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ABSTRACT 

Earnings quality reflects the integrity and quality of financial reporting which 

minimizes the information asymmetry and agency conflicts among management, 

owners, and majority and minority shareholders. The issue of earnings quality has 

become a concern, especially in respect of corporate governance as an internal 

monitoring mechanism to ensure the financial reporting quality. The objective of the 

study is to examine the relationship between internal monitoring mechanisms, 

namely, board of directors, audit committee, internal audit function, and earnings 

quality based on agency theory and resource dependence theory. Furthermore, this 

study examines the moderating effect of audit committee between the internal audit 

function and earnings quality. The sample of the study is 2,036 firm-year 

observations on the Main Market of Bursa Malaysia for the period of 2009 to 2012. 

Two discretionary accruals models were used to measure earnings quality. This study 

reveals that board size, audit committee financial expertise, investment in internal 

audit function, and outsourcing of internal audit function increase the quality of 

earnings. However, board independence, board financial expertise, audit committee’s 

chairman audit partner, audit committee meeting, and audit committee score reduce 

earnings quality. The hierarchical regression results show that audit committee size, 

independence, meetings, and audit committee score moderate the relationship 

between investment in the internal audit function and earnings quality. In addition, 

audit committee independence, financial expertise, meetings, and audit committee 

score moderate the relationship between sourcing arrangements of the internal audit 

function and earnings quality. The results of this study have implications to 

investors, regulators, and market participants. Policy makers might use the findings 

regarding earnings quality to recognize the important roles played by both the 

internal audit and audit committee in enhancing the earnings quality in Malaysian 

companies. 

Keywords:  internal monitoring mechanisms, board of directors, audit committee, 

internal audit function, earnings quality 
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ABSTRAK 

Kualiti pendapatan mencerminkan integriti dan kualiti laporan kewangan yang 

mengurangkan maklumat tak simetri dan agensi konflik dalam kalangan pengurusan, 

pemilik, dan pemegang saham majoriti dan minoriti. Isu kualiti pendapatan telah 

menjadi satu kebimbangan, terutama yang berkaitan dengan tadbir urus korporat 

sebagai mekanisme pemantauan dalaman bagi memastikan laporan kewangan 

berkualiti. Objektif kajian ini adalah untuk meneliti hubungan antara mekanisme 

pemantauan dalaman, iaitu lembaga pengarah, jawatankuasa audit, fungsi audit 

dalaman, dan kualiti pendapatan berdasarkan teori agensi dan teori pergantungan 

sumber. Tambahan pula, kajian ini meneliti kesan penyederhana jawatankuasa audit 

terhadap fungsi audit dan kualiti pendapatan. Sampel kajian ini adalah 2,036 firma di 

Pasaran Utama Bursa Malaysia bagi tempoh 2009 hingga 2012. Dua model 

discretionary accruals digunakan untuk mengukur kualiti pendapatan. Kajian ini 

mendedahkan bahawa saiz lembaga, kepakaran kewangan jawatankuasa audit, 

pelaburan dalam fungsi audit dalaman, dan penyumberan luar fungsi audit dalaman 

meningkatkan kualiti pendapatan. Walau bagaimanapun, kebebasan lembaga, 

kepakaran kewangan lembaga, rakan kongsi audit pengerusi jawatankuasa audit, 

mesyuarat jawatankuasa audit, dan skor jawatankuasa audit mengurangkan kualiti 

pendapatan. Hasil regresi hierarki menunjukkan bahawa saiz jawatankuasa audit, 

kebebasan jawatankuasa audit, mesyuarat jawatankuasa audit, dan skor jawatankuasa 

audit menyederhana hubungan antara pelaburan dalam fungsi audit dan kualiti 

pendapatan. Di samping itu, kebebasan jawatankuasa audit, kepakaran kewangan 

jawatankuasa audit, mesyuarat jawatankuasa audit, dan skor jawatankuasa audit 

menyederhana hubungan antara penyumberan luar fungsi audit dalaman dan kualiti 

pendapatan. Hasil kajian ini mempunyai implikasi kepada pelabur, pengawal selia, 

dan peserta pasaran. Pembuat dasar mungkin boleh menggunakan penemuan 

mengenai kualiti pendapatan untuk mengiktiraf peranan penting yang dimainkan oleh 

kedua-dua jawatankuasa audit dan audit dalaman dalam meningkatkan kualiti 

pendapatan syarikat Malaysia. 

Kata kunci: mekanisme pemantauan dalaman, lembaga pengarah, jawatankuasa 

audit, fungsi audit dalaman, kualiti pendapatan 
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CHAPTER ONE 

INTRODUCTION 

 

1.1 Background of the Study 

In the early 2000s, the downturn in equity markets in most of the nations around the 

world has been linked to the lack of financial accounting information transparency 

and quality. A situation that has caused worry for investors over inadequate 

informative accounting, specifically with respect to earnings reported. The corporate 

scandals involving big companies, such as Enron, WorldCom and Parmalat, among 

others, and the collapse of financial institutions, such as Lehman Brothers, Fortis, 

and AIG, with the economic recession, have led to considerable loss in investors’ 

confidence in corporate disclosure authenticity, which causes doubt regarding 

corporate reporting (Tasios & Bekiaris, 2012). The world financial crisis also 

emphasised and drew attention to the importance of transparency for promoting fair 

competition, investment, and improving confidence on the public and corporate 

sectors accountability (Nam & Nam, 2004). 

 

The issue underlying the financial reporting quality is not only a main concern to the 

financial users but also to society as a whole, as it impacts on economic decisions 

(Tasios & Bekiaris, 2012). Since, outside financial reporting users are unable to 

directly view the actual firm earnings, they are highly dependent on reported 

accounting numbers (Norwani, Mohamad & Chek, 2011). The quality of financial 

reporting in the company’s annual report provides useful information to help users in 

making well-informed decisions about the company based on the information in the 

annual report, which should reflect the real financial and commercial position of the 

company. 



The contents of 

the thesis is for 

internal user 

only 
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