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Abstract: This paper examines the role played by independent directors in monitoring the financial reporting
process and its effects on certain personal characteristics and also examine the relationship between auditor
characteristics like auditor brand name auditor presence and some economical attributes like GDP and
Inflation. In particular, it encompasses the tenure and the number of directorships that independent director’s
hold. The data was collected from Pakistani listed firms for eight years i.e. 2010-2017. A positive relationship
between board independence and financial reporting quality has been concluded after applying various
robustness checks as well as sensitivity analyses.

In our results presence of the independent directors in total board composition increase the financial reporting
quality by decreasing the total report lags. It means that when independent directors have influence in taking
timely decision and firms release financial report in early time. Board independent directors has no impact on
the financial reporting quality. In our results auditor characteristics play very important role in timely release
of the financial reporting and has positive significant relationship with reporting quality. Economical attributes
also has positive relationship in financial reporting quality.
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I. Introduction

The corporate governance advises on the structure of the boards and, more specifically, on the desirable
independent governance (Aguilera and Cuervo-Cazurra, 2009; Crespi-Cladera and Pascual-Fuster, 2014). In the
United States, a majority of the independent board members is required in the structure of board of directors of
companies.

Traditionally, the literature has highlighted three core tasks of management board which are creating
valuable links for the firm, getting advice on strategic decisions, and monitoring senior management (Hillman
and Dalziel, 2003, Pugliese et al., 2009). The monitoring activity is one of the important tasks of independent
directors, which is crucial in monitoring the financial reporting process (Anderson, Mansi and Reeb, 2004). In
theory, independent directors are less compatible with management and can better protect the interests of
shareholders, and therefore can be considered as a key factor in ensuring the effective monitoring of
management behavior (Fama, 1980, Fama & Jensen, 1983). It is, therefore, assumed that independence
increases the quality of the boards by increasing their monitoring capabilities.

Despite being a critical issue, it is still difficult to define the concept of independent director. Parallel to
many international organizations, the New York Stock Exchange Listed Company Handbook (NYSE, 2010)
apprises that an independent director should not have a "material relationship™ with the company traded on the
stock exchange, either directly or as a partner, shareholder or officer. In accordance with this definition, most of
the previous studies have used an agency perspective (Fama & Jensen, 1983), independent directors are
expected to have a very important management mechanism to monitor management behaviour and reduce
agency costs. In a dispersed proprietary scenario, such as the US context, these directors become more important
in protecting the interests of shareholders (Yoshikawa, Zhu and Wang, 2014).
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However, independent directors may not develop monitoring activities in the same way. Certain
features of independent directors can increase / threaten their ability to follow. In this study, we focus on the
experience gained by board members through a long-standing subsidiary of board members and a board of
directors through expertise.

The purpose of this paper is to examine how the terms of office of independent board and the humber
of external directors can affect the monitoring role of the board. This assumes that both independent and
external directors can determine the way independent directors develop their monitoring tasks. This study
focuses on the monitoring of the financial reporting process, especially by analysing the impact of board
independence on the quality of earnings. The boards are an important part of the financial reporting process, and
the literature suggests that independent managers should limit accounting manipulations (Peasnell, Pope, &
Young, 2005). Presents study depicts an interesting environment because in recent years Pakistan and India,
regulators have introduced stronger responsibilities for independent directos. This may lead independent
directors to place greater emphasis on monitoring tasks. Since the directors' choice has a potential externality
problem, we use a two-step least squares (2SLS) approach to improve the empirical analysis. After conducting
various robustness checks and sensitivity analyses, we have concluded that independent managers have
improved supervisory oversight and improved quality of the financial reporting process, thus leading to a
reduction in agency cost. However, this association is only offered for the term of office of certain directors and
for external directorships. Our findings indicate that long-term affairs and high number of directors reduce their
ability to monitor. We expanded the previous researches by stressing on the effectiveness of personal
characteristics of independent directors. Accordingly, various personal characteristics of independent directors
were taken in account to examine the influence on monitoring activities.

