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INTRODUCTION 

 

 Restatements of financial statements involve corrections of deviations from GAAP that 

occurred in prior financial statements.  By issuing restatements, firms admit that their prior 

financial statements were misstated and had to be revised so as not to mislead financial statement 

users.  Thus, not surprisingly, restatements undermine the public‟s confidence in financial 

statements and are perceived negatively by investors (Dechow, Sloan, and Sweeney, 1996; 

Palmrose, Richardson, and Scholz, 2004).  The Securities and Exchange Commission (SEC) 

regards restatements as “the most visible indicator of improper accounting” (Schroeder, 2001).  

There is an extensive literature on what affects the likelihood of restatements and on the 

consequences of restatements.  However, what influences the length of the restatement period 

has received little attention in prior studies on restatements although it is an important 

characteristic of restatements.  As the length of the restatement period (i.e., the number of years 

of financial statements restated) increases, stakeholders are more likely to question why it took 

the company along with its auditor such a long time to detect  the financial statement 

misstatement.  Hence, the competence and ethics of the firm‟s management and auditor are more 
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likely to come into question with longer restatement periods.  Further, any losses suffered by 

stakeholders as a result of a financial statement misstatement are likely to increase with the 

length of the restatement period (Palmrose et al., 2004).  Consequently, a longer restatement 

period can increase the probability and number of stakeholder lawsuits, increase the probability 

of an investigation by regulatory authorities, and damage the reputations of the board members 

(see Fuerman and Sawyer 1997; Palmrose and Scholz 2004; and Srinivasan 2004). 

 In this article, we study the impact of audit committee expertise on the length of a 

restatement period.  The four types of expertise we examine are accounting expertise, non-

accounting financial expertise, supervisory expertise, and industry expertise.  The audit 

committee, working together with the auditor, plays a critical role in overseeing the financial 

reporting process.   As the firm‟s internal overseer of its financial reporting and a key component 

of its corporate governance, the audit committee‟s members must have the requisite knowledge 

to effectively oversee the financial reporting process.  Higher expertise on the audit committee 

could reduce the length of time to detect and correct misstatements in prior financial statements.  

Prior research has shown that the possession of financial expertise by audit committee members 

can improve the quality of a firm‟s accounting numbers and reduce the prevalence of financial 

statement misstatements (Bedard, Chtourou, and Courteau, 2004; Agrawal and Chadha, 2005).                         

However, there is uncertainty regarding the level of financial expertise needed by audit 

committee members.  An individual with accounting expertise should have more ability to 

understand the complexities of financial statement information, which could enhance the audit 

committee‟s ability to uncover a financial statement misstatement and thus reduce the length of 

the restatement period. The prior literature suggests that including an accounting expert on the 

audit committee improves the quality of a firm‟s financial statements and internal control 
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(DeZoort 1998; Carcello, Hollingsworth, Klein, and Neal 2006).  On the other hand, there is 

mixed evidence on the benefits of including a member who has financial expertise but not 

accounting expertise (DeFond, Hann, and Hu, 2005; Krishnan and Visvanathan, 2008; Dhaliwal, 

Naiker, and Navissi, 2010).  

 There also may  be benefits for a company to have an audit committee member with 

supervisory experience over an entire business in a position such as a CEO.  This type of 

background could give a member a „big picture‟ perspective on what looks normal in financial 

statements and what does not.  However, prior research has thus far conveyed that supervisory 

experience as a CEO or president does not provide incremental benefits to an audit committee 

(Krishnan and Visvanathan 2008; Dhaliwal, et al. 2010).  In addition, industry expertise on audit 

committees may be important.  For example, an individual on the audit committee of a financial 

institution with experience in the banking industry is more likely to understand collateralized 

debt obligations (CDOs), which should increase the likelihood of the audit committee 

uncovering a misstatement associated with CDOs.  Cohen, et al. (2011) document that audit 

committees with an industry expert have a lower likelihood of a financial statement restatement. 

 We select a sample of restatements from Government Accountability Office (GAO) 

reports from January 1, 2000 through September 30, 2005.  The restatement periods in our 

sample range from just one quarter restated to seven and half years of financial statements 

restated.  We find that restatements over longer periods tend to be more serious and lead to more 

risk for the sample firms.  Specifically, restatements over longer periods affect more accounts, 

are more likely to involve irregularities, and are more likely to lead to a lawsuit against the firm 

and/or its auditor. 
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 Our main test consists of a regression analysis where we control for various non-expertise 

related audit committee characteristics and non-audit committee variables that may affect the 

length of the restatement period.  The results show that the length of the restatement period is 

negatively associated with all four types of expertise studied: accounting expertise, non-

accounting financial expertise, supervisory expertise, and industry expertise.  Hence, the 

presence of these types of expertise on audit committees reduces the time to detect financial 

statement misstatements.  Further, we show that audit committee expertise reduces the length of 

the restatement period for misstatements that involve earnings overstatements or non-

overstatements, involve errors or irregularities, and occur before or after the Sarbanes-Oxley Act 

(SOX). Nevertheless, industry expertise reduces the length of the restatement period for earnings 

overstatements but not non-overstatements.  Also, industry expertise interacts with the other 

three types of expertise in reducing the length of the restatement period.  Additionally, 

accounting expertise on the audit committee reduces the length of the restatement period after 

but not before the passage of SOX.  This situation could be because audit committee members 

with accounting expertise have taken on a larger role after the passage of SOX. 

 Our study contributes to the accounting literature and has implications for standard 

setters. In drafting the SOX legislation, the SEC on July 30, 2002 proposed that a company 

should have at least one accounting expert on its audit committee, and if it does not, explain why 

in its proxy statement.  However, on January 23, 2003, the SEC issued its final ruling, requiring a 

financial expert but not an accounting expert.  Our findings show that both accounting and non-

accounting financial experts can help an audit committee reduce the length of the restatement 

period.  However, we find that after the enactment of SOX, accounting expertise on audit 

committees reduces the length of the restatement period even in the presence of other types of 
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expertise.  Further, unlike previous studies, we show that supervisory expertise is incrementally 

beneficial to an audit committee since it helps reduce the length of the restatement period.  

Additionally, this study fills gaps in the literature: a lack of research on the length of the 

restatement period and on industry expertise.  Our findings indicate that industry expertise 

increases the effectiveness of audit committees since it contributes to the earlier detection of 

misstatements beyond the role of accounting expertise, non-accounting financial expertise, and 

supervisory expertise on the audit committees.  Schmidt and Wilkins (2011) complement our 

paper.  They study whether audit committees‟ financial expertise reduces the time it takes firms 

to correct accounting misstatements after they are detected and announced.  On the other hand, 

we examine whether audit committee expertise can reduce the time it takes to detect and 

announce misstatements. 

 The paper proceeds as follows.  In section 2, we review the literature and develop the 

hypotheses.  In section 3, we describe the sample selection and research design.  Next, in section 

4, we discuss the test results.  Finally, we conclude in section 5. 

  

HYPOTHESES DEVELOPMENT AND LITERATURE REVIEW 

 

 Research has shown that the length of the restatement period increases the likelihood of a 

lawsuit against a firm‟s auditors and damages the reputations of outside directors, especially 

audit committee members.  Results in Fuerman and Sawyer (1997) and Palmrose and Scholz 

(2004) convey a positive association between the length of the class action period and the 

likelihood of a lawsuit against a firm‟s auditor.
1
  Srinivasan (2004) finds that the more quarters 

of financial statements that are restated, the more likely that outside directors will leave their 

                                                 
1
 Fuerman and Sawyer (1997) use the class action period instead of the restatement period.  However, there clearly 

is a strong positive relationship between the class action period and the restatement period. 
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positions after the restatement.  This likelihood increases even more if outside directors are 

members of the audit committee.  

