005) provides evidence 

showing the likelihood of audit committee director turnover increases in restatement severity. In 

addition, our study adds to the extant literature by investigating whether changes made by firms 

to governance following financial restatement are effective in reducing the likelihood of 

subsequent restatement (please see Exhibit 1).  

The 61 governance factors are classified by RMG into eight broad governance categories 

of 1) board, 2) audit, 3) charter/by-laws, 4) state of incorporation, including anti-takeover 

provisions, 5) executive and director compensation, 6) progressive mechanisms, 7) ownership, 

and 8) director education. RMG calculates an overall or summary measure based on all 61 

factors, called Corporate Governance Quotient (CGQ), which is computed for a given firm’s 

industry as well as its equity class (e.g., Russell 3000).  For example, a CGQ-Industry of 75 

indicates that RMG regards the firm’s governance to be better than 75 percent of all others in 

that firm’s industry. RMG combines the eight categories of factors shown in Exhibit 1 into four 

sub-measures or scores of corporate governance comprising 1) Board, 2) Audit, 3) Charter/ Anti-

takeover, and 4) Compensation and Ownership. Of these four sub-measures, Board is the most 

influential determinant of RMG’s summary score, whether CGQ-Industry or CGQ-Index.  

According to RMG, the Board sub-score which  is based on the individual ratings of Exhibit 1 

factors 1-17, 51-56 and 61,3 contributes about 40 percent to either of RMG’s summary scores.  

Hypotheses 

The finding of a positive association between financial reporting quality and greater 

board independence by Beasley (1996),  Dechow et al. (1996) and Farber (2005) suggests that 

RMG’s first  factor under the Board category (i.e., board composition) in Exhibit 1 should be 
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positively related to reporting quality.4 Similarly, the finding of Farber (2005) that financial 

reporting quality is more at risk at firms that combine the CEO and Chair of the Board position 

relates to RMG’s twelfth factor (Chairman /CEO separation). The findings of Abbott et al. 

(2004)  that financial restatement is less prevalent with independent audit committees and with 

directors having relevant expertise have bearing on factors 18 (independence of audit committee 

members) and 61 (directors attend ‘RMG accredited’ director education programs). Based on the 

results of these studies on a few, specific corporate governance mechanisms included in the 

derivation of RMG’s summary score, we might expect an inverse relationship between financial 

restatement and the summary RMG corporate governance quotient (CGQ).  On the other hand, 

the recent theoretical work by Hermalin and Weisbach (2003), Harris and Raviv (2006), and 

Bhagat and Black (2002) on possible association between board governance and firm 

performance provides evidence suggesting board composition does not influence the risk of 

financial restatement. Similarly, Larker et al. (2007) report little effect of various corporate 

governance ratings on restatement, although they find some relation between these ratings and 

future performance. In light of the mixed empirical results, we state Hypothesis 1 in its null form 

as follows:   

 
H1: There is no significant difference in the summary CGQ ratings for the restated 

year between the restatement firms and the control firms. 
  
 As noted previously, the RMG CGQ summary scores are compiled over 61 governance 

factors as categorized over four sub-scores (Board, Audit, Anti-takeover, and Compensation). Of 

the four sub-categories, Board is the largest in number of factors and is weighted the most in 

RMG’s summary CGQ scores. The RMG sub-measure of Board governance essentially captures 

characteristics that relate to director independence, board size as well as the composition of 



7 
 

certain committees such as, nominating, compensation, and governance. Given the significance 

of the Board sub-measure to the summary CGQs and consistent with H1, we state H2 in its null 

form as follows:  

H2: There is no significant difference in the RMG Board sub-score of governance for 
the restated year between the restatement firms and the control firms. 

 

The findings from earlier empirical studies suggest that we will not observe differences 

between the restatement firms and the control firms with regard to the RMG Audit sub-measure, 

which includes factors that pertain to audit committee independence, the magnitude of audit and 

non-audit fees, and existence of policies concerning auditor rotation and ratification.  For 

example, Palmrose (1988) and DeFond (1992) find that large audit firms provide better 

monitoring than relatively smaller firms. However, as will be discussed later, our test sample is 

limited almost exclusively to Big-Four firms. Thus, we do not expect to observe any audit firm 

differences. Similarly, Kinney et al. (2004) and Raghunandan et al. (2003) find that restatement 

firms do not purchase greater amounts of consulting services from incumbent auditors. Hence, it 

would seem that the fees factor within the Audit sub-measure would not be expected to be more 

prominent for restatement firms than for controls. This premise seems particularly justifiable in 

the wake of SOX (2002) legislation, which proscribes incumbent auditors from supplying several 

categories of non-audit services.  

As noted previously, Abbott et al. (2004) and Agrawal and Chadha (2005) find that 

financial restatement occurs less frequently in firms with independent audit committees. While 

their finding relates directly to the audit committee factor within Audit sub-measure, the factor’s 

role in financial restatements may be less influential in our study, given that SOX requires audit 

committees to be comprised entirely of independent directors and our use of a post/SOX 
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examination period (2003).  Thus, in light of the empirical findings, we do not expect a 

significant difference in the Audit sub-measure between restatement and control firms. 

We also do not expect differences between restatement and control firms with regard to 

the remaining RMG sub-categories of Compensation and Ownership, and Anti-takeover.  While 

several recent studies (e.g., Burns and Kedia 2006, Cheng and Warfield 2005, Bergstresser and 

Philippon 2006) document a relation between CEO stock-based compensation and earnings 

management, very little is known from prior studies about any possible correlation between 

specific RMG executive compensation factors (e.g., proscription of option re-pricing, 

shareholder approval required for executive stock-incentive plans, no interlocks among 

compensation committee members) and financial restatement. While the recommendation of the 

BRC regarding no compensation committee interlocking directorships provides some guidance, 

this item represents but one factor within the sub-category of Compensation and Ownership. 

Hence, we do not anticipate governance score differences between restatement and control firms 

with respect to the RMG sub-category: Compensation and Ownership. The RMG Anti-takeover 

sub-measure captures provisions in a firm’s corporate charter and bylaws that relate to equity 

structure (dual-class common), voting rights of shareholders, and the existence of poison pill 

provisions. The possible relation of factors included in this sub-category of governance to 

financial reporting improprieties such as, the incidence of financial restatement is not well 

understood. Accordingly, we have no reason to expect differences between the restatement firms 

and the controls on the RMG Anti-takeover sub-score.  

The final issue we address in this study is whether restatement firms improve their RMG 

corporate governance ratings following financial restatement. Better corporate governance is 

important because it allows firms to access capital markets on more favorable terms (Aggarwal 
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et al. 2006). Farber (2005) reports that fraud firms improve their corporate governance within 

three years following fraud detection, and usually gain buy and hold recommendations from 

analysts. Similarly, Srinivasan (2005) finds evidence that reputation penalties to directors result 

in significant changes in audit committee composition following financial restatement. In light of 

the empirical findings, we expect firms following financial restatement to strengthen their 

corporate governance resulting in improved governance ratings when compared to those of 

control firms. Thus: 

H3: In comparison to control firms, restatement companies significantly improve their 
RMG corporate governance ratings in the year following the restated year.   

 
Model Specification  

 The dependent variable investigated is a binary 1/0 for restatement/non-restatement. The 

independent variables include RMG’s corporate governance ratings.5  Specifically, each 

restatement and non-restatement firm has two summary scores: CGQ/Index score (how a firm’s 

governance compares with others in its specific stock market index, such as S&P 500 or Russell 

3000) and CGQ/-Industry score (how a firm’s governance compares with others in its industry 

peer group, such as pharmaceuticals). CGQ is a number between 1 percent (the worst) and 100 

percent (the best).  Further, each firm is ranked twice (relative to both its index and industry) on 

each of RMG’s four sub-scores: Board, Audit, Anti-takeover, and Compensation and Ownership. 

For each sub-score, a ranking of 5 indicates that governance is in the top quintile for that specific 

category while a score of 1 indicates the bottom quintile.   

In addition to the RMG corporate governance explanatory variables, we include in our 

model a number of control variables that have been shown to have effects in prior financial fraud 

and restatement studies (e.g., firm age or size).  As Johnson et al. (2002, 647) summarize, “the 

sophistication (or accuracy) of the financial reporting system is likely to differ with the size and 
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age of the company, with larger, more mature companies expected to have more sophisticated 

financial-reporting systems.”  We define company age as the number of years from the firm’s 

initial public offering to the start of the restated year. Also, consistent with prior studies we use 

the natural logarithm of total assets as a proxy for company size. 6  

We also include variables for financial leverage (LEV) and return on assets (ROA). Prior 

research indicates that, relative to their industry, firms restating their financials to correct errors 

have higher debt ratios and lower profitability ratios. Johnson et al. (2002) report significantly 

higher leverage for restatement firms. Myers et al. (2004) also include leverage for control, but 

while they find no significance in their overall model, they report significance in some sub-

samples.  