The board consists of diverse types of management, differentiated between executive members,
domestic and non-executive directors or external ones; the second of which is then divided into two categories;
proprietary and independent. Later, to understand the nature of this research which focuses on independent
directors, we will firstly describe each of the directors who form the Board of Directors in a short and concise
manner. According to CUBG (2006), directors who are equally or legally stipulated as statutory shareholders or
shareholders are classified as private (CNMV, 2006). Internal or senior managers are managers who serve senior
managers or employees of the company or group and independent directors are appointed by keeping in view
their professional and personal qualities. Auditor characteristics play very important role in the financial
reporting quality. If auditor has qualified and existence of the audit committee can increase the financial
reporting quality.

While we agree that the existence of independent board members has some benefits for the board of
directors, we would like to note that companies and regulators must emphasize on personal characteristics of
these independent directors.

Il. Literature Review And Hypothesis Development

Regulatory agencies around the world are increasingly focusing on director independence as a
mechanism to increase the transparency, accountability and efficiency of corporate governance (Aguilera, 2005).
To improve corporate governance mechanisms, reformers often suggested adopting initiatives designed to
strengthen the independence of boards (Bebchuk and Weisbach, 2010). According to the rules of governance, to
determine that the board is independent, the board must confirm that the director does not have a "material
relationship” with the company directly or as a member of a shareholder, a shareholder or a body. In line with
this rule, international governance rules have also supported most independent directors on the board of
directors.

Consistent with the agency theory (Fama & Jensen, 1983; Jensen and Meckling, 1976), independent
managers develop a monitoring function that is crucial to reducing possible conflicts between managers and
shareholders. Independent directors may be willing to monitor managers more closely than other directors, even
from outside (Pucheta-Martinez, 2015). Monitoring activities, which may include evaluating duties performed
by senior management and the CEO, and evaluating the company strategy, will ensure that the management
minimizes the costs that will arise when self-interest is sustained at the expense of the interests of stakeholders.
Dalziel, 2003). These activities are in the process of monitoring the financial reporting process. Indeed,
empirical evidence often suggests a positive relationship between board independence and the quality of the
financial reporting process. A meta-analysis conducted in a few countries suggests that more board
independence may limit earnings management (Garcia-Meca & Sénchez-Ballesta, 2009). These authors see that
independent executives in Anglo-American countries are more effective in hindering earnings management.
Some findings supported these findings. Klein (2002) points out that the major US companies listed in the S & P
500 provide more neutral financial statements if the relevant corporate governance structures are set
independently of management.
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Peasnell et al. (2005) found that more executive board independence reduces the incidence of earnings
management. Moreover, previous research has documented that larger and more visible firms have facilitated
the monitoring of independent managers and have a richer information environment and a reduction in earnings
management (Chen, Cheng and Wang, 2015).

The previous literature, which examines the role played by independent directors, tends to focus on the
proportion of managers declared independent (Crespi-Cladera & Pascual- Fuster, 2014). However, the
effectiveness of the development of the duties of the directors may depend on their expertise, experience and
motivation (Aguilera and Cuervo-Cazurra, 2009). For example, a high level of motivation and participation can
lead to increased effectiveness of independent managers in the development of monitoring tasks.

In parallel studies such as Baysinger and Butler (1985), Daily and Dalton (1993), Barnhart (1994) and
Macvey (2005) reveal that there should be independent directors on both the Board and the Audit Committee as
it affects the quality of financial information positively. Thus, the main result of these studies is that the
increasing quality of financial information resulting from the increase of independent directors' participation in
the Board, preserves the interests of shareholders and avoids opportunistic management behaviour.

In contrast, Jensen and Meckling (1976) and Bhagat and Bolton (2008) show that the number of
independent directors in the Board of Directors negatively affects the quality of financial reporting. These
conclusions can only be justified as the result of the distinction between the interests of the owners and
managers, as well as the lack of information about the key corporate aspects of the managers at the same time,
only with the existence of agency problems.