A financial expert is expected to have more capability than a non-financial expert in 

understanding financial statement information that requires more than a basic level of financial 

statement literacy.  Therefore, financial experts should have more ability to uncover 

misstatements in the financial statements than non-financial experts.  The three major U.S. stock 

exchanges (NYSE, AMEX, and NASDAQ) require at least one audit committee member to have 

financial management experience.  Further, SOX requires a firm‟s audit committee to either have 

at least one financial expert or explain in its proxy statement why not. Raghunandan, Read, and 

Rama (2001) find in a survey of 114 chief internal auditors that audit committees with at least 

one member with an accounting or finance background are more likely to review internal audit 

proposals and results.  This finding could be because audit committee members with financial 

expertise find it easier to read and interpret this information.  Also, research has indicated that 

financial expertise on the audit committee reduces abnormal accruals, the prevalence of 

accounting restatements, internal control weaknesses, government enforcement actions, and 

questionable actions by the firm (Archambeault and DeZoort 2001; Carcello and Neal 2003; Xie, 

Davidson, and DaDalt 2003; Abbott, Parker, and Peters 2004; Bedard et al. 2004; Agrawal and 

Chadha 2005; Krishnan 2005).   

The financial expert classification not only includes individuals who currently work or 

have previously worked in accounting.  This classification also includes individuals with current 

or past employment in positions such as a financial analyst and a managing director of an 

investment bank.  However, there is uncertainty whether financial experts with no direct 

background in accounting have a similar skill level in understanding financial statement 
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intricacies as people with a background directly associated with accounting.  In fact, when SOX 

was initially proposed, financial experts were narrowly defined as accounting experts.   

McMullen and Raghunandan (1996) find that for companies which faced an SEC 

enforcement action or a major restatement of quarterly earnings, only 6% had one or more CPAs 

on their audit committees.  On the other hand, 25% of the firms with neither of those problems 

had one or more CPAs on their audit committees.  In an experimental paper, DeZoort (1998) 

finds that audit committee members with auditing or internal control evaluation experience make 

internal control judgments more like external auditors than members without such experience.  

DeFond et al. (2005) conduct an event study and find positive abnormal returns around 

appointments of an accounting expert to a firm‟s audit committee but not to the appointment of a 

non-accounting financial expert.  Krishnan and Visvanathan (2008) find that accounting experts 

(but no other audit committee members) improve financial reporting quality.     

Since accounting experts possess specific skills and knowledge in detecting financial 

statement problems and because the literature clearly supports benefits associated with the 

inclusion of an accounting expert on the audit committee, we predict that the presence of an 

accounting expert on the committee will shorten the length of the restatement period.  Hence, our 

first hypothesis is as follows:  

Hypothesis 1: There is a negative association between the restatement period and the presence 

of an accounting expert on the audit committee. 

Non-accounting financial experts have certain knowledge that would make them better 

equipped to detect financial statement misstatements than audit committee members with less 

financial background.  For example, the ability to interpret financial statement details can 

enhance the chances of detecting accounting misstatements such as accrual manipulation. Also, 
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some of the literature shows that it is beneficial to have a non-accounting financial expert on an 

audit committee. Carcello et al. (2006) find a significantly lower level of earnings management 

for firms with audit committees that have an accounting expert and those that have a non-

accounting financial expert. Zhang, Zhou, and Zhou (2007) find that firms with a larger 

proportion of accounting and non-accounting financial experts are less likely to report an internal 

control weakness. Dhaliwal et al. (2010) find that audit committees with both accounting and 

finance experts add the most to the quality of accruals.  Therefore, we predict that the inclusion 

of a non-accounting financial expert on the audit committee will reduce the length of the 

restatement period.  Thus, our second hypothesis is as follows: 

Hypothesis 2: There is a negative association between the restatement period and the presence 

of a non-accounting financial expert on the audit committee. 

 The business acumen developed by a CEO or president of a for-profit company in 

overseeing an entire organization could provide benefits in terms of recognizing problems with 

the financial statements.  As a result, we examine whether an audit committee member with 

supervisory experience (but no direct accounting or financial experience) provides value in 

shortening the restatement period.  Dhaliwal, et al. (2010) find that individuals deemed to have 

supervisory experience without accounting or finance expertise do not improve the quality of 

accruals on audit committees that already have accounting and finance expertise.  Nevertheless, 

because the background of a CEO or president in overseeing an entire company could enhance 

his/her ability to understand the linkage between an organization and its financial statements, we 

predict a negative association between the presence of supervisory expertise and the length of the 

restatement period.  Therefore, our third hypothesis is as follows: 
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Hypothesis 3: There is a negative association between the restatement period and the presence 

of a supervisory expert on the audit committee. 

 An audit committee member who is an expert in his/her firm‟s industry may be more 

adept at understanding the industry-specific accounting that applies to the firm than a committee 

member who is not an industry expert.  For instance, a retail firm‟s audit committee member who 

has management experience in the retail industry should have more knowledge of appropriate 

ranges of inventory levels and changes.  Gleason, Jenkins, and Johnson (2008) find that 

accounting restatements that reduce stockholder wealth at the restating firm lead to negative 

stock returns at non-restating firms in the same industry.  The authors posit that this result may 

be due to accounting complexities in specific industries. However, the literature on audit 

committee industry expertise has been sparse.  An exception is Cohen et al. (2011), who find that 

audit committees with an industry expert have a significantly lower likelihood of financial 

statement restatement.  An industry expert‟s knowledge of industry specific accounting issues 

should increase the probability of the audit committee uncovering an accounting misstatement in 

a timely manner, thereby reducing the length of a restatement period.  Thus, our fourth 

hypothesis is as follows:  

Hypothesis 4: There is a negative association between the restatement period and the presence 

of an industry expert on the audit committee. 

 

SAMPLE SELECTION AND RESEARCH DESIGN 

Sample Selection Criteria 

We include restatement announcements contained in GAO publications (GAO-03-138; 

GAO-06-678) from January 1, 2000 to September 30, 2005. Table 1 shows the sample selection 

process. We start with 1,940 financial statement restatement announcements.  A total of 149 
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restatements are eliminated because they are either due to the SEC‟s Staff Accounting Bulletin 

(SAB) 101 or SAB 101 related Emerging Issues Task Force (EITF) decisions on accounting 

treatment. These are in effect mandated restatements that do not leave the companies with a 

restatement decision. We also drop 152 restatements related to the SEC‟s letter on lease 

accounting to the American Institute of Certified Public Accountants (AICPA) in 2005 because 

of a reason similar to the deletion of SAB 101 related restatements. We eliminate 64 restatements 

because they are press release restatements.
2
  Further, we remove 50 observations for which no 

financial statement time period is identified or which have no supporting filings.
3
  Additionally, 

137 restatement observations are eliminated because there is more than one announcement 

associated with the same restatement.
4
 Another 561 observations are dropped due to missing 

Compustat or CRSP information required for the upcoming tests (almost half are dropped due to 

missing segment or merger and acquisition information).  We remove 83 restatements due to 

lack of sufficient information to compile the audit committee variables and 53 restatements with 

no information on the impact on restating firms‟ net income. Finally, 60 externally initiated 

restatements are dropped from the sample.
5
 These eliminations lead to 631 observations in our 

final sample.  

                                                 
2
 Some companies provide preliminary results of quarterly or annual results in the public press shortly after the 

fiscal period end and later restate their previously released financial results when they file their final reports with the 

SEC. In these cases, most companies say “revise” rather than “restate” to distinguish errors in press releases from 

those reported in SEC filings.  
3
 Some companies announced forthcoming restatements, but did not actually file with the SEC after the 

announcements. This may be due to bankruptcies or acquisitions by other firms, or simply because firms later 

concluded that restatements were not necessary.  
4
 Some companies announced restatements with preliminary estimates and later made new announcements with 

updated information on the restatements when they filed restated financial reports with the SEC. The GAO often 

reports the preliminary announcements as separate restatement announcements, especially when later 

announcements include additional reasons for restatements. For example, Flow International Corporation announced 

a restatement on 9/20/2004 with preliminary estimates and then filed a complete restatement on 12/20/2004 with 

complete data. The GAO counted it as two separate events because the company added another reason for 

restatement when it was announced on 12/20/2004. In this study, we treat both announcements as one observation. 
5
 An externally initiated restatement is one that is initiated by an entity other than the restating firm itself or its 

auditor. The common external initiators are the SEC, CDFI/FDIC, OCC, and public media.  
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[Insert Table 1] 

Examining the Significance of Restatement Period to the Restating Firm 

We begin our analysis by exploring the importance to companies of the early detection of 

misstatements. Table 2 presents relationships between restatement period and variables that 

reveal information on negative characteristics and consequences of restatements. We sort the 

sample into quartiles by the length of restatement period and calculate the quartile means for the 

number of reasons for the restatement (Affected), the proportion of restatements that involve 

irregular financial reporting (Irregular), the proportion of restatements that involve restating core 

operating accounts (Core), the abnormal return surrounding the restatement announcement, the 

proportion of restatements that lead to a lawsuit against the auditor (Auditor Litigation), and the 

proportion of restatements that lead to a lawsuit against the restating company (Firm Litigation). 