The findings of prior research also suggest other control variables including Tobin’s Q (a 

measure of firm valuation) and special items such as, restructuring charges and litigation 

reserves. For example, Brown and Caylor (2004) report that their corporate governance measure, 

‘Gov-Score,’ is positively and significantly correlated with Tobin’s Q.  Johnson et al. (2002) 

document that the restatement firms in their sample had more special items. Kinney et al. (2004) 

find that restatement firms in their sample had significantly more mergers and acquisition 

activities than control firms. We include Tobin’s Q, special items (SPI) and merger and 

acquisition activity (M&A) as control variables in our model.   

We also include in our model several audit committee factors (composition, financial 

expertise, and diligence as measured by the number of meetings per year) that the literature 

suggests effect financial reporting quality.7 For example, Agrawal and Chadha (2005) find the 

probability of restatement to be lower in firms that have independent directors with financial 

expertise on their audit committees, and Klein (2002) finds that audit committees having a 
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majority of directors independent decreases the extent of earnings management. Regarding audit 

committee diligence, Farber (2005) finds that fraud firms have fewer meetings, a finding that is 

consistent with Abbott et al. (2004) who show that the audit committees of restatement firms 

meet less frequently than those of control firms. We obtain audit committee information from the 

firm’s proxy statement for the period covering fiscal 2003. For example, for a firm whose 12-31-

03 annual financials were restated, we collect audit committee data from its 2004 proxy that 

describes the committee’s composition, number of meetings, and the number of committee 

members that qualify as ‘financial experts’ as defined by SEC regulations under SOX (2002). 

For audit committee size or composition, we use the number of directors signing the audit 

committee report covering fiscal 2003.           

Finally, prior research finds an association between stock-based executive compensation 

and earnings management using discretionary accruals (e.g., Bergstresser and Philippon 2006), 

financial restatements (Burns and Kedia 2006), and future insider trading (Cheng and Warfield 

2005).  Using the ExecuComp database, this stream of research generally finds an association 

between manipulated earnings and CEOs having a greater proportion of total compensation 

represented by stock and option grants. Cheng and Warfield (2005) use a measure of the value of 

stock and option grants to total compensation (salary, bonus, stock and option grants and other 

compensation) and find that the larger the stock-based compensation ratio the greater the 

likelihood that management will misstate earnings to maximize compensation.  In the current 

study we use Cheng and Warfield’s (2005) method to measure CEO and CFO stock and option-

based compensation ratios. We also use total dollar compensation for the CEO and the CFO, the 

fraction of stock ownership held by top management, as well as the total compensation for the 

five highest paid executives, as disclosed in proxy statements.8 However, as we document later, 
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these measures are very highly correlated. Consequently, we include in the model as control 

variables only two compensation measures: the natural logarithm of total dollar compensation of 

the top five executives, and the fraction of firm ownership for executive officers. We note that 

research into the association between corporate governance and financial reporting is still 

relatively new and evolving. Hence, the logistic regression model (1) as defined below, which 

we use to test hypotheses of this study, reflects the exploratory nature of the research.  

RES = α + β1CGQ + β2Board + β3Audit + β4Compensation + β5AntiTakeOver + β6AGE + 
β7LEV + β8ROA + β9Tobin’s Q+β10SPI +β11M&A + β12LnAssets + + β13ACmeet + 
β14ACmem + β15ACfinExp + β16LnExeComp +β17ExeOwnshp%+ ε   (1) 

  
Where:  

  
  RES  =  1 if a firm restated annual financial statements, and 0 otherwise;   
 CGQ     =  RMG’s summary rating of corporate governance;  
 Board    =  RMG’s Board sub-measure of governance;   

 Audit    =  RMG’s Audit sub-measure of governance; 
 Compensation =  RMG’s Compensation and Ownership sub-measure of governance;  

 Anti-takeover =  RMG’s Anti-takeover sub-measure of governance; 
 AGE  = Firm age from initial public offering to start of restated year (2003); 
 LEV  = Ratio of total liabilities to total assets; 
 ROA  = Return on assets; 

Tobin’s Q = Valuation measure; 
 SPI  = Special items in restated year; 
 M&A  = Mergers and acquisitions in restated year; 
 LnAssets = Natural logarithm of total assets; 
 ACmeet = Number of audit committee meetings in restated year; 
 ACmem = Number of directors on audit committee in restated year; 
 ACfinExp = 1 if financial expert on audit committee in restated year, else 0, 
 LnExeComp = Natural logarithm of total compensation for top 5 officials in 2003,  

ExeOwnshp% = Fraction of firm ownership held by executive officers, and 
ε            = Error term 

 
Note: The RMG governance ratings are as of 7-1-2003 while Compustat and firms’ proxy 
statements are used for financial and governance variables for the restated year (2003).  

 
We test Model (1) using the summary CGQ scores and sub-scores. We also investigate 

the effects of several classificatory variables such as number of annual financial reports restated, 
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repeat filers of financial restatements, auditor type, stock exchange index, and industry (e.g., 

consumer durables, diversified financials). 

METHODOLOGY 

Sample Selection  

We identify a sample of financial restatement firms from a search of the Edgar Online 

database using key-word expressions such as restate, error, correct, revise, and amend. The 

search covered the 15-month period from January 1, 2004 through March 31, 2005 and was 

designed to identify firms that restated during that period their annual financial statements for a 

fiscal year-end close between July 1, 2003 and December 31, 2003. The six-month period ending 

December 31, 2003 was chosen because fiscal year-end dates within that time frame would have 

reflected the corporate governance rankings reported by RMG on July 1, 2003.  

Panel A of Table 1 shows that we identified 292 firms that restated annual financial 

statements for a fiscal year end between July 1, 2003 and December 31, 2003.9 Of this number, 

19 firms were not in the RMG database as of July 1, 2003; thus, we drop them from analysis. 

Forty-five firms were eliminated because market and financial data were not available in the 

most recent version of Compustat at the time of sample selection. We excluded another 78 firms 

because we could not identify a matching, non-restatement firm (please see Table 1). 

Panel B of Table 1 reports the number of restatement firms used in analysis that 

correspond to each index used by RMG to classify companies within its database. As Panel B 

shows, the numbers of restatement firms within the CGQ Universe, Russell 3000, and S&P 600 

were 43, 47, and 30, respectively. Collectively, these three indices account for 80 percent of the 

firms used in analysis. For purposes of the RMG summary CGQ/Index score, each index is 

separate from all others with none being a subset of another. Panel C of Table 1 reports by 
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industry classification the number of firms for those industry groups with 5 or more 

observations.  RMG uses Morgan Stanley/S&P’s Global Industry Classification Standard (GICS) 

for industry classification.  As Panel C shows, the largest numbers of financial restatement firms 

in the sample are in the ‘software and services’ and ‘technology hardware and equipment’ 

sectors with 18 and 17 firms, respectively. Industries also with high frequencies in the test 

sample include ‘capital goods,’ ‘commercial services,’ and ‘health care equipment and services,’ 

each with 13 observations, while the ‘real estate’ sector includes 9 restatement firms.   

Panel D of Table 1 reports the number of reasons (i.e., accounting issues) for restating 

annual results, as disclosed by firms in their regulatory filings. As panel D shows, 93 of the 150 

restatement firms (62 percent) disclose one reason for restating, while 28 firms report two 

reasons for restating annual results. Approximately 19 percent (29) of the firms in the test 

sample, report three or more reasons for their restatement of annual results. Restatement caused 

by multiple accounting issues may suggest particularly weak corporate governance.  

Panel E of Table 1 reports the more frequently cited reasons for restatement, as disclosed 

by the test firms. The two leading causes of restatements are misstatement of revenue and errors 

involving reserves, accruals, and other loss contingencies, with each reason cited by 

approximately 26 percent of the firms. About 21 percent of the firms attributed restatement to 

errors involving accounting for derivatives, warrants, and stock options.         