Hermalin and Weisbach (1991) and Dalton (1998), reported the absence of a meaningful relationship
between the quality of financial reporting and independent board members. They point out that the structure of
the Board is of little importance to the ethos of corporate governance, that is, whether there is little or no
independent involvement in the Board of Directors.

The agency theory includes suggestions for reform that will include a specific independent board
member in the Board of Directors. Undoubtedly, this is a reasonable action that will lead to the independence of
the Board of Directors, not only about external events, but also on the internal proposals of the management
team and especially the chief executive. In addition, transparency should be the underlying principle behind the
Board's activities to build trust and improve the quality of financial information for external users. In this way, it
helps companies to create a credible image. Finally, agency theory sees the management board as the primary
mechanism for the management mechanism; indicating that the majority of the managers must be independent
of the management and that the main purpose of these managers must be the controls over the managers.

Fame (1980) and Jensen et al. (1983) defines the existence of independent directors as a mechanism to
increase the effectiveness of the supervisory role of the Board of Directors to monitor managers. The idea
behind this work is that the structure of the Board is made up of independent directors, mainly employees or
non-employees. In this way, accounting information can be prevented from being elaborated in favor of the
interests of the individuals in order to obtain benefits. In short, the authors document that there is a meaningful
relationship between the features of the Board, which is largely composed of independent directors, and the
integrity of accounting information.

Mace (1986) concluded that the independent directors are not only concerned with the management
independently but also with the decisions taken on the basis of their experience and knowledge, as well as with
the supervisory role of the Board of Directors. In this sense, the researcher seeks to demonstrate the positive
effects of the large number of independent directors and financial reporting quality on the Board. Mace (1986)
notes that the presence of independent directors in the Board of Directors is more appropriate and reliable for
financial information, with the understanding that financial reporting and transparency will be reflected at a
higher level as the existence of the same position increases in the Board of Directors.

Eisenberg et al. (1987) attempted to confirm that a Board composed mainly of independent directors
does not affect the quality of financial information and sets this as a comparative hypothesis. The authors
demonstrate the existence of a negative and insignificant relationship between higher percentage of non-
executive directors, independent independence, and presentation of financial information. In short, they
document a high percentage of directors who have a really positive influence, enhancing the quality of
accounting information. According to the researchers, external directors are mainly independent from
management, while internal directors are well informed about the company. In short, these authors define the
independent executives with the ability or power to assist in the supervision and facilitation of financial
information as members of the Board of Directors.

In the Spanish context, Garcia Osma and Gill de Albornoz (2007) argue that the composition of the
Board and the existence of the Audit Committee affect the quality of financial information published by Spanish
stock exchange companies. Findings from this study reveal that there is a positive relationship between the
quality of accounting information and the quality of the Board and the structure of the Board, without the Audit
Committee being an important asset. For this reason, this study considers that the growing presence of senior
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managers, especially independent directors, may be a good step to publish financial information with high
transparency and reliability.

Gisbert et al. (2011) shows that the amount of accounting information provided voluntarily by the
company is high, and that this information, which is more reliable and reliable, comes from among other things,
professional reputation of independent managers in the Board of Directors. Therefore, an effective board
structure is closely related to the improvement in financial reporting quality. Similarly, effective management
control can only be performed by a person who is not entirely interested in the management team. The authors,
however, assume that there is a positive relationship between the proportion of independent directors in the
Board of Directors and the voluntary information provided by the companies. Despite the findings, the results
have led to the contradiction of the thesis in question. Therefore, the results show that a higher percentage of
independent directors in the Board of Directors does not have a positive impact on the voluntary disclosure of
information, and therefore does not contribute to the increase in credibility and quality.

According to Ensen (1993), the board is responsible for the internal control systems of a company and
has ultimate responsibility for the operation of the company. The boards define the rules for senior management
(CEO / executive director) on recruitment, redundancy and compensation plans and make high-level
recommendations. Fama and Jensen (1983) refer to the functions of approval of project proposals proposed by
the government and monitoring of the implementation of these projects.