Following Hennes, Leone, and Miller (2008), we deem a restatement as irregular if it involves an 

irregularity or fraud or leads to an investigation by the Securities and Exchange Commission, the 

Department of Justice, or an independent entity.  Restatements that affect core operating 

activities are those related to revenue recognition or operating cost as defined by the GAO.  The 

abnormal return is the cumulative abnormal stock return in the three-day window surrounding 

the restatement announcement.
6
 

The data in Table 2 show that the variables Affected, Irregular, Auditor Litigation, and 

Firm Litigation increase with the length of the restatement period. For example, the average 

number of reasons given for restatements in the shortest restatement period quartile is 1.21, 

where the average is 1.39 for restatements in the longest restatement period quartile.  Similarly, 

the proportion of restatements that likely involve irregular reporting increases from 12 percent to 

                                                 
6
 The market model based on an equal-weighted index to calculate market return is used to determine the expected 

return.   
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27 percent as the restatement period becomes longer. While only 2 (16) percent of the 

restatements in the shortest restatement period quartile lead to litigation against the restating 

auditor (firm), the percentage increases to 10 (22) percent for restatements in the longest 

restatement period quartile.  The differences are all statistically significant. Overall, the 

univariate statistics suggest that as the restatement period increases, the misstatement corrected 

by the restatement becomes more serious and poses greater risk for the restating company. 

[Insert Table 2] 

Regression Model 

To investigate the effect of audit committee expertise on the restatement period, we 

regress RestatePeriod on audit committee characteristics and a number of control variables. The 

regression model is specified as follows (firm and time subscripts suppressed): 

,4                           

                           

      

1413121110

98765

43210







BigaFinEffectaForeignOpsaMAaNumSega

hSalesGrowtaLnTAaAMeetingaASizeaAIndepa

AIndExpaASupExpaAFinExpaAAccExpaaiodRestatePer

    (1) 

 

where the variables and the expected signs are as follows: 

 RestatePeriod = number of years of financial statements restated.  
- AAccExp = a dummy variable that equals 1 if the audit committee has at least 

one accounting expert in each year during the restatement period 

and 0 otherwise. Following Carcello et al. (2006) and Dhaliwal 

(2010), an accounting expert is defined as a person who has 

previously held or currently holds a job directly related to 

accounting or auditing. These experts include CPAs, CFOs, Chief 

Accounting Officers (CAOs), controllers, treasurers, auditors (or 

experience in accounting firms), and accounting professors. 
- AFinExp = a dummy variable that equals 1 if the audit committee has at least 

one non-accounting financial expert in each year during the 

restatement period and 0 otherwise. A non-accounting financial 

expert is a person who is a CFA or is or was a managing director 

in an investment banking or venture capital firm, a finance 

professor, a VP, SVP, or EVP with financial responsibilities at a 

for-profit firm, a financial analyst, or an investment consultant.   
- ASupExp = a dummy variable that equals 1 if the audit committee has at least 
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one supervisory expert in each year during the restatement period 

and 0 otherwise.  A supervisory expert is one who is or was a CEO 

or president of a for-profit company. 
- AIndExp = a dummy variable that equals 1 if the audit committee has at least 

one industry expert in each year during the restatement period and 

0 otherwise. Similar to Cohen et al. (2011), an audit committee 

member is defined as an industry expert if the person is or was 

affiliated with another company that has the same three digit SIC 

code as the company s/he now serves as an audit committee 

member. 
- AIndep = a dummy variable that equals 1 if all audit committee members are 

independent directors in each year during the restatement period 

and 0 otherwise. An independent director is defined by the criteria 

that the Investor Responsibility Research Center (IRRC) uses to 

classify board affiliation for each director. 
- ASize = a dummy variable that equals 1 if in each year during the 

restatement period the audit committee has three or more members 

and 0 otherwise. 
- AMeeting = the average number of meetings held by audit committee per 

quarter during the restatement period. 
+ LnTA = the natural log of the mean of a restating firm‟s total assets during 

the restatement period. 
+ SalesGrowth = the restating firm's mean abnormal sales growth rate over the 

restatement period.  Abnormal sales growth rate is calculated as 

the firm‟s sales growth rate over the same quarter of the prior year, 

minus the same period median quarterly sales growth rate of its 

industry as measured by three-digit SIC code. 
+ NumSeg = a restating firm‟s average number of business segments as 

reported in Compustat segment data during the restatement period. 
+ MA = a dummy variable that equals 1 if a restating firm had a merger or 

acquisition during the restatement period and 0 otherwise. 
+ ForeignOps = a dummy variable that equals 1 if a restating firm has substantial 

foreign operations and 0 otherwise. A firm is deemed as having 

substantial foreign operations if its income from foreign operations 

comprises more than 5 percent of its pretax income during the 

restatement period. 
? FinEffect = the cumulative change in earnings due to the restatement deflated 

by total assets at the beginning of the restatement announcement 

quarter. 
- Big4 = a dummy variable that equals 1 if a primary auditor is a Big 4 

auditor and 0 otherwise. In cases when firms changed their 

auditors during the restatement period, we define a primary auditor 

as an auditor who 1) served the longest during the restatement 

period, or 2) is the last auditor if there are multiple auditors who 

audited or reviewed the restated financial statements for the same 

length of time. 
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The variables AAccExp, AFinExp, ASupExp, and AIndExp measure various types of 

audit committee expertise that may improve firms‟ ability to make timely detections of 

misstatements in their financial reports. Prior research clearly supports accounting expertise in 

the audit committee leading to more effective internal control, reducing earnings management, 

increasing accruals quality, and lowering the likelihood of restatements (e.g., Abbott et al. 2004; 

Carcello et al. 2006; Zhang et al. 2007; Dhaliwal et al. 2010). Therefore, we expect a negative 

association between accounting expertise (AAccExp) and the length of the restatement period.    

In addition, since we expect that financial and supervisory expertises are beneficial in detecting 

financial statement problems, we expect AFinExp and ASupExp to have negative associations 

with the length of restatement period.  Although prior research on the effectiveness of industry 

expertise in audit committees is sparse, Cohen et al. (2011) shows that audit committee industry 

expertise incrementally lowers the likelihood of restatements beyond accounting and financial 

expertise. We expect a negative association between industry expertise in audit committees 

(AIndExp) and the lengths of restatement periods.  

Three audit committee control variables (i.e., AIndep, Asize, and AMeeting) measure 

attributes of audit committees that may affect the effectiveness of an audit committee‟s 

supervision over the financial reporting process.  Prior research indicates that these attributes of 

audit committees can enhance the reliability of earnings and reduce misstatements. Klein (2002) 

finds a negative relationship between audit committee independence and abnormal accruals 

whereas Bedard et al. (2004) find that audit committee independence effectively reduces 

aggressive earnings management.  Abbott et al. (2004) find that audit committee independence 

and activity level are negatively associated with the likelihood of making restatements.  

Anderson, Mansi, and Reeb (2004) find a negative association between bond yield spreads and 
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both audit committee size and meeting frequency.   Also, Xie et al. (2003) document a negative 

relation between audit committee meeting frequency and earnings management.  Therefore, 

these audit committee related variables are expected to have negative associations with 

restatement period.  

Five variables are included in the model to control for firm characteristics that are related 

to the complexity of the businesses and financial reporting systems or lack of internal control. 