To limit risks of possible confounding effects, each restatement firm was matched with a 

non-restatement firm on the basis of four-digit GICS, auditor (e.g., Big 4, non-Big 4), 

comparable size (i.e., total assets),10 and year (i.e., 2003, the restated year). Each of the 150 

control firms used in analysis was carefully checked to ensure that it had not restated its financial 

results to correct for material error or financial statement fraud.11  
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RESULTS 

Descriptive Statistics 

Table 2 presents descriptive statistics on control variables for the restatement and control 

samples, and the two-sample t-tests of their differences. The results indicate that restatement and 

non-restatement firms in our samples do not differ by age, leverage, valuation (i.e., Tobin’s Q), 

special items (SPI), mergers and acquisitions (M&A), and various measures of executive 

compensation (i.e., CEO and CFO total dollar compensation, total dollar compensation of the 

top-five executives, the stock-based compensation ratio for CEOs and CFOs, and the fraction of 

common stock held by executive officers), or size (total assets and total sales). Also, we find no 

significant difference between the restatement and control firms with respect to the number of 

audit committee members or the presence of financial experts on the audit committee. However, 

consistent with the results in the literature (e.g., DeFond and Jiambalvo 1991), restatement firms 

in our test sample have lower ROAs (-3.58 percent) than the control firms (0.10 percent) and the 

results are marginally significant (t-statistic = -1.90, p = 0.059).  Also, we find that audit 

committees of restatement firms have an average of 7.39 meetings in the year restated compared 

with 6.48 for the controls, where the difference is significant (t-statistic = 2.53, p = 0.012) 

(please see Table 2). 

 

Univariate Tests of Hypotheses  

Table 3 compares corporate governance ratings between restatement and control firms in 

the restated year and in the following year. Two-sample, two-tailed t-tests are used to investigate 

differences between the two samples to test for the null hypotheses H1 and H2. The matched-pair 
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one-tailed t-test is used to investigate differences in the samples between the restated year (2003) 

and the subsequent year to test for the directional hypothesis, H3 (please see Table 3). 

Comparison of Firms’ Governance Ratings in the Restated Year (H1 and H2). As Table 3 

shows, the mean CGQ/Index summary score of the restatement firms (47.76) is significantly 

lower than that of the controls (57.86) in the restated year, and the difference is highly significant 

(t-statistic = -3.09, p = 0.002). Similarly, the mean CGQ/Industry summary score of restatement 

firms (51.26) is significantly lower (t-statistic = -3.23, p = 0.001) than that of the controls 

(61.40).  These results are not consistent with our expectations in the null H1 and suggest that 

weak governance is associated with financial restatement. As reported in Table 3, the Board sub-

measure rating results are also inconsistent with the non-directional H2. Specifically, the Board-

index score of 2.97 for the restatement firms is marginally lower than the 3.24 for the control 

firms (t-statistic = -1.67, p = 0.095). Similarly, the RMG Board-industry score of 3.07 for 

restatement firms is lower than the 3.41 score for controls (t-statistic = -2.22, p = 0.027). As 

expected, the RMG sub-measures of Audit-index, Audit-industry, Compensation and Ownership-

index, and Compensation and Ownership-industry do not render significant differences.12  

However, for the Anti-takeover-index (t-statistic = -1.71, p = 0.088) and the Anti-takeover-

industry (t-statistic = -1.83, p = 0.069), we find marginally significant differences.  

Improvement in Corporate Governance Ratings between the Restated Year and the 

Following Year (H3). Consistent with the prediction of H3, restatement firms make significant 

changes to their corporate governance in the year following the restated year. Specifically, the 

summary RMG CGQ/Index of 47.76 in the restated year (2003) improved to 53.19 in the 

following year, resulting in a significant change (t-statistic = 2.95, p = 0.002). Similarly, the 

summary CGQ/Industry rating improved from 51.26 to 58.64 (t-statistic = 4.18, p = 0.000). The 
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improvements in the sub-measures, Board-index and Board-industry, Audit-industry, Anti-

takeover-index, and Anti-takeover-industry are also highly significant. We compare these data 

with ratings in the subsequent year (not tabulated) and find no further significant improvement 

between the first year (2004) subsequent to the restated year and the following year (2005).  

In comparison to the restatement firms, control companies show non-significant changes 

over the two-year period. The only exception is that the Anti-takeover/industry mechanism 

improved from 3.04 in 2003 to 3.15 in 2004 where the difference is statistically significant (t-

statistic = 1.68, p = 0.048). Board-industry and Audit-index also changed but at marginally 

significant levels, where Board-industry showed slight improvement (from 3.41 to 3.53) while 

Audit-index had a slight decrease (from 3.60 to 3.43). As reported in Table 3, the two sample t-

tests comparing restatement firms to controls in the year after the restated year (2004) provide 

non-significant differences in 2004 between governance ratings of restatement and control firms. 

This result suggests that restatement firms improve their corporate governance ratings from 2003 

to 2004 to the extent that there are no significant differences between them and the control firms 

in 2004.  

Overall, while there is evidence of significant improvement in the corporate governance 

of restatement firms from the restated year to the following year, there is no evidence that control 

firms make significant changes to their corporate governance over the examination period.  

Multi-variate Analysis  

Correlation Matrix. Table 4 presents a correlation matrix between the independent 

variables specified in Model (1). This table is prepared for the RMG index measures (i.e., 

summary CGQ/Index and related sub-scores). A separate table (not shown) also was prepared for 

RMG’s industry measures and it indicated very similar results. Pearson correlation coefficients 



18 
 

and their significance levels are shown in Table 4 and the statistically significant coefficients at 

the 0.05 or lower are highlighted in bold. Not surprisingly, Table 4 shows positive and 

significant correlation between the RMG summary CGQ and its sub-scores. The summary 

CGQ/Index and the Board sub-measure are highly correlated (Pearson correlation coefficient = 

0.78, p = 0.00), and so are the correlations between the summary CGQ/Index measure and the 

other sub-scores of Audit (0.47), Compensation and Ownership (0.49), and Anti-takeover (0.27) 

(please see Table 4). 

In addition, the RMG sub-measures of Audit and Board are significantly correlated (0.33) 

as are the sub-measures Compensation and Ownership and Board (0.18), but the remaining 

correlations between the corporate governance sub-measures are not significant. All three audit 

committee characteristics (lines 13-15) are highly correlated with size (i.e., LnAssets) as are the 

executive compensation variables, LnExeComp and ExeOwnshp%. Given this result and the 

finding that several other variables are significantly correlated with LnAssets, we drop this 

variable from Model (1). Also, LnExeComp and ExeOwnshp% are highly correlated with all 

other measures of executive compensation (i.e., lines 16-20). For this reason, we use both total 

compensation for the top five executives (i.e., LnExeComp) and the fraction of firm ownership 

held by executive officers (i.e., ExeOwnshp%) in Model (1). In view of these results, we perform 

separate regression models for CGQ/Index score and CGQ/Industry score, as well as for index 

and industry sub-measures. We include all financial control variables in each regression because 

while Table 4 shows a number of significant correlations other than those noted above, none of 

the coefficient correlations reaches the conventional level of 0.50 that would cause concern for 

significant multicollinearity.  
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  Logistic Regression. The four logistic regression models specified above are presented in 

Table 5, where the binary variable RES (restatement/non-restatement) is regressed against 

explanatory and control variables specified in Model (1). The logistic regression models are 

identified in the top row and model measures (χ2 statistics and their significance levels, 

classification accuracy levels, and the Nagelkerke pseudo R2) are shown in the bottom three 

rows.  Models 1 and 2 are based on RMG Index measures while models 3 and 4 are based on 

RMG Industry measures. In models 1 and 3, we include only the respective RMG CGQ 

summary measure as the explanatory governance variable, while in models 2 and 4 we exclude 

the CGQ and include as independent governance variables the RMG sub-measures of Board, 

Compensation and Ownership, Anti-takeover, and Audit (please see Table 5). 

The results in Table 5 indicate that summary models 1 and 3 (CGQ/Index and 

CGQ/Industry) are significant at 0.004 and 0.003 levels, respectively.  Sub-measure (index) 

model 2 is significant at the 0.029 level, while sub-measure (industry) model 4 is significant at 

the 0.013 level. All models’ classification levels are in the low 60s percent and their pseudo R2s 

range from 12.3 percent (model 2) to 13.7 percent (model 3).13 Overall, inconsistent with the null 

prediction in H1, these results provide evidence of significantly lower governance ratings for 

restatement firms when compared to their control firms. Also, Table 5 shows significant effects 

for the Board-index (p = 0.062) and for Board-industry at (p = 0.018), findings that are 

inconsistent with the null prediction of H2.  The remaining index and industry results for Audit, 

Compensation, and Anti-takeover sub-measures are not significant.  