Hermalin and Weisbach (2003) argue that boards are not present only to meet legal requirements
because if so, their composition will be legally demanded, and in practice different compositions are observed.
The authors claim that the board composition would only be a lobby to remove any necessity if the laws were
the result of somewhere in the world.

For Hermalin and Weisbach (2003), boards are a market solution that helps mitigate agency problems
that damage large organizations. Regardless of their virtues or problems, the board is part of the market
settlement of issues related to contracts.

According to Alves (2011), managers' ability to manage the reported results of an organization is
limited to the effectiveness of internal controls, including the board of directors. Boards are responsible for
monitoring the quality of the information contained in the financial statements and thus for controlling their
behaviour to ensure that the behaviour of managers is consistent with the interests of stakeholders.

It may also be necessary to become familiar with business knowledge and business practices to better
monitor the reporting process (Manzaneque, Priego and Merino, 2016). Monitoring financial reporting practices
requires special expertise. In this article, we argue that the terms of office of independent directors and their
work at more than one board may provide additional resources to such directors, such as motivation, expertise
and experience. For this reason, these features will affect how the reporting process is tracked. We hope that the
terms of office of the directors and the number of additional directorships they have will change the relationship
between board independence and quality of knowledge. A theoretical review of the research on the effects of
these features on the monitoring tasks of the directors is presented in the following.

2.1. Director tenure and board monitoring

Director's office has received great interest from international organizations and academicians.

Working within a company allows managers to gain more expertise and gain valuable information
about the firm and the business environment (Kor & Sundaramurthy, 2009; Vafeas, 2003). This experiential
knowledge is crucial to effectively develop the functions of board members (Kor & Mahoney, 2000; Westphal
& Bednar, 2005), because a board member without knowledge has to face difficulty while influencing the
decision process (Zald, 1969).

In this respect, previous research suggests that effective monitoring is a potentially gifted skill, and that
boards with more work provide better monitoring (Anderson et al., 2004). Moreover, experience at a board
enables independent managers to have more information about the board and the firm and more effectively
focus on governance issues rather than issues related to group processes (Eisenhardt & Schoonhoven, 1990).
New managers who are not familiar enough with their new responsibilities and colleagues are more prone to
senior management pressures (Mallette & Fowler, 1992). Independent directors with longer jobs can be
expected to improve their monitoring tasks, including reviewing financial statements, audit procedures and
internal control mechanisms. However, directors who work for extended periods of time reduce their
independence ratings and monitoring abilities (Hillman, Shropshire, Certo, Dalton and Dalton, 2011). Long-
standing resident independent directors can become closer to the manager, and as a result the development of
their duties can be dangerous (Vafeas, 2003). This author highlights that, in time, directors are more likely to be
co-opted by management as they become less mobile and less employable. Extended tenure can also reduce
intragroup communications and thus lower the quality of monitoring decisions (Ben-Amar, Francoeur, Hafsi, &
Labelle, 2013). Furthermore, directors with very long tenures are influenced by their own beliefs and schemes,
and therefore, their knowledge of the firm could eventually become a less valuable resource in the monitoring
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process (Barroso, Villegas, & Pérez-Calero, 2011).

At present, there are no special regulations in Pakistan and India that restrict the term of office of the
directors. The Institutional Investors Council (CllI) rejects the exact time limits, as long-term managers often
develop the supervisory capabilities of a board and these limits can reduce the critical expertise of boards.
However, in recent years, shareholder activist groups have started a debate about the role of director. The
National Association for Corporate Governance (NACD, 1996) emphasized the need for managers to change
after a maximum of 15 years of service. In addition, State Street Global Advisors' voting policy on the
directorship focuses on what the board defines as a need for refreshment (State Street Global Advisors, 2014).

According to previous theoretical arguments, managers should have worked long enough to learn the
firm to ensure that they are effective in their monitoring role, not in jeopardizing their independence and
monitoring. Therefore, we assume that independent managers' duty cycle will affect how they monitor the
financial reporting process. For this reason, we estimate that the duration of independent executives' duties will
affect the relationship between board independence and quality of information.