The variable MA identifies firms that undertook mergers and acquisitions during the restatement 

period and the variable ForeignOps represents firms that have substantial foreign operations. The 

other three variables measure firm size (LnTA), the reporting firms‟ sales growth rates 

(SalesGrowth),
7
 and the number of business segments (Numseg). All five variables represent 

factors that increase financial reporting complexity or may undermine internal controls and thus 

are expected to be positively related to restatement period (Palmrose and Scholz 2004; Stanley 

and DeZoort 2007; Romanus, Maher, and Fleming 2008). 

In addition, the variable FinEffect is included in the model to control for the possible 

relationship between the magnitude of the restatements‟ effect on reported earnings and the 

length of the restatement period.
8
 Misstatements that have a large effect on earnings may be 

more easily identifiable or attract greater attention from auditors or audit committee members 

than misstatements that have a lesser effect on earnings. Thus, misstatements with greater 

                                                 
7
 Firms with higher sales growth may feel pressure to adopt aggressive accounting to give investors a perception of 

continuing growth. This may lead to subsequent financial statement restatements. In addition, due to rapid growth, 

the  internal controls may not keep up with the increasing size of the company and thus may make timely 

misstatement detection difficult.  
8
 In terms of the impact of accounting misstatements on earnings, accounting misstatements can be classified into 

two categories: 1) misstatements in earnings that, when not detected, are automatically counterbalanced in the 

following fiscal period, such as errors in inventory (error type 1), and 2) misstatements in earnings that, when not 

detected, are not automatically counterbalanced in the following period, such as errors in capitalization of 

expenditures (error type 2). Thus, if firms have error type 1, the cumulative impact of the restatement on earnings 

(FinEffect) may not increase with the length of the restatement period due to the offsetting nature of error type 1. On 

the other hand, if a firm has error type 2, the cumulative impact of restatement on earnings will likely increase with 

the length of the restatement period.   
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magnitude could be detected earlier than misstatements with less magnitude, which may lead to a 

negative association between FinEffect and length of restatement period. However, since market 

reaction (likelihood of lawsuits) on restatements is negatively (positively) associated with the 

magnitude of restatements (e.g., Palmrose et al. 2004), restating firms may have greater 

incentives to conceal misstatements with greater impact on earnings than those with less impact 

on earnings, which may make increase the length of the restatement period. Thus, the relation 

between FinEffect and the length of restatement period could be positive, negative, or 

insignificant. The variable Big4 is used to control for any difference in audit quality between Big 

4 (or Big 5 or Big 6 in earlier periods) and non-Big 4 auditors. Since the majority of prior studies 

show higher audit quality for Big 4 (Big 5 or Big 6) than non-Big 4 auditors, we expect a 

negative association between Big 4 and the length of the restatement period.  

 

TEST RESULTS 

Sample Summary Statistics 

Table 3, Panel A documents the sample summary statistics for the non-dummy variables. 

The sample mean (median) restatement period is 2.02 (1.75) years with a standard deviation of 

1.38. The restatement period ranges from a quarter to 7.5 years. The substantial variation in the 

lengths of restatement periods warrants further exploration of the factors that affect the length of 

time it takes the restating firms to fix their misstated financial reports. There is a wide range in 

firm size, abnormal sales growth rate and number of segments among our sample firms. On 

average, restatements reduce net income equal to three percent of total assets, with large 

variation across firms. In some cases, the cumulative changes in net income are more than the 

amount of total assets (it is winsorized at -100% and +100% in the table). The audit committees 
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in the sample meet a mean (median) of 1.55 (1.36) times per quarter, with some meeting more 

than seven times per quarter.  

Panel B shows the sample statistics of dummy variables.  The statistics show that 35 

percent of the restatement firms have mergers and acquisitions during the restatement period, 9 

percent of the firms have substantial foreign operations, and 92 percent of the firms have a Big 4 

auditor. In addition, 82 percent and 91 percent of firms have audit committees composed of all 

independent members and with at least three members, respectively, during the restatement 

period. The proportion of the restatement firms with at least one accounting expert, at least one 

non-accounting financial expert, at least one supervisory expert or at least one industry expert on 

the audit committee in each year during the restatement period is 45 percent, 59 percent, 65 

percent and 23 percent, respectively.  

Panel C presents audit committee characteristics over time. Most of the audit committee 

members covered in the sample fall in the 2000-2004 period. We observe a substantial increase 

in accounting expertise and the number of audit committee meetings around the 2002-2003 

period, right after SOX was issued. The average number of accounting experts on audit 

committees was between 0.42 and 0.59 during the 1999-2002 period. It increased to between 

0.85 and 1.01 during the 2003-2005 period. There are no major changes over the sample period 

in the variables related to non-accounting financial expertise, supervisory expertise, industry 

expertise and independence of audit committees.  

[Insert Table 3] 

Table 4 presents Pearson correlations between key variables. The restatement period has 

significantly positive correlations with firm size, merger and acquisition activities, and foreign 

operations. It has significantly negative correlations with all the audit committee variables, 
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including accounting expertise, non-accounting financial expertise, supervisory expertise, 

industry expertise, independence, size, and number of meetings. The results indicate that while 

factors that increase complexities of businesses make it harder to detect accounting 

misstatements early, the various expertise types, independence, size, and activity level of audit 

committees facilitate earlier detection of accounting misstatements.  

[Insert Table 4] 

Analysis of Effect of Audit Committee Expertise on Early Detection of Accounting 

Misstatements 

Table 5 contains the test results on the effect of audit committee expertise on firms‟ 

ability to make timely detection of misstatements in their financial statements. Consistent with 

predictions from hypotheses 1 through 4, all four audit committee expertise variables (i.e., 

accounting expertise, non-accounting financial expertise, supervisory expertise and industry 

expertise), have significant negative associations with the dependent variable RestatePeriod at 

the 1 percent significance level (two-tailed test).
9
 The results suggest that audit committees 

composed of members who have better knowledge of accounting standards, the financial 

process, the primary responsibilities of running a business, or the reporting firms‟ industry and 

business operations are in a better position to make earlier detections of financial reporting 

misstatements.  

The signs of certain control variables are consistent with theory and prior findings. Audit 

committee independence, size, and number of meetings are negatively associated with the length 

of the restatement period at the 1 percent level. Of the firm specific variables, LnTA, MA and 

ForeignOp are positively associated with RestatePeriod at either the 1 percent or the 5 percent 

                                                 
9
 As a robustness test to control for the effect of outliers, we follow Belsley, Kuh, and Welsch  (1980) and drop 23 

observations with studentized residuals greater than two.  We obtain qualitatively similar results.  
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significance level. The above results indicate that the restatement period is shorter for clients 

with audit committees that are composed of independent members, have more members, or meet 

more frequently. On the other hand, it takes longer to discover and correct misstatements in the 

financial statements of reporting companies that are larger, have mergers and acquisitions, or 

have more foreign operations. The sales growth rate, the number of business segments, the 

magnitude of restatements‟ effect on reported net income, and the type of auditor are not 

associated with the length of the restatement period.  

[Insert Table 5] 

Additional Analyses  

The complexity and challenge in making early detections of misstatements varies with 

the magnitudes and the nature of misstatements. Therefore, we conduct several additional 

analyses on whether these factors affect the ability of audit committees exercising their expertise 

to make early detection of misstatements.  

Comparison of Overstating and Non-overstating Restatements 

 We partition our sample into two sub-samples: 1) restatements that result in a decrease 

of previously reported income (the overstatement subsample) and 2) restatements that result in 

either an increase of or no change in previously reported income (the non-overstatement 

subsample).  Such a partition is important because the consequences of restatements such as the 

capital market reaction and the likelihood of a lawsuit vary substantially whether restatements 

have a negative or positive impact on previously reported income (Feroz, Park, and Pastena 

1991; Palmrose et al. 2004). For earnings adjustments of a given absolute value, there would 

usually be a stronger negative reaction to a restatement resulting in a decrease of previously 

reported net income and  a  less negative (or even positive) reaction to a restatement resulting in 
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an increase of previously reported net income. Such differential consequences of overstating and 

non-overstating restatements are likely to provide audit committee members with asymmetric 

incentives: audit committee members are likely to pay more attention to misstatements that 

overstate net income and less attention to misstatements that understate net income. 