For control variables, all models show significance for ROA at the 0.041 level or lower, 

indicating that as expected restatement firms are, on average, less profitable relative to the 

controls. Company age also is significant (model 4) or marginally significant (models 1-3) 
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suggesting that, in our sample, older firms are more associated with restatement than younger 

firms. Finally, the audit committee meeting variable is significant in all four models indicating 

that, on average, audit committees of restatement firms met more often during the restated year 

than did the audit committees of the control firms. The remaining control variables do not 

indicate significance at conventional levels. Consistent with the results in Table 2, these findings 

suggest that there is no difference between restatement firms and controls with respect to 

financial leverage, valuation (i.e., Tobin’s Q), special items, mergers and acquisitions, number of 

audit committee members, presence of financial experts in their audit committee, annual 

compensation of their executives, or the fraction of firm ownership held by executive officers 

(i.e., ExeOwnshp%).   

Alternative Empirical Design 

 We chose 2003 as the year to investigate the relation between corporate governance 

ratings and financial restatement because the complete RMG U.S. database with over 5,600 firms 

first became available in this year, specifically at July 1, 2003. Prior to this date, the population 

of firms in RMG’s U.S. inventory was approximately 2,500, which limited the number of 

restatement companies available for analysis.14 However, the choice of 2003 as the restated year 

presents a potential challenge to our results since many firms during that year were likely 

implementing changes to their corporate governance to comply with the requirements of SOX 

(2002). Thus, our findings about corporate governance improvements that were implemented by 

restatement firms in 2004 may have been confounded by the effects of mandated regulatory 

compliance that may have provided an exogenous shock to the governance environment.  To 

investigate this possibility, we undertook two separate analyses. The first was a pre-SOX 

examination where we identified a new test sample of companies that announced a financial 
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restatement between January 2, 2002 and June 30, 2002 and were included in the RMG data base 

at January 1, 2002. Each of these restatement firms was then matched with a control firm on the 

basis of CGQ (Index and Industry) ratings at January 1, 2002.15 We then investigated changes in 

governance by tracing the January 2002 ratings of both samples to their ratings a year later at 

January 1, 2003.  The results of this analysis are presented in Panel A of Table 6.  

The second analysis, a post-SOX investigation, involved  an effort to match each of our 

original 150 restatement firms with a new control company having the same summary corporate 

governance rating (either CGQ/Index or CGQ/Industry) as the restatement firm at July 1, 2003.  

We then investigated changes in governance ratings by tracing their ratings forward to July 1, 

2004. The results are presented in Panel B of Table 6 (please see Table 6). 

With regard to the pre-SOX analysis, we were able to match 51 (50) restatement firms 

with controls having nearly the same CGQ/Index (CGQ/Industry) rating at January 1, 2002.  

Analysis of the differences is reported in Column 1 of Table 6, while columns 2 and 3 report 

means and standard deviations for the sample pairs at January 1, 2002 and January 1, 2003.  As 

reported in columns 4-6, while the summary CG ratings of the pre-SOX restatement companies 

are significantly improved in both CGQ/Index (t-stat = 1.98, p = 0.054) and CGQ/Industry (t-stat 

= 2.13, p = 0.038), the differences for controls are not significant at conventional levels.  

For our post-SOX additional analysis, we matched 80 (67) restatement companies with 

new control firms on the basis of exact CGQ/Index (CGQ/Industry) ratings at July 1, 2003. 

Analysis of differences is reported in Panel B of Table 6. As expected, Column 2 in Table 6 

shows exact means and standard deviations for the company pairs in 2003. However, as reported 

in columns 4-6, summary CG ratings at July 1, 2004 are different from those of a year earlier, 

where CG ratings for the restatement companies are significantly improved in both CGQ/Index 
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(t-stat = 2.58, p = 0.012) and CGQ/Industry (t-stat = 3.37, p = 0.001), but the differences for 

control companies are not significant.  

Overall, the pre and post-SOX (2002) analyses provide additional support for the 

robustness of our finding that restatement firms improve their corporate governance significantly 

in the year after the restated year.  The incremental analyses also help to establish causation and 

provide some reconciliation of our conflicting findings that imply poor governance causes 

financial restatements (i.e., the rejection of our null H1) and restatement results in better 

governance (i.e., support of our directional H3). By expanding the examination period to pre-

SOX and by identifying new groups of control firms in post-SOX (2003) that are matched 

exactly on summary CGQ scores (index or industry) of sub-samples of the original test group, 

we provide evidence suggesting that the more likely direction of causation is that restatement 

subsequently results in better governance. This finding is consistent with the conventional 

wisdom held by many commentators and institutional investors that an independent board is an 

important component of good corporate governance, and that only independent directors can be 

effective monitors of management. Hence, restatement firms in the aftermath of the restatement 

event increase board independence resulting in improved corporate governance scores.  

While the evidence from this study’s alternative empirical design indicates financial 

restatement leads to more independent boards, we find little or no evidence that this strategy 

works in terms of eliminating or reducing the chance of a subsequent restatement when 

compared with control firms.  Specifically, findings from several investigations that we 

conducted suggest that the likelihood of subsequent restatement has not decreased for 

restatement firms as a result of changes made to enhance board independence. For example, for 

each of the 300 firms comprising the original 150 matched pairs, we searched for subsequent 
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restatements over the 30-month period beginning April 1, 2005 and ending Sept. 30, 2007 (our 

initial period of examination to identify firms restating annual 2003 statements stretched from 

Jan. 1, 2004 through Mar. 31, 2005). We find that 28 of the original restatement firms had 35 

subsequent restatement events to correct material accounting errors. In contrast, 24 of our 

original control firms had 25 restatement events during the 30-month period ending 9-30-2007.       

Similarly, we searched for subsequent restatement events within each of our four sub-

samples used in the previously noted Pre-SOX and Post-SOX alternative empirical designs. For 

example, in the Post-SOX design where 80 of our original restatement firms were matched with 

new controls on the basis of exact CGQ-Index rating at July 1, 2003, we find that 13 (8) 

restatement (control) firms had 17 (8) restatement events over the 30-month period concluding 9-

30-2007.  We also observe the same trend for our alternative Post-SOX design involving 67 

original restatement firms that were matched with new controls on the basis of exact CGQ-

Industry score.  

Our findings regarding subsequent restatement events also hold for each of the two Pre-

SOX designs where we identified a new sample of firms announcing a financial restatement 

during the six-month period starting Jan. 1, 2002 and concluding June 30, 2002. We then 

searched the 63-month period from July 1, 2002 through Sept. 30, 2007 for restatement events 

and find that our sample of Pre-SOX restatement firms improved their RMG governance scores 

largely by increasing board independence, resulting in a statistically the same probability of a 

subsequent restatement as their control firms.  

Sensitivity Analysis 

 We investigated the effects of a number of classificatory variables on the results. For 

example, we investigated whether the number of annual reports restated had a significant effect 
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on any of the 10 RMG corporate governance scores.16 We used analysis of variance (ANOVA) 

to investigate differences between one annual report restated (n = 30), two (n = 51), three (n = 

47), or four or more (n = 22).  None of the RMG corporate governance ratings indicated 

significance. We also used ANOVA to investigate differences by audit firms. The auditors for 

the restatement firms include Ernst and Young (n = 28), Deloitte and Touche (n = 34), KPMG (n 

= 31), PWC (n = 55).17  We find no significant difference for any of the corporate governance 

ratings by audit firm.  

 We also investigated differences in RMG governance ratings between repeat restatement 

filers (n = 16) and first-time filers (n =134).18 None of the two-sample t-tests indicates a 

significant difference. We then compared governance scores of firms that had revenue 

recognition as the reason for their restatement (n = 38) with those that did not (n = 112).  Again, 

none of the two-sample t-tests indicates significance.  

Next, we tested for differences over the various governance ratings between firms where 

restatement was attributable to reclassification-only (n = 25) compared to all other restatements 

(n = 125).  In this analysis, we found the sub-measures of Board-index and Board-industry to be 

significantly higher for the reclassification-only firms than other restate firms. Specifically, the 

reclassification-only firms had a mean Board-index score of 3.36, which is marginally greater (t-

statistic = 1.96, p = 0.057) than the 2.90 ranking for the non-reclassification-only firms. 