2.2. Outside directorships and board monitoring

The number of directors has been a matter of debate and is increasingly attracting interest in economic
research (Buchwald, 2017). On the one hand, managers with multiple assignments contribute to improving the
quality of the board (Fama & Jensen, 1983). These managers may have richer experiences and connections and
may have access to a variety of resources that can help improve the monitoring role (Jiraporn, Kim and
Davidson, 2008; Perry & Peyer, 2005; Sarkar & Sarkar, 2009). They acquire a wide range of information that
can be crucial in improving the decision-making process in the organization they are developing. They can learn
about different management styles and business practices (Perry and Peyer, 2005) and gain valuable skills to
improve the monitoring process (FernandezMéndez, Arrondo Garcia, & Pathan, 2017). In addition, the increase
in the number of directors increases the reputation of directors. This 'reputation impact' will encourage managers
to better develop their duties (Keys and Li, 2005). In the literature, it is argued that many directors have shown
their responsibility and that they act as an important incentive for managers to develop their reputation as
monitoring specialists (Fama & Jensen, 1983; Masulis & Mobbs, 2011).

However, when the number of directors is too high, the monitoring role played by directors with
multiple appointments can be compromised. Serving on many boards can reduce the commitment of the
directors (Lei & Deng, 2014) as they can limit the management's time, attention and preparation for board
meetings, thus narrowing the monitoring capabilities of these directors (Carpenter & Westphal, 2001; Harris &
Shimizu)., 2004).

Previous evidence suggests that board members with too many directors may be less effective in
monitoring the administration and reducing agency costs (Ferris, Jagannathan and Pritchard, 2003). The
monitoring of the financial reporting period may be more due to limitations.

There is an ongoing debate in the United States about the need to set a mandatory limit on the number
of directors a board member may have, as well as the majority of developed countries. Twenty years ago,
NACD (1996) criticized companies with multiple directors. The Corporate Governance Principles (Business
Roundtable, 2012) does not impose any limitation on the number of members of the board of directors, but that
many services may interfere with the individual's ability to fulfil his / her responsibilities. In addition,
associations such as CllI state that it is necessary to determine and publish guidelines on how much the directors
of the companies can serve.

Consistent with earlier theoretical arguments, we assume that more than one executive ship develops
the ability to monitor the financial reporting process at lower levels of independent board members, but many
directors can reduce this monitoring capability. For this reason, we estimate that the number of external
directors will affect the relationship between board independence and information quality.

2.3 Quality of Accounting Information.

Since the 1960s, the growth of the capital market has expanded the area of accounting research,
especially in North America and due to the development of financial theories. The information contained in the
figures recorded through accounting has therefore been the subject of numerous studies under an information
approach (Lopes, 2002).

The seminal studies of Ball and Brown (1968) and Beaver (1968) provide evidence that accounting
information is reflected in stock prices and that investors value accounting.

However, according to Brown, He and Teitel (2006), the validity and reliability of the financial
statements prepared by this reflex management can be affected. The earnings reported on the financial
statements are the joint responsibility of the managers and auditors.

In Brazil, Lopes and Walker (2008) and Antunes et al. (2009) assess the quality of accounting
information and corporate governance. Lopes and Walker (2008) use Brazil's corporate governance index and
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conclude that the quality of earnings of well-governed cross-listed Brazilian companies is like the quality
reported for companies in developed common law countries.

Antunes et al. (2009) investigates the impact of various levels of the UN on the quality of accounting
information based on a sample covering 1996-2006. In general, they have concluded that different levels do not
affect quality. The authors only observe conservatism when they use a wider governance index.

By providing empirical evidence, Gabriel (2011) demonstrates that the corporate governance structure
can positively impact the quality of accounting information that a company produces and discloses to its
shareholders.