Consequently, the effect of audit committee expertise on the early detection of accounting 

misstatements is expected to be stronger for the overstatement sub-sample compared to that of 

the non-overstatement sub-sample.  

Our overstatement and non-overstatement subsamples have 429 and 202 observations, 

respectively. There are far more restatements that correct prior overstatements of income than 

restatements that correct prior understatements of income in our sample, which is consistent with 

statistics in prior research (Feroz et al. 1991; Palmrose et al. 2004). We run separate regressions 

for these two subsamples. As shown in Table 6, for the overstatement subsample, all four audit 

committee expertise variables have significantly negative associations with the length of 

restatement period at a 1 percent significance level. On the other hand, for the non-overstatement 

subsample, the accounting expertise and non-accounting financial expertise variables are 

negative and significant while the supervisory expertise variable is marginally significant and 

industry expertise variable is not significant. The test results demonstrate that audit committee 

expertise significantly increases firms‟ ability to make early detections of both overstatements 

and non-overstatements of net income. However, audit committee expertise seems to play a 

larger role in helping firms to make prompt detections of overstatements of income than 

understatements of income.  This finding especially applies to industry expertise.  The 

comparison of coefficients between sub-samples shows that the coefficient on AIndExp is 

significantly lower for the overstatement sample at the 1 percent level.  
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[Insert Table 6] 

Comparison of Large and Small Restatements 

To investigate the impact of the magnitude of restatements on detecting misstatement in 

time, we also partition our sample into ”large” vs. “small” misstatements at the median of the 

absolute value of FinEffect. Untabulated results show that the audit committee expertise 

variables accounting expertise, supervisory expertise and industry expertise are significantly 

negative in the regression using the large restatements subsample. On the other hand, the 

coefficients for accounting expertise, non-accounting financial expertise and supervisory 

expertise are significantly negative in the regression using the small restatements subsample. A 

comparison of the expertise variable coefficients between subsamples shows no significant 

differences.  Overall, our results suggest that audit committee expertise plays an effective role in 

early detection of both large and small misstatements.  

Comparison of Accounting Errors and Irregularities 

Hennes et al. (2008) show that it is important to distinguish between errors (unintentional 

misstatements) and irregularities (intentional misstatements) in studies using restatement data. In 

terms of class action lawsuits and negative market reactions, restatements that involve 

accounting irregularities entail more serious consequences than restatements that involve 

accounting errors.  Following, Hennes et al. (2008), we deem a restatement as irregular 1) if a 

key word search using “irregularities” or “fraud” uncovers the misstatement or 2) it leads to an 

investigation by the Securities and Exchange Commission, the Department of Justice, or an 

independent entity.  The remaining restatements are labeled as errors.  The "Error" and the 

"Irregularities" subsamples contain 529 and 102 observations, respectively.  Table 7 shows that 

the coefficients on all four audit committee expertise variables are significantly negative in the 
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regression using the "Errors" subsample.  However, for the “Irregularities” subsample, the 

accounting expertise and supervisory expertise variables are significantly negative at the five 

percent and one percent level, respectively. The non-accounting financial expertise and industry 

expertise variables are negative but insignificant. For the “irregularities” subsample, five control 

variables (i.e., audit committee independence, audit committee size, number of meetings, firm 

size, and M&A activities) are significant at the 10 percent level or better, consistent with the 

main results in Table 5. For the “errors” subsample, six of those variables (audit committee 

independence, audit committee size, number of meetings, firm size, M & A activities, and 

foreign operations) have significant associations with restatement period at the 10 percent level 

or better. The partitioned sample analysis shows that accounting expertise and supervisory 

expertise on the audit committee play a vital role in the early detection of both errors and 

irregularities. Non-accounting financial expertise and industry expertise are effective in the early 

detection of errors, but not irregular accounting practices. However, the loss of the significance 

for these variables in the regression using the “Irregularities” subsample may at least in part be 

due to the substantially lower number of restatements in the “Irregularities” subsample compared 

to the “Errors” subsample. This possibility is supported by the insignificant z-statistics in the 

tests that compare the coefficients of the expertise variables between the two subsamples.  

[Insert Table 7] 

Comparison of Pre and Post Sarbanes-Oxley Act 

The passage of SOX has had a significant impact on financial reporting. To investigate 

whether the passage of SOX affects the association between the length of the restatement period 

and audit committee expertise, we partition the restatements into the pre-Sox subsample of 191 

restatements with restatement periods that end before the passage of SOX on July 30, 2002 and 
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the post-Sox subsample of 297 restatements with restatement periods that end after the passage 

of SOX and with at least half of the restatement period occurring in the post-SOX period. We 

exclude 143 restatements with announcement dates that are after the enactment of SOX and have 

less than half of their restatement periods falling in the post-SOX period. As shown in Table 8, 

the regression results from an analysis using the combined total of 488 restatements are similar 

to those obtained for the whole sample in Table 5, with a minor exception being that industry 

expertise is significant at the 10 percent level. 

Separate analyses with the pre-SOX subsample and the post-SOX subsample show 

interesting results. In the pre-SOX period, non-accounting financial expertise has a negative 

association with the restatement period at the 1 percent level while the coefficient on supervisory 

expertise is negative and significant at the 10 percent level.  In the post-SOX period, accounting 

expertise, non-accounting financial expertise and supervisory expertise have a significantly 

negative association with the length of the restatement period at either the 1 or 5 percent level. 

The most notable finding is that the coefficient for the accounting expertise variable changes 

from an insignificant value of -0.10 in pre-SOX subsample regression estimate to -0.42 

(significant at 1 percent level) in the post-SOX subsample analysis. In other words, accounting 

expertise started to have a significant contribution to the early detection of financial reporting 

misstatements in the post-SOX era. An explanation for the finding is that as shown in Table 3 

Panel C, audit committees have a higher number and percentage of members with accounting 

expertise after 2002. This conveys that after SOX, firms consider deep accounting knowledge on 

the audit committee to be more important.  An increased emphasis on accounting expertise in the 

audit committee after SOX combined with SOX imposing severer consequences for accounting 

misstatements may encourage accounting experts to take a more proactive role in detecting 
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accounting misstatements after SOX, thereby leading to the accounting expertise variable‟s 

significance after SOX.  

The SOX-related results should be interpreted with caution due to the limitation of our 

sample partitioning criteria.  The majority of the post-SOX restatements have restatement 

periods starting before the enactment of SOX and ending after the enactment of the SOX.  We 

considered dropping all observations with restatement periods spanning across July 30, 2002, the 

enactment of SOX. However, such an approach eliminates over half of the restatements in the 

post-SOX group.  More importantly, it induces selection bias: the maximum length of the 

restatement period for the post-SOX group would be limited to three years and three months 

(from June 30, 2002 to September 30, 2005). Inherently, our dependent variable, the length of 

restatement period, makes it difficult to partition the sample based on the enactment of SOX.  

[Insert Table 8] 

Analysis of the Interaction of Various Types of Audit Committee Expertise 

Our classifications of audit committee members as accounting experts, non-accounting 

financial experts, and supervisory experts are mutually exclusive. In other words, an audit 

committee member cannot be classified in more than one of these three categories. However, the 

definition of industry expertise is not exclusive of the other three types of expertise. For 

example, an audit committee member can be classified as both an industry expert and an 

accounting expert. Dhaliwal et al. (2010) suggest that the existence of multiple types of expertise 

in the audit committee could have a complementary effect in improving audit committee 

effectiveness. Thus, we modify the definition of industry expertise and separately identify firms 

that have only one expertise on the audit committee or that have both industry expertise and one 

of the other types of expertise (i.e., accounting expertise, non-accounting financial expertise or 
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supervisory expertise). We conduct a regression analysis using newly constructed variables to 

explore how industry expertise interacts with the other three types of expertise in the early 

detection of financial reporting errors.  