Similarly, the reclassification-only firms’ mean Board-industry rating of 3.64 is significantly 

greater (t-statistic = 2.86, p = 0.007) than the 2.96 rating for the non-reclassification-only 

group.19 

 We also examined corporate governance scores according to the indices that RMG uses 

to classify firms included in its database. As shown in Table 1, for restatement firms comprising 
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our test sample we identify the following: CGQ universe (n = 43), Russell 3000 (n = 47), S&P 

400 mid-cap (n = 16); S&P 500 (n = 15); and S&P 600 small-cap (n = 29). ANOVAs indicate 

one significant difference for the index and one for industry. Specifically, the Audit-index in S&P 

500, with a mean governance score of 2.67, was the lowest of all indices (F-statistic = 2.86, p = 

0.026).  Similarly, of the five industry measures, the Board-industry had the lowest mean rating 

of 2.60 for the CGQ universe, while the ratings for other indices (3.09 or higher) were 

significantly higher with no difference indicated between them (F-statistic = 3.68, p = 0.007).  

Finally, comparison of governance scores by industry indicated isolated differences. For 

example, restatement firms in the real estate and utility industries had summary CGQ/Industry 

scores of 75.16 and 76.30, respectively, while technology hardware and telecommunication 

industries had mean CGQ/Indices of 22.20 and 32.23, respectively. ANOVA shows significance 

for these differences (F-statistic = 1.80, p = 0.029).  However, as shown in Table 1, 20 industries 

are represented in our sample of 150 restatement firms. Thus, due to sample limitations, industry 

results should be interpreted with caution. 

Board Factor Changes after Restatement 

 As noted, the highly significant overall improvement in corporate governance ratings of 

restatement firms between the restated year and the following year is explained primarily by 

changes to boards of directors.  In this section we provide additional details of changes in crucial 

factors that comprise the Board sub-measure. For each select Board factor, we present in Table 7 

the frequency and proportion of restatement firms in 2003 and in 2004 that RMG indicated the 

existence of defining characteristics. We use the χ2 test of the observed frequencies as compared 

with the expected frequencies to test for the differences between the two years (please see Table 

7). 
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 As reported in Table 7, Board Composition improves significantly (χ2 = 24.132, p = 

0.000) and over 45 percent of the χ2 is contributed by a drop from 27 percent to only 11 percent 

of the firms where the board is controlled by a majority of insiders (I) and affiliated outsiders 

(AO) (I and AO >=50%).  Also noteworthy is the change in the proportion of boards controlled 

by a supermajority of independent outsiders (IO) comprising (75% < IO <= 90%) where the 

proportion increased from 21 percent in 2003 to 32 percent in 2004.  

 Other noteworthy Board factors with significant changes after the restated year include - 

Boards Served On – Other Than CEO where 97 percent of the firms in 2003 had no policy on 

outside directorships for board members compared to 80 percent in 2004 (χ2 =20.558, p = 0.000).  

The Board factor, Chairman/CEOs Separation, also indicates significant change (χ2 = 23.352, p 

= 0.000), where for 42 percent of the firms in 2003 the positions were not separate and there was 

no lead director. A year later the proportion of restatement firms not separating the Chair and 

CEO positions and not providing a lead director dropped to 24 percent. Also, the percentage of 

firms not separating the Chair and CEO positions but providing for a lead director increased 

from nine percent in 2003 to 29 percent in 2004.  

Table 7 also reports select factors defined by RMG as progressive within the Board sub-

measure that show highly significant improvements after the restated year. Particularly 

noteworthy is the factor, Board Performance Reviews, where for 19 percent of the firms in 2003, 

board performance was reviewed regularly. In 2004, the proportion of restatement firms 

regularly reviewing board performance increased dramatically to 63 percent. Also of interest is, 

Meetings of Outside Directors, where the proportion of test firms that report outside directors 

met without the CEO and disclose the number of such meetings increased to 43 percent in 2004 

from only three percent in 2003. 
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A final observation regarding changes in RMG board governance mechanisms reported 

in Table 7 concerns the factor, Director Education.  The proportion of firms reporting at least 

one board member participating in a director education program increased from six percent in 

2003 to 27 percent in 2004. While this change represents an improvement in governance, 

surprisingly we find that for 73 percent of the test firms, no board members participated in 

director education in the year following the restated year. 

Given the possibility that improvements in specific RMG factors that we document in 

Table 7 for the restatement firms may be attributable to a systematic effect due to increased 

regulation during 2003-2004, we also test for changes in specific governance factors of the 

controls during the period.  Similar to the overall findings reported in Table 7, we find that the 

control firms also strengthened some of the governance mechanisms in 2004 compared to the 

year earlier, suggesting some systematic effect of SOX (2002). However, the improvements in 

governance that we find for the control sample generally are not as significant as those that we 

document for the test sample.  For example, we find that for the control firms the change in the 

RMG factor, Board Composition, is not as significant (χ2 = 9.808, p = 0.044) compared to the 

level of significance (χ2 = 24.132, p = 0.000) observed for this factor for the restate firms.       

     

SUMMARY AND CONCLUSIONS 

We selected a sample of 150 firms that restated their financial statements for 2003 to 

bring them into conformity with GAAP, and we used Compustat to generate a control sample 

matched on the basis of four-digit GICS, auditor type, year, and size. We tested for the relation 

between financial restatement and corporate governance ratings using the U.S. database of 

governance categories developed by RiskMetrics Group (RMG), formerly Institutional 



28 
 

Shareholder Services. After controlling for numerous financial, performance, and corporate 

governance factors, we find that our sample of restatement firms had significantly lower 

governance ratings than our control sample during the restated year (2003). We also find that our 

sample of restatement firms improved their governance ratings in the year following the restated 

year, suggesting financial restatement leads to improvements in governance mechanisms.  

To help provide insight into what may be the more likely direction of the causal relation, 

we undertook an alternative empirical design.  Specifically, we (1) matched our restatement 

firms with a new group of control firms that did not restate in 2003, but had the exact RMG 

corporate governance ratings for 2003, and (2) expand the examination period to pre-SOX and 

identify both new test and control samples. The results from analysis of the additional empirical 

design suggest that improved governance results from financial restatement.  Our findings from 

the alternative empirical design also suggest that restatement firms seem to embrace the 

conventional wisdom that independent directors are more effective monitors of management. 

This strategy appears to be effective in equalizing the likelihood of a future restatement between 

restatement and control firms. This finding adds to the literature in the area of corporate 

governance and is worthy of additional investigation in the future.  

This study is subject to limitations.  For example, the year (2003) of examination for 

financial restatement represents the immediate aftermath of some high-profile accounting 

scandals (e.g., Enron, WorldCom) and the enactment in 2002 of the Sarbanes-Oxley Act.  Hence, 

it is possible that management may have been on its best, short-term behavior resulting in 

governance ratings that are possibly skewed for the period under study. However, we have no 

reason to believe that any one firm or industry would have been more likely affected by such 

behavior. Also, to the extend that our matching design fails to capture substantive differences in 
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governance between financial restatement companies and those that have not restated, caution 

should be used in generalizing our findings to the population of public companies that prepare 

financial reports.  As an extension of this study’s use of a matching control sample, future 

research may want to consider an alternative design in which governance ratings of restatement 

firms are compared with those of all non-restatements firms comprising the population.  
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Exhibit 1 
Listing of RMG’s Ratings Criteria  

Board State of Incorporation 

1 Board Composition 34-40 Takeover Provisions Applicable Under 
State Law – Has Company Opted Out? 

2 Nominating Committee Executive and Director Compensation 
3 Compensation Committee 41 Cost of Option Plans 
4 Governance Committee 42-43 Option Re-pricing 
5 Board Structure 44 Shareholder Approval of Option Plans 
6 Board Size 45 Compensation Committee Interlocks 
7 Changes In Board Size 46 Director Compensation 

8 Cumulative Voting 47 Pension Plans For Non-Employee 
Directors 

9 Boards Served On – CEO 48 Option Expensing 
10 Boards Served On – Other Than CEO 49 Option Burn Rate 
11 Former CEO’s 50 Corporate Loans 

12 Chairman/CEOs Separation Progressive Factors 
13 Board Guidelines 51 Retirement Age for Directors 
14 Response To Shareholder Proposals 52 Board Performance Reviews 
15 Board Attendance 53 Meetings of Outside Directors 
16 Board Vacancies 54 CEO Succession Plan 
17 Related Party Transactions 55 Outside Advisors Available to Board 

Audit 56 Directors resign upon job change 

18 Audit Committee Ownership 
19 Audit Fees 57 Director Ownership 
20 Auditor Rotation 58 Executive Stock Ownership Guidelines 
21 Auditor Ratification 59 Director Stock Ownership Guidelines 

Charter/Bylaws 60 Officer and Director Stock Ownership 

22-27 Features of Poison Pills Director Education 
28-29 Vote Requirements 61 Director Education 

30 Written Consent   
31 Special Meetings   
32 Board Amendments   
33 Equity Structure   

 
Note: Some factors also are looked at in combination under the premise that corporate 
governance is enhanced when selected combinations of these criteria are adopted. 



34 
 

Table 1 
Restatement Sample Details 

  Panel A: Sample Selection Details 

  Number of 10-K financial restatements of interest filed  
   between 1-1-2004 and 3-31-2005    292 
 
  Less:  (i)  Firms not identified in RMG proprietary database    19 
    (ii) Firms not identified in Compustat     45 
   (iii) Firms for which no match-mate was identified    78    
  Number of 10-K financial restatement firms in analysis  150  
  
     
  Panel B: Sample Index 

  Index       Number of Firms 

  CGQ Universe (RMG proprietary)   43 
  Russell 3000      47 
  S&P 400      16 
  S&P 500      14 
  S&P 600                 30 
                  150  

  Panel C: Sample Industry  

  Industry     Number of Firms 

  Capital goods      13 
   Commercial services     13 
  Consumer durables and apparel     6 
  Energy         5 
  Health care equipment & services   13 
  Hotels & restaurants       5 
  Materials        7 
  Pharmaceuticals       6 

 Real estate        9 
  Retailing        9 

Software & services                18 
  Technology hardware & equipment              17 
  Telecommunications services      6 
  Transportation        6 
  Utilities        7 
  Others*                 10  
                  150 
 

• Five other industries each had less than five observations. 
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Table 1 (continued) 
Restatement Sample Details 

Panel D: Number of Reasons Disclosed for Restatement 
 
Number of   Number (Proportion) of  
Reasons   Restatement Firms Reporting  
 

1 93 (62%) 
2 28 (19%) 
3   9 ( 06%) 
4   6 ( 04%)  

    >5     14 ( 09%) 
              150(100%) 
 
Panel E: Frequently Disclosed Reasons (Accounting Issues) for Restatement 
 
Reason or     Number of Restatement 
Accounting Issue   Firms Disclosing 
 
Misstatement of revenue   39 
 
Reserves, accruals, loss contingencies 40 
 
Derivatives, warrants, stock options  32      
 
Note: Other, less frequently cited, reasons disclosed by the sample firms for 
restatement include accounting errors associated with the classification in the 
statement of cash flows, improper capitalization of expenditures as expenses (or 
vice versa), foreign currency translation.  
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Table 2 
Descriptive Statistics 

Control Variables 
 Restatement Firms 

(N = 150) 
Control  
Firms 

(N = 150) 

 
Two-Sample 

Variable Mean Std. 
Dev. 

Mean Std. 
Dev. 

T-Stat. Sig. 

AGE 12.13 5.68 11.33 5.68 1.22 0.223 
LEV 0.54 0.24 0.50 0.23 1.27 0.204 
ROA -3.58 20.26 0.10 12.38 -1.90 0.059 
Tobin’s Q 1.93 1.52 1.96 1.27 -0.22 0.828 
SPI 0.65 0.48 0.62 0.49 0.52 0.601 
M&A 0.15 0.36 0.15 0.35 -0.16 0.872 
Audit Committee Meetings 7.39 3.54 6.48 2.64 2.53 0.012 
Audit Committee Members 3.57 0.85 3.49 0.83 0.83 0.410 
Audit Committee Fin-Expert 1.31 0.86 1.33 0.86 -0.27 0.789 
CEO Comp. (in thousands) 1,690 2,399 1,971 2,302 -1.04 0.302 
CEO Stock-Based Ratio 0.29 0.27 0.28 0.27 0.15 0.878 
CFO Comp. (in thousands) 742 837 661 572 0.92 0.361 
CFO Stock-based Ratio 0.26 0.22 0.24 0.21 0.81 0.419 
Exec. Comp. (top 5 in 000s) 2,298 1,543 2,552 1,991 -1.23 0.219 
ExeOwnshp% 0.12 0.16 0.08 0.12 1.64 0.102 
Total Assets (in millions) 2,147 4,884 2,008 4,767 0.25 0.804 
Total Sales (in millions) 1,807 6,132 1,721 6,038 0.12 0.902 

  Significant results are highlighted 
 AGE  = Company age from time of initial public offering to start of fiscal 2003, 
 LEV  = Ratio of total liabilities to total assets, 
 ROA  = Return on assets, 
 Tobin’s Q = Valuation measure;  
 SPI  = Special items in 2003,  
 M&A  = Mergers and Acquisitions in 2003, 
 AC Meetings = Number of audit committee meetings in 2003, 
 AC Members = Number of members in audit committee in 2003, 
 AC Expert = 1 if financial expert in audit committee, 0 otherwise,  
 CEO Comp = Total compensation in thousands of CEO in 2003, 
 CEO stock- 
    based ratio = The ratio of stock-based compensation to total compensation of the CEO in 2003,  
 CFO Comp. = Total compensation in thousands of CFO in 2003, 
 CFO stock- 
   based ratio = The ratio of stock-based compensation to total compensation of the CFO in 2003,  
 Exec. Comp.  =Total dollar compensation of the highest paid five executives in 2003, 
 ExeOwnshp%  = Percentage of firm owned by its executives    
 Total Assets = Total assets in millions of dollars, and 
 Total Sales = Total sales in millions of dollars. 

 
Note: For the variables listed, a test of medians shows substantially similar results to those reported above using the 
two-sample t-test.  For example, using Mann-Whitney we find significance (p = 0.026) for the variable, audit 
committee meetings, and marginal significance (p = .066) for variable, ROA.    
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Table 3 
Corporate Governance Scores for the Restated Year (2003) 

And the Following Year (2004) 
N = 150 

  Restatement 
Companies 

Control Companies Two-sample 
T-test** 

Score Year Mean Std Dev Mean Std Dev T-stat. Sig. 
CGQ – Index  RES 47.76 28.89 57.86 27.85 -3.09 0.002 
 After 53.19 29.36 56.41 26.99 -0.99 0.323 
Matched-Pair T-stat (P-value)  2.95 (0.002)* -0.81 (0.209)*  
CGQ – Industry  RES 51.26 27.90 61.40 26.56 -3.23 0.001 
 After 58.64 26.02 62.28 25.75 -1.22 0.224 
Matched-Pair T-stat (P-value)  4.18 (0.000)* 0.52 (0.303)*   
Board – Indexa  RES 2.97 1.39 3.24 1.37 -1.67 0.095 
 After 3.25 1.36 3.28 1.44 -0.21 0.837 
Matched-Pair T-stat (P-value)  2.63 (0.005)* 0.41 (0.340)*   
Board – Industrya RES 3.07 1.29 3.41 1.32 -2.22 0.027 
 After 3.48 1.25 3.53 1.31 -0.32 0.752 
Matched-Pair T-stat (P-value)  4.36 (0.000)* 1.35 (0.095)*   
Audit  - Indexa RES 3.50 1.49 3.60 1.37 -0.61 0.545 
 After 3.50 1.35 3.43 1.38 0.42 0.672 
Matched-Pair T-stat (P-value)  0.00 (1.000)* -1.32 (0.094)*   
Audit – Industrya RES 3.47 1.40 3.55 1.31 -0.55 0.580 
 After 3.69 1.24 3.57 1.31 0.86 0.391 
Matched-Pair T-stat (P-value)  1.80 (0.038)* 0.11 (0.455)*   
Compensation – Indexa RES 3.09 1.37 3.26 1.45 -1.06 0.288 
 After 3.04 1.45 3.23 1.43 -1.12 0.263 
Matched-Pair T-stat (P-value)  -0.51 (0.307)* -0.37 (0.357)*   
Compensation – Industrya RES 3.27 1.28 3.47 1.34 -1.32 0.187 
 After 3.24 1.33 3.44 1.42 -1.26 0.209 
Matched-Pair T-stat (P-value)  -0.31 (0.380)* -0.31 (0.378)*   
Anti-takeover – Indexa RES 2.90 1.46 3.18 1.37 -1.71 0.088 
 After 3.01 1.48 3.22 1.42 -1.23 0.218 
Matched-Pair T-stat (P-value)  1.69 (0.047)* 0.56 (0.288)*   
Anti-takeover – Industrya RES 2.75 1.39 3.04 1.39 -1.83 0.069 
 After 2.87 1.41 3.15 1.41 -1.72 0.086 
Matched-Pair T-test (P-value)  1.87 (0.032)* 1.68 (0.048)*   

Significant results are highlighted 
a.   Since the scale for this variable is limited (1-5), we also performed the non-parametric Mann-Whitney test 

of medians. The results were consistent with the matched t-tests although the significance levels were 
slightly different.  