The results in Table 9 show that the coefficients on AAccExpOnly, AFinExpOnly, and 

ASupExpOnly are significantly negative at the 1 percent level while AIndExpOnly is not 

significant at conventional levels. This indicates that accounting expertise, non-accounting 

financial expertise, or supervisory expertise considered alone increases firms‟ ability to make 

early detections of financial misstatements.  On the other hand, the three industry expertise 

interaction variables, AAccIndExp, AFinIndExp, and ASupIndExp have significantly negative 

coefficients at either the 1 percent or the 10 percent level. These results suggest that the existence 

of industry expertise complements the other three types of expertise on the audit committee, 

thereby enhancing firms‟ ability to make early detections of misstatements.   

[Insert Table 9] 

Analysis of the Impact of Unknown Initiators 

The audit committee affects financial reporting through its supervision over the firm‟s 

financial reporting process and its interactions with the external auditor. Therefore, as shown in 

Table 1, we exclude 60 restatements not initiated by the firms themselves or their auditors 

because the audit committees may not have much influence over the restatement decisions for 

externally initiated restatements. Among the 631 restatements in the sample, there are 129 

restatements with initiators listed as “unknown” in the GAO database. We include these 

restatements in the sample because the initiators are not likely to be external entities. 

Restatements initiated by external  parties such as the SEC, FDIC, OCC, etc. are high profile 

cases and are likely to be disclosed by firms through press releases and 8-K filings with the SEC. 
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Thus, the GAO is less likely to classify restatements initiated by the external entities as 

“unknown.” 

Nevertheless, we cannot rule out the possibility that these “unknown” initiator 

restatements may not be initiated by the auditor or the reporting entity. As a robustness test, we 

drop the restatements with unknown initiators and rerun our regression model with a sample of 

502 restatements whose initiators are identified as either the company or the auditor. Untabulated 

results show that the reduced sample generates regression estimates very similar to those 

obtained with the whole sample. All audit committee expertise variables and the three variables 

of audit committee independence, size and meetings are significantly negative at the 1 percent 

level. The regression estimates for the other control variables are also consistent with the main 

test results.  

 
CONCLUSIONS 

We study the association between audit committee expertise and firms‟ ability to detect 

accounting misstatements on a timely basis. We find negative relationships between restatement 

period and audit committee accounting expertise, non-accounting financial expertise, supervisory 

expertise, and industry expertise.  The results indicate that all four types of expertise on the audit 

committee are beneficial in the detection of misstatements in the financial statements.  Also, we 

show that audit committee expertise reduces the length of the restatement period for 

misstatements that involve earnings overstatements or non-overstatements, involve errors or 

irregularities, and occur before or after SOX.  Nevertheless, industry expertise reduces the length 

of the restatement period for earnings overstatements but not non-overstatements.  Furthermore, 

we find that the presence of accounting expertise on the audit committee reduces the length of 

the restatement period after the enactment of SOX.  Unlike previous research, we find that 
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supervisory expertise is incrementally beneficial to an audit committee in that it reduces the 

length of the restatement period.  Moreover, we fill gaps in the literature by studying industry 

expertise and the length of the restatement period.  We provide evidence that industry expertise 

complements accounting expertise, non-accounting financial expertise and supervisory expertise 

in increasing the audit committee‟s effectiveness as measured by a shorter restatement period.    
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Table 1 

Number of Restatement Announcements in the Sample 

Total announcements: 1,940 

(-) SAB 101 firms or SAB 101 related EITF restatements  149 

(-) Lease related restatement due to SEC letter to AICPA on Feb. 7, 2005   152 

(-) Press release restatements  64 

(-) No clear restating period identified or no supporting filings 50 

(-) Multiple restatement announcements 137 

(-) Variables not available in Compustat or CRSP 561 

(-) Audit committee data not available  83 

(-) Magnitude of restatement (cumulative effect on net income) not available 53 

(-) Externally initiated Restatements 60 

Final sample of restatement announcements 631 
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Table 2 

Relations between Restatement Period and Variables that Reveal Information on Auditors’ Risk 
Exposure 

Restatement 
period rank 

Mean 
Affected 

Mean 
Irregular Mean Core 

Mean 
Ab_Return 

Mean 
Auditor 

Litigation 
Mean Firm 
Litigation 

1 1.21 0.12 0.54 -0.03 0.02 0.16 

2 1.32 0.09 0.55 -0.04 0.03 0.17 

3 1.44 0.17 0.59 -0.04 0.05 0.18 

4 1.39 0.27 0.57 -0.02 0.10 0.22 

Difference 4-1 0.18 0.15 0.03 0.01 0.08 0.06 

 
*** *** 

  
*** * 

Note: Firms ranked into quartiles in ascending order according to restatement period (1 – shortest restatement periods, 4 – 
longest restatement periods). Restatement period is number of years of financial statements restated. Affected is number of 
accounts affected by the restatement as listed in the GAO report. Irregular is a dummy variable that equals 1 if a 
restatement meets one of the criteria defined by Hennes et al. (2008) and 0 otherwise. Hennes et al. (2008) defines a 
restatement as irregular if it meets one of the following standards: (1) key word search “irregularities” or “fraud” uncovers 
the restatement, (2) there is a SEC or DOJ (Department of Justice) investigation or (3) there is an (non-SEC and non-DOJ) 
independent investigation into the misstatement. Core is a dummy variable that equals 1 if the restatement is related to core 
operating activities and 0 otherwise. Restatements related to core operating activities are those related to revenue 
recognition or operating cost and expense as defined by the GAO. Ab_Return is the cumulative abnormal stock return in the 
three day window surrounding the restatement announcement using the market model based on an equally weighted index. 
Auditor Litigation is a dummy variable that equals 1 if the auditor was involved in litigation related to the restatement and 0 
otherwise. Firm Litigation is a dummy variable that equals 1 if the restating firm was involved in litigation related to the 
restatement and 0 otherwise. 

The difference between quartile 1 and quartile 4 is compared using a t test. *, **, and *** represent significance at the 0.10, 
0.05, and 0.01 level, respectively, based on a two-tailed t test.  
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Table 3 

Summary Statistics 

Panel A. Statistics of Non-Dummy Variables 
         Mean STD Min 25% Median 75% Max N 

RestatePeriod 2.02 1.38 0.25 1.00 1.75 3.00 7.50 631 

TA (millions) 2,919 8,539 1 88 387 1,559 72,309 631 

LnTA 5.98 2.02 0.17 4.48 5.96 7.35 11.19 631 

SalesGrowth 28% 91% -59% -2% 7% 26% 1146% 631 

NumSeg 6.67 4.64 1.00 3.00 5.00 9.67 27.00 631 

FinEffect -3% 14% -100% -2% 0% 0% 100% 631 

AMeeting 1.55 0.91 0.00 1.00 1.36 2.00 7.50 631 

Panel B. Statistics of Dummy Variables 
       

    
Number of Nonzero 

Observations Percent of Total Sample N 

MA 221 35% 631 

ForeignOps 58 9% 631 

Big4 579 92% 631 

AIndep 515 82% 631 

ASize 575 91% 631 

AAcctExp 282 45% 631 

AFinExp 370 59% 631 

ASupExp 412 65% 631 

AIndExp 147 23% 631 

  

Panel C. Changes of Audit Committee Expertise over Time 
     

  
Prior to 

1999 1999 2000 2001 2002 2003 2004 2005 

Total number of audit committee 
members  83 223 600 994 1185 1045 860 163 

Average audit committee size  3.80 3.33 3.50 3.66 3.62 3.75 3.70 3.38 

Average number of accounting 
experts per audit committee 0.69 0.42 0.46 0.49 0.59 0.85 1.01 0.99 

Percentage of audit committee 
members as accounting expert 18% 13% 13% 13% 16% 23% 27% 29% 

Average number of financial 
experts per audit committee 0.78 0.81 1.07 1.13 1.09 1.05 0.86 0.93 
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Percentage of audit committee 
members as financial expert 20% 24% 31% 31% 30% 28% 23% 28% 

Average number of supervisory 
experts per audit committee 1.56 1.25 1.23 1.22 1.19 1.15 1.24 0.99 

Percentage of audit committee 
members as supervisory expert 41% 38% 35% 33% 33% 31% 34% 29% 