*    One-tailed test 
**    Two-tailed test 
CGQ       = RMG’s summary scores of corporate governance relative to index/industry,  
Board     = RMG’s board sub-measures of governance relative to index and industry,   
Audit     = RMG’s audit sub-measures of governance relative to index and industry, 
Compensation  = RMG’s compensation sub-scores relative to index and industry, and   
Anti-takeover   = RMG’s anti-takeover sub-scores relative to index and industry. 
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Table 4 
Correlation Matrix -- Significant Pearson correlations are highlighted 

 
   1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 

1 IndxCGQ 1.00                   
2 BordIndx 0.78 1.00                  
3 AudIndx 0.47 0.33 1.00                 
4 CompIndx 0.49 0.18 0.11 1.00                
5 T/O-Indx 0.27 0.06 0.07 -0.06 1.00               
6 Age 0.02 0.08 -0.16 0.13 -0.21 1.00              
7 LEV 0.10 0.11 0.05 0.08 -0.11 0.12 1.00             
8 ROA -0.05 -0.08 -0.07 0.02 -0.06 0.27 -0.17 1.00            
9 Tobin's Q -0.06 -0.09 0.11 -0.09 0.13 -0.25 -0.27 -0.13 1.00           

10 SPI -0.01 0.04 -0.05 0.03 0.00 -0.04 0.13 -0.18 0.04 1.00          
11 M&A -0.09 -0.09 0.02 -0.09 0.08 -0.14 -0.14 0.02 0.05 0.08 1.00         
12 LnAssets 0.01 -0.01 -0.09 0.03 -0.02 0.31 0.35 0.32 -0.23 0.08 0.04 1.00        
13 Acmeet -0.04 -0.01 -0.11 0.03 -0.05 0.03 0.08 0.11 -0.08 0.09 0.08 0.35 1.00       
14 Acmem 0.02 0.08 -0.05 -0.04 -0.08 0.27 0.22 0.15 -0.18 0.00 -0.03 0.41 0.10 1.00      
15 ACFinExp 0.04 0.02 0.07 0.00 -0.03 0.06 0.02 0.10 -0.03 -0.04 -0.04 0.24 0.11 0.18 1.00     
16 LnCEOComp 0.00 0.01 -0.05 -0.03 0.03 0.22 0.05 0.24 0.04 0.03 0.05 0.70 0.22 0.30 0.21 1.00    
17 LnCFOComp -0.05 -0.03 -0.08 -0.05 -0.01 0.14 0.06 0.22 0.10 0.07 0.09 0.68 0.26 0.26 0.20 0.84 1.00   
18 CEOStkRatio 0.01 -0.02 -0.04 -0.01 0.09 0.02 -0.02 -0.02 0.15 0.14 0.11 0.36 0.16 0.20 0.09 0.65 0.55 1.00  
19 CFOStkRatio -0.07 -0.08 -0.08 -0.04 0.07 0.03 -0.02 0.11 0.13 0.07 0.10 0.38 0.18 0.14 0.09 0.56 0.64 0.65 1.00 
20 LnExecComp -0.03 -0.01 -0.06 -0.02 -0.02 0.26 0.14 0.31 -0.05 0.03 0.02 0.72 0.23 0.33 0.22 0.80 0.77 0.29 0.35 

21 ExeOwnshp% -0.20 -0.16 0.06 -0.22 0.02 -0.10 -0.07 -0.01 -0.02 -0.13 -0.04 -0.27 -0.10 -0.23 -0.09 -0.29 -0.30 -0.22 
-

0.16 
Variables as defined in Table 2 
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Table 5 
Regression Models for the Restated Year  

RES = α + β1CGQ + β2Board + β3Compensation + β4AntiTakeOver + β5Audit + β6AGE + 
β7LEV + β8ROA + β9Tobin’s Q+β10SPI +β11M&A + β12ACmeet + β13ACmem + β14ACfinExp 
+ β15LnExeComp + β16ExeOwnshp% + ε  
  

 Model 1: CGQ-Index 
 

Model 2: Index 
 

Model 3 CGQ-Industry 
 

Model 4: Industry 
 Variable B Wald Sig.  B Wald Sig. B Wald Sig.  B Wald Sig. 

1 CGQ -0.011 5.995 0.014 -0.013 7.140 0.008 
3 Board    -0.159 2.378 0.123   -0.242 4.435 0.035
4 Compensation    -0.057 0.353 0.552   -0.109 0.987 0.320
5 Anti-takeover    -0.081 0.764 0.382   -0.061 0.383 0.536
6 Audit    0.056 0.310 0.578   0.073 0.482 0.487

 2 AGE 0.047 3.377 0.066 0.048 3.280 0.070 0.047 3.381 0.066 0.055 4.226 0.040
 7 LEV 0.703 1.291 0.256 0.587 0.904 0.342 0.639 1.072 0.301 0.575 0.863 0.353
 8 ROA -0.021 4.696 0.030 -0.021 4.932 0.026 -0.020 4.188 0.041 -0.021 4.631 0.031
 9 Tobin’s Q 0.060 0.248 0.536 0.051 0.274 0.601 0.071 0.540 0.462 0.059 0.364 0.546
10  SPI -0.092 0.110 0.740 -0.050 0.032 0.857 -0.035 0.016 0.900 -0.012 0.002 0.965
11 M&A 0.058 0.025 0.875 0.048 0.017 0.897 0.068 0.034 0.854 0.024 0.004 0.949
12 AC meet 0.131 7.197 0.007 0.137 7.830 0.005 0.138 7.850 0.005 0.149 8.647 0.003
13  AC mem 0.213 1.517 0.218 0.219 1.591 0.207 0.220 1.603 0.205 0.214 1.484 0.223
14  AC fin. Expert -0.004 0.001 0.978 -0.025 0.026 0.873 0.031 0.039 0.844 0.001 0.000 0.993
15  LnExeComp -0.104 0.270 0.603 -0.086 0.186 0.666 -0.015 0.005 0.942 -0.027 0.018 0.892
16 ExeOwnshp% 1.549 2.418 0.120 1.650 2.576 0.108 1.428 2.016 0.156 1.286 1.461 0.227
17 Constant -0.657 0.055 0.814 -0.789 0.078 0.781 -1.921 0.481 0.488 -1.478 0.272 0.602

      Chi-sq (Sig.) 29.08 (0.004) 26.99 (0.029) 30.30 (0.003) 29.82 (0.013) 
      Classification  

     Accuracy 60.7% 61.4% 62.5% 62.9% 

      Nagelkerke R2  13.2% 12.3% 13.7% 13.5% 
 

Significant results highlighted 
Variables are defined in Table 4 
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Table 6 
Comparison of Governance Ratings Over Time (Pre- & Post-SOX) Between Restatement 

Firms and Controls  
 

Panel A: Pre SOX Analysis 

1 
2 

1-1-2002
3 

1-1-2003
4 

Difference
5 

Paired t-Stat 
6 

Significance
 RES 45.67

(32.66)
49.80

(32.42)
4.13

(14.92) 1.98 0.054Pair 1  
CGQ-Index 

N = 51  NonRES 45.86
(32.69)

45.60
(33.78)

-0.26
(9.81) -0.19 0.851

 RES 46.38
(31.91)

50.45
(31.96)

4.07
(13.50) 2.13 0.038Pair 2 

CGQ-Industry 
N = 50  NonRES 47.25

(31.86)
46.14

(31.38)
-1.12

(5.93) -1.33 0.190

 
Panel B: Post SOX Analysis 

1 
2 

7-1-2003
3 

7-1-2004
4 

Difference
5 

Paired t-Stat 
6 

Significance
 RES 52.90

(26.28)
58.76

(27.04)
5.86

(20.35) 2.58 0.012Pair 1  
CGQ-Index 

N = 80  NonRES 52.90
(26.28)

49.66
(26.65)

-3.26
(21.50) -1.35 0.182

 RES 46.24
(26.15)

54.38
(27.00)

8.14
(19.75) 3.37 0.001Pair 2 

CGQ-Industry 
N = 67  NonRES 46.24

(26.15)
45.32

(27.00)
-0.92

(16.62) -0.46 0.651

RES = Restatement firms 
Non-RES = Control firms 
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Table 7 
Changes by Restatement Firms in Specific  

Board Governance Factors 
(N = 150) 

  2003 2004 
 Board Factors Freq. % Freq. % 
 Board Composition  

  Board controlled by a majority of insiders and 
affiliated outsiders (I  and AO >=50%) 

41 27% 16 11% 

  Board controlled by a majority of independent 
outsiders (50% < IO  <= 66.7%) 

48 32% 66 44% 

  Board controlled by a supermajority of independent 
outsiders (66.7%  < IO <= 75%) 

28 19% 14 9% 

  Board controlled by a supermajority of independent 
outsiders (75% <  IO <= 90%) 

31 21% 48 32% 

 
 Other (Board controlled by a supermajority of 
independent outsiders  (IO > 90%) OR Board has no more 
than 1 officer and 0 AOs on the  board 

2 1% 6 4% 

   Chi-Square (Significance) 24.132 (0.000) 
 Boards Served On – Other Than CEO  

  There is a policy on outside directorships (5 or 
more boards is the  limit) 3

2% 12 8% 

  There is a policy on outside directorships (4 or 
fewer boards is the  limit) 2

1% 18 12% 

  There is no policy on outside directorships for 
board members 145

97% 120 80% 

   Chi-Square (Significance)  20.558 (0.000) 
 Chairman/CEOs Separation  

  Chairman and CEO are not separated but there is a 
lead director 

13 9% 43 29% 

  Chairman and CEO are separated 73 49% 70 47% 

  Chairman and CEO are not separated and there is 
no lead director 

64 42% 37 24% 

   Chi-Square (Significance)  23.352 (0.000) 
 Board Performance Reviews  
  Performance of the board is reviewed regularly 28 19% 95 63% 

  No disclosure that the board reviews its own 
performance regularly 

122 81% 55 37% 

   Chi-Square (Significance)  61.858 (0.000) 
 Meetings of Outside Directors 

  Outside directors meet without the CEO an 
undisclosed number of  times 

18 12% 19 13% 

  Outside directors meet without the CEO and 
disclosed the number of  times they met 

4 3% 65 43% 

  No disclosure of meetings of directors without the 
CEO present 

128 85% 66 44% 
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   Chi-Square (Significance)  73.769 (0.000) 
 Director Education 

  No directors have participated in a director 
education program. 

141 94% 109 73% 

 
 One or more director (but less than a majority of 
the board) has  participated in an RMG accredited director 
education program 

9 6% 40 27% 

  A majority of directors have participated in a 
director education  program 

0 0% 1 1% 

  Full board has participated in a director education 
program 

0 0% 0 0% 

   Chi-Square (Significance)  24.708 (0.000) 
 Significant results highlighted. 

 
 

Endnotes 
                                                 
1  The BRC issued ten recommendations intended to improve financial reporting by strengthening the audit 

committee’s role as a financial monitor.  BRC recommendation three, which addresses audit committee size and 
expertise, generally requires a minimum of three audit committee directors, each of whom is financially literate (i.e., 
ability to read and understand fundamental financial statements) and at least one of whom has accounting or related 
financial management expertise (demonstrated by employment experience in finance or accounting, CPA 
certification or comparable experience, or a position as a CEO or other senior officer with financial oversight 
duties).  As noted by Abbott et al. (2004), the BRC’s recommendations have not been uniformly incorporated into 
regulation, despite their collectively being supported by several corporate governance advocates, such as the 
National Association of Corporate Directors [NACD] and the Institute of Internal Auditors [IIA].   

2  BRC recommendation 1 defines independence as the exclusion of current and former employees, relatives of 
management, and persons receiving compensation (other than a fee for director services). BRC recommendation 1 
also excludes directors who are partners in, controlling shareholders, or executive officers of any for-profit business 
organization to which the corporation made or from which the corporation received significant payments in the last 
five years. Compensation committee interlocking directorships are also recommended for exclusion. Interestingly, as 
noted by Abbott et al. (2004) while the Sarbanes-Oxley Act (SOX 2002) incorporated the BRC’s recommendation 
dealing with independence, it permitted the NYSE and NASDAQ to define director independence differently.    

3  The sub-measure, anti-takeover provisions, combines factors 22-33 under the category of charter/bylaws as well as 
factors 34-40 within the category: state of incorporation. The compensation sub-measure incorporates factors 41-50 
in the executive and director compensation category and factors 57-60 listed in the category: ownership. The sub-
measure, audit, reflects factors 18-21 within the category: audit.    

4  Specifically, the first factor (board composition), shown in exhibit 1 under the sub-caption of board’ involves 
RMG’s evaluation of the independence of board members.          

5  It is the policy of RMG that firms’ announcements of their intention to restate or their actual restatement of 
previously filed financial statements is not a data item for inclusion in its governance scoring. In essence, RMG 
contends that financial restatement is a consequence of a firm’s governance structure. The policy of RMG 
notwithstanding, we avoid possible questions related to governance scores being impacted by the act or 
announcement of restatement by carefully identifying firms with RMG governance scores as of July 1, 2003, before 
the firms originally issued their financial statements for fiscal 2003, and clearly before such financial statements 
were restated. 

6  As expected total assets are highly correlated with total sales in our study (Pearson correlation coefficient = 0.666, p 
= 0.000), they can be used interchangeably as a proxy for size. To be consistent with the literature, we use natural 
logarithm of total assets as our proxy for size.  

7  Audit committee independence is also important. However, we do not include this variable in our model because 
due to the SOX 2002 requirements, virtually all restatement firms (148 out of 150) and controls (146 out of 150) had 
independent audit committees.  
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8    Consistent with the approach described for retrieving audit committee data, we collect compensation information 

from proxy statements covering fiscal 2003.  Specifically, we use compensation data reported by the firm in the 
Summary Compensation Table,’ which provides details regarding compensation components (salary, bonus, 
restricted stock, option awards, and other compensation) for the five highest paid executives. We obtain 
information regarding the fraction of firm ownership held by top management from the section: ‘Stock Ownership 
of Directors and Officers.’ We use proxy filings for retrieval of executive compensation data because only 52 of 
our 150 matched-pairs are included in ExecuComp.    

9  We since have used AuditAnalytics to verify the accuracy and completeness of our restatement search. 
10  In over 80 percent of the cases we used ± 30 percent as the range within which we selected control firms. In other 

cases we had to relax the ± 30 percent rule to find an appropriate match based on other criteria. As reported in Table 
2 we succeeded in finding good matches based on size because there are no significant differences between 
restatement and control firms with regards to assets or sales.   

11    We considered using in analysis the entire sample of non-restatement firms in the RMG database. However, the 
matched-pairs design allows us to include, and control for, company-specific variables (e.g., audit committee 
characteristics, CEO/CFO compensation) for which we had to hand-collect data from proxy statements.  

12  Given the 1 – 5 scale that RMG uses in its sub-scores, the non-parametric Mann-Whitney tests of medians were also 
performed. The results (not tabulated) were consistent with the parametric matched-pair t-tests.    

13  Compared with the R2 in ordinary least square regression that indicates the degree of the dependent variable 
explained by the model, the pseudo R2 in logistic regression is difficult to interpret. For this reason some statisticians 
(e.g., Hosmer and Lemeshow, 2000: 167) argue against publishing the pseudo R2 from fitted logistic regression. The 
concordance level as provided in Table 4 may be a more reliable measure of the association between the dependent 
and independent variables. 

14   Prior to July 1, 2003, RMG compiled limited governance rankings in six-month intervals starting January 1, 2002. In 
addition, RMG rankings before July 2003 consisted of summary CGQ ratings only as no sub-scores were reported.      

15  We attempted to match on exact CGQ rating, both index and industry; but, a limited RMG data base of companies 
necessitated that we select as a control that company whose  CGQ-Index or CGQ-Industry was closest to that of the 
restatement firm.    

16  As noted earlier, for each firm RMG reports two summary scores relative to index and industry. In addition, RMG 
reports for each company four sub-measures with each sub-measure having two scores, one relative to index and one 
relative to industry.  

17  The remaining two auditors were non-Big-Four. Due to the small number, they were treated as missing data for the 
ANOVA analysis.  We used the last auditor of record for our analysis. Of eleven companies that had changed 
auditors during the year of restatement seven were from Arthur Anderson. Only one of these was to a non-Big-Four 
firm.   

18  Firms restating annual financial statements on more than one occasion may be plagued by weak governance or poor 
accounting policies and procedures.      

19  We were also curious about cases of financial fraud. However, only two such cases existed in our restatement 
sample, which was not sufficient for meaningful analysis.   