Average number of industry 
experts per audit committee 0.09 0.30 0.36 0.32 0.36 0.30 0.34 0.25 

Percentage of audit committee 
members as industry expert 2% 9% 10% 9% 10% 8% 9% 7% 

Average number of independent 
members per audit committee 3.67 3.03 3.21 3.38 3.39 3.55 3.54 3.27 

Percentage of audit committee 
members as independent 
members 96% 91% 92% 92% 94% 95% 96% 97% 

Number of meetings per year 3.23 2.99 3.73 4.56 6.48 8.18 9.25 10.54 
 
Notes for Panels A and B: N refers to number of observations.  FinEffect is winsorized at -100% and +100%.  SalesGrowth is 
winsorized at the bottom and top 2%. 
Notes for Panel C: All figures are means.  Although the sample period starts in Year 2000, the restatement period of some 
restatements starts before Year 2000. The prior to 1999 column includes 2, 17, 64 observations from 1996, 1997 and 1998, 
respectively. The percentage for a variable is calculated as the number of audit committee members of a certain attribute 
divided by the total number of audit committee members in the sample. 
Variable Definitions: RestatePeriod is number of years of financial statements restated.  TA is the mean of total assets over the 
restatement period in millions of dollars. LnTA is the natural log of the mean of a restating firm’s total assets during the 
restatement period. SalesGrowth is the restating firm's average abnormal quarterly sales growth rate over the restatement 
period. Abnormal quarterly sales growth is calculated as the firm’s quarterly sales growth rate over the same quarter of the 
prior year, minus the same period median quarterly sales growth rate of its industry as measured by three-digit SIC code. 
NumSeg is a restating firm's average number of business segments as reported in Compustat segment data during the 
restatement period. FinEffect is the cumulative change in earnings due to the restatement deflated by total assets at the 
beginning of the restatement announcement quarter. AMeeting is average number of meetings held by audit committee per 
quarter during restatement period.  
MA equals 1 if a firm had a merger or acquisition during the restatement period and 0 otherwise. ForeignOps equals 1 if a firm 
has substantial foreign operations and 0 otherwise. A firm is deemed as having substantial foreign operations if its income from 
foreign operations comprises more than 5% of its pretax income during the restatement period. Big 4 equals 1 if the primary 
auditor is a Big 4 auditor and 0 otherwise. In cases when firms changed their auditors during the restatement period, we define 
a primary auditor as an auditor who 1) served the longest during the restatement period, or 2) is the last auditor if there are 
multiple auditors who audited or reviewed the restated financial statements for the same length of time. AIndep equals 1 if all 
audit committee members are independent directors in each year during the restatement period and 0 otherwise. ASize equals 
1 if the audit committee has three or more members in each year during the restatement period and 0 otherwise.  
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AAccExp equals 1 if the restating firm's audit committee has at least one accounting expert in each year during the restatement 
period and 0 otherwise. Following Dhaliwal et al. (2010), an accounting expert is defined as a person who has previously held 
or currently holds a job directly related to accounting or auditing. These experts include CPAs, CFOs, Chief Accounting 
Officers (CAOs), controllers, treasurers, auditors (or experience in accounting firms), and accounting professors. AFinExp 
equals 1 if the restating firm's audit committee has at least one non-accounting financial expert in each year during the 
restatement period and 0 otherwise. A non-accounting financial expert is a person who is a CFA or is or was employed in a 
position as a managing director in an investment banking or venture capital firm, a finance professor, a VP, SVP, or EVP with 
financial responsibilities at a for profit firm, a financial analyst, or an investment consultant. ASupExp equals 1 if the restating 
firm’s audit committee has at least one supervisory expert in each year during the restatement period and 0 otherwise. A 
supervisory expert is one who is or was employed as CEO or company president. AIndExp equals 1 if the restating firm's audit 
committee has at least one industry expert in each year during the restatement period and 0 otherwise. Similar to Cohen et al. 
(2011), an audit committee member is defined as an industry expert if the person is or was affiliated with another company that 
has the same three digit SIC code as the company s/he now serves as an audit committee member.  
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Table 4 

Pearson Correlation Analysis of Restatement Periods and Audit Committee and Firm Characteristics 

  

Restate 
Period 

Aacct 
Exp 

AFinExp ASupExp AIndExp AIndep ASize 
AMeet 

ing LnTA 
Sales 

Growth 
Num 
Seg MA 

Foreign 
Op 

Fin 
Effect 

Restate Period 

              AAcctExp -0.13*** 
             

AFinExp -0.08** -0.17*** 
            

ASupExp -0.12*** -0.07* -0.17*** 
           

AIndExp -0.15*** 0.03 -0.15*** -0.20*** 
          

AIndep -0.25*** 0.09** 0.03 0.01 0.02 
         

ASize -0.12*** 0.18*** 0.07* 0.03 -0.04 0.08** 
        

AMeeting -0.12*** 0.17*** -0.03 0.03 0.06 0.04 0.18*** 
       

LnTA 0.18*** 0.02 0.10*** 0.09** -0.15*** -0.12*** 0.17*** 0.32*** 
      

SalesGrowth -0.02 -0.07* 0.08** -0.04 0.01 0.03 -0.08** -0.05 -0.01 
     

NumSeg 0.06 0.02 0.08** 0.04 -0.09** -0.11*** 0.14*** 0.19*** .41*** -0.05 
    

MA 0.27*** -0.05 0.02 -0.08** 0.06 -0.11*** 0.02 0.02 0.2*** -0.02 0.09** 
   

ForeignOp 0.11*** 0.05 -0.02 0.02 -0.02 -0.02 0.04 0.12*** 0.10** -0.08** 0.06 0.11*** 
  

FinEffect -0.01 -0.01 -0.01 0.03 -0.07* 0.08** 0.15*** 0.06 0.08** -0.06 0.02 -0.06 0.04 
 

Big4 0.06 -0.04 0.07* -0.05 -0.01 -0.05 0.05 0.09** 0.33*** 0.01 0.10*** 0.09** 0.02 0.20*** 

Note: ***, **, and * represent 1%, 5%, and 10% statistical significance, respectively (two-tailed). See Table 3 for variable definitions. 

 



Journal of Forensic & Investigative Accounting 

                                                                                               Vol. 6, Issue 1, January - June, 2014  
 

217 

 

 

Table 5 

OLS Analysis of Association between Audit Committee Expertise and Length of Restatement Period 

Variable Coefficient t-stats P-value 

Intercept 3.11 11.31 <0.01 

AAccExp -0.31 -2.94 <0.01 

AFinExp -0.38 -3.70 <0.01 

ASupExp -0.44 -4.09 <0.01 

AIndExp -0.30 -2.60 <0.01 

AIndep -0.63 -4.34 <0.01 

ASize -0.48 -2.55 0.01 

AMeeting -0.21 -4.43 <0.01 

LnTA 0.13 4.26 <0.01 

SalesGrowth -0.02 -0.42 0.68 

NumSeg -0.01 -0.64 0.52 

MA 0.63 6.01 <0.01 

ForeignOp 0.42 2.30 0.02 

FinEffect 0.21 0.63 0.53 

Big4 -0.10 -0.63 0.53 

Number of Observations 631 
  

adj. R
2
 0.22     

Note: The regression model utilizes the sample of 631 restatement firms. The test statistics are based on 
heteroscedasticity robust standard errors to account for possible correlation within clusters, following Rogers (1993). See 
Table 3 for variable definitions. 
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Table 6 

Effects of Overstatements and Non-Overstatements on Association between Audit Committee Expertise and 
Length of Restatement Period 

 
Overstatements Non-Overstatements 

Comparison of Coefficients 
between Subsamples 

Variable Coefficient P-value Coefficient P-value Difference P-value 

Intercept 2.89 <0.01 3.66 <0.01 

  
AAccExp -0.32 0.01 -0.36 0.05 0.04 0.84 

AFinExp -0.34 <0.01 -0.48 <0.01 0.14 0.53 

ASupExp -0.46 <0.01 -0.31 0.09 -0.15 0.50 

AIndExp -0.49 <0.01 0.16 0.44 -0.66 0.01 

AIndep -0.69 <0.01 -0.56 0.01 

  
ASize -0.37 0.07 -0.99 <0.01 

  
AMeeting -0.21 <0.01 -0.18 0.10 

  
LnTA 0.17 <0.01 0.05 0.29 

  
SalesGrowth -0.05 0.40 0.07 0.39 

  
NumSeg -0.01 0.62 -0.01 0.80 

  
MA 0.66 <0.01 0.51 <0.01 

  
ForeignOp 0.37 0.10 0.54 0.07 

  
FinEffect -0.18 0.72 0.66 0.22 

  
Big4 -0.15 0.42 0.14 0.64 

  
Number of observations 429 

 
202 

   
adjusted R2  0.25 

 
0.18 

   
Note: The sample of 631 firms is divided into two subsamples by the sign of restatements’ financial effects on previously reported 
earnings. Restatements that involve a reduction of the restating firms’ initial earnings are partitioned into the "Overstatements" 
subsample while the restatements that involve either an increase or no change in the restating firms' initial earnings are partitioned 
into the "Non-Overstatements" subsample. The test statistics are based on heteroscedasticity robust standard errors to account 
for possible correlation within clusters, following Rogers (1993). See Table 3 for variable definitions. 
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Table 7 

Effects of Accounting Errors and Accounting Irregularities on Association between Audit Committee 
Expertise  and Length of Restatement Period  

 
Irregularities Errors 

Comparison of 
Coefficients between 

Subsamples 

Variable Coefficient P-value Coefficient P-value Difference P-value 

Intercept 4.37 <0.01 3.13 <0.01 

  AAccExp -0.66 0.02 -0.24 0.03 -0.41 0.15 

AFinExp -0.20 0.50 -0.42 <0.01 0.22 0.50 

ASupExp -0.76 <0.01 -0.35 <0.01 -0.42 0.15 

AIndExp -0.22 0.55 -0.34 <0.01 0.11 0.77 

AIndep -1.14 <0.01 -0.55 <0.01 

  ASize -1.13 0.07 -0.42 0.03 

  AMeeting -0.19 0.17 -0.20 <0.01 

  LnTA 0.22 0.03 0.09 <0.01 

  SalesGrowth -0.28 0.50 0.01 0.84 

  NumSeg 0.05 0.17 -0.02 0.19 

  MA 0.47 0.06 0.59 <0.01 

  ForeignOp 0.15 0.79 0.53 <0.01 

  FinEffect 1.14 0.22 0.42 0.18 

  Big4 -0.55 0.40 -0.06 0.69 

  
Number of observations 102 

 
529 

   
adjusted R2  0.28 

 
0.19 

   
Note: The sample of 631 firms is divided into two subsamples depending on whether the restatement resulted from an 
accounting error or an accounting irregularity. Restatements that involve accounting errors are partitioned into the "Errors" 
subsample, while the restatements that involve irregular accounting practices are partitioned into the "Irregularities" 
subsample. The test statistics are based on heteroscedasticity robust standard errors to account for possible correlation 
within clusters, following Rogers (1993). See Table 3 for variable definitions and Table 2 for the definition or an “Irregularity.” 
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Table 8 

Comparison of Association between Audit Committee Expertise and Length of Restatement Period in Pre-SOX 
and Post-SOX Periods 

 
Combined  Pre-SOX Post-SOX 

Comparison of 
Coefficients 

between 
Subsamples 

Variable Coefficient P-value Coefficient P-value Coefficient P-value Difference P-value 

Intercept 2.62 <0.01 2.31 <0.01 3.03 <0.01 
  

AAccExp -0.28 <0.01 -0.10 0.52 -0.42 <0.01 -0.32 0.09 

AFinExp -0.34 <0.01 -0.40 <0.01 -0.28 0.02 0.12 0.53 

ASupExp -0.34 <0.01 -0.27 0.10 -0.38 <0.01 -0.11 0.60 

AIndExp -0.20 0.07 -0.26 0.11 -0.11 0.46 0.16 0.48 

AIndep -0.29 0.02 -0.22 0.16 -0.40 0.03 
  

ASize -0.44 0.02 -0.36 0.11 -0.52 0.08 
  

AMeeting -0.17 <0.01 -0.41 <0.01 -0.16 <0.01 
  

LnTA 0.10 <0.01 0.14 <0.01 0.07 0.05 
  

SalesGrowth -0.03 0.62 0.07 0.33 -0.18 <0.01 
  

NumSeg -0.02 0.05 -0.02 0.35 -0.02 0.15 
  

MA 0.63 <0.01 0.88 <0.01 0.48 <0.01 
  

ForeignOp 0.26 0.12 0.36 0.27 0.24 0.18 
  

FinEffect 0.34 0.30 0.91 0.03 -0.08 0.86 
  

Big4 -0.09 0.57 -0.21 0.30 -0.03 0.90 
  

No. of observations 488 
 

191 
 

297 
   

adjusted R2  0.20 
 

0.24 
 

0.18 
   

Note: The sample of 631 observations is divided into the pre-SOX and post-SOX subsamples. The pre-Sox group has a restatement 
period that ends before the passage of SOX on July 30, 2002 and the post-Sox group has a restatement period that ends after the 
passage of SOX on July 30, 2002 and with at least half of the restatement period extending after SOX. We drop restatements with 
announcement dates ending after the enactment of SOX and less than half of the restatement period in the time frame after the 
enactment of the SOX. The test statistics are based on heteroscedasticity robust standard errors to account for possible correlation 
within clusters, following Rogers (1993). See Table 3 for variable definitions. 
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Table 9 

OLS Analysis of Association between Audit Committee Expertise and Length of Restatement Period 

Variable Coefficient t-stats P-value 

Intercept 3.13 11.48 <0.01 

AAccExpOnly -0.32 -3.13 <0.01 

AFinExpOnly -0.47 -4.48 <0.01 

ASupExpOnly -0.52 -4.99 <0.01 

AIndExpOnly -0.34 -1.19 0.23 

AAccIndExp -0.83 -5.53 <0.01 

AFinIndExp -0.45 -1.75 0.08 

ASupIndExp -0.50 -3.76 <0.01 

AIndep -0.62 -4.33 <0.01 

ASize -0.42 -2.24 0.03 

AMeeting -0.20 -4.26 <0.01 

LnTA 0.14 4.50 <0.01 

SalesGrowth -0.02 -0.39 0.69 

NumSeg 0.00 -0.43 0.67 

MA 0.60 5.63 <0.01 

ForeignOp 0.42 2.27 0.02 

FinEffect 0.13 0.39 0.70 

Big4 -0.13 -0.86 0.39 

Number of Observations 631 
  

adj. R
2
 0.24     

Note: The regression model utilizes the sample of 631 restatement firms. The test statistics are based on 
heteroscedasticity robust standard errors to account for possible correlation within clusters, following Rogers (1993).  

Variable definitions: AAccExpOnly is a dummy variable that equals 1 if the restating firm's audit committee has at least 
one accounting expert who is not an industry expert in each year during the restatement period and 0 otherwise. 
AFinExpOnly equals 1 if the restating firm's audit committee has at least one non-accounting financial expert who is 
not an industry expert in each year during the restatement period and 0 otherwise. ASupExpOnly equals 1 if the 
restating firm's audit committee has at least one supervisory expert who is not an industry expert in each year during 
the restatement period and 0 otherwise. AIndExpOnly is a dummy variable that equals 1 if the restating firm's audit 
committee has at least one industry expert who is not an accounting, finance or supervisory expert in each year during 
the restatement period and 0 otherwise. AAccIndExp equals 1 if the restating firm's audit committee has at least one 
accounting expert and at least one industry expert at the same time in each year during the restatement period and 0 
otherwise. AFinIndExp equals 1 if the restating firm's audit committee has at least one financial expert and at least one 
industry expert at the same time in each year during the restatement period and 0 otherwise. ASupIndExp equals 1 if 
the restating firm's audit committee has at least one supervisory expert and at least one industry expert at the same 
time in each year during the restatement period and 0 otherwise. See Table 3 for other variable definitions. 

 

 