Some model suggests that stock price (market value) is a variable that can be explained under the
hypothesis that current earnings contain information about future net cash flows (Kothary & Zimmermann,
1995). According to Habib and Azim (2008), the reason for including equity in the association model assumes
that the book value of equity is a proxy for the present value of the expected normal future profitability, and that
it represents the liquidation value of a company.

According to Sarlo Neto (2009), information is a measure of the intensity of the relationship between
accounting information and stock advances and is generally represented by the relationship between share price
returns and accounting earnings. The stronger the relationship between stock returns and accounting earnings,
the greater the gain in information power (Sarlo Neto, 2009).

The central idea in accounting technology of accounting earnings is that it is used as useful information
to correct investors' accounting earnings expectations. For this reason, if accounting earnings contain additional
information (surprises), it will cause changes in investor expectations and in the company's share price and
market value; otherwise, it will not have an impact (Sarlo Neto, 2009).

2.4 Auditor characteristics.

The benefit of an audit committee is based on the assumption that its ability to fulfil its
mission will affect the quality of reporting and thus leave the report to schedule. In addition, companies that
intend to increase the timing should take steps to increase the effectiveness of the audit committee (lka and
Ghazali, 2012). Hashim and Rahman (2011) argue that the expertise of the audit committee and its
independence are important factors that can delay and increase the timing.

In addition, the same view was made by Turley and Zaman (2004), which shows that the interests of
the shareholders in the light of the supervision of the actual audit committee, financial reporting, external audit
activity and internal control. The pressures exerted by the large firms and the various stakeholders will cause
short delays in auditing and early publication of financial reports to the public (Al-Ghanem & Hegazy, 2011).
Large audit companies have a stronger incentive in way of staff to complete their audit work faster and to
maintain their reputation (Afify, 2009).

2.5 Economic attributes.

An American researcher was first given the possibility of hard and fast national yield (GDP) during the
1930s. Total national output is isolated as the full scale maarket worth of each completed thing and servises
which are prodused in a zone in a given timespan. It is a fundamental factor in full scale money related factors
in which all creation, pay and use structure is considered at national fiscal level. During the 1990s, HDI (Human
Development Index) was proposed by UNDP.

In a given timespan, GDP made in a nation and the worth given to it by close by and remote individuals
in a fated time portion. (Brussel, 2012). The nation's money related flourishing is checked by GDP for over fifty
years. Every single last fantastic and associations which are shaped in a fated timespan is called GDP. (Costanza,
Hart, 2007). Total national output is directed by suppositions and layout information which is set up in a nation's
System of National Accounts (SNA). These contains budgetary quantifiable information which are assembled
after standard between times. Total national output is settled on yearly and quarterly explanation which are
depended upon to gather the information fiscally. (Marcuss and Kane 2007).

I11. Theoretical Framework.

Agency Theory

According to Jensen & Mackling (1976), the agency theory has a strong relationship between
shareholders and managers, and shareholders give responsibility for conducting general business on behalf of
shareholders. There is no gap between them and there is a relationship between the agent and the managers', and
Jensen (1993) concludes that the agency theory explains the general view of the Board of Directors, as well as
the general view of the major shareholders and top management. The agency theory also notes that principals
protect managers and that the other side offers great incentives and benefits to their intermediaries, and that it
costs more to reduce agency costs the least. According to Al-Ajmi (2008), agency issues can be addressed from
corporate governance practices.
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According to Cohen, Krishnamoorthy & Wright (2004), the agency theory is a model of effective
corporate governance. More importantly, Shukeri & Islam (2012) stated that corporate governance is a system in
which companies are managed and monitored to maintain their existence. Such additional reforms have been
developed for the development of effective corporate governance, such as the independence of board members,
the establishment of audit professional committees, frequent audit committee meetings, and the mandatory
minimum number of members of the audit committee.

3.0 Conceptual Frame work.
The conceptual framework of our research is given below,

mdependent )

Independent Financial
Directors o reporting
Characteristics | Quality
1. Tenure
2. Number

-/

3.1.1 Research Hypothesis.

In our research work two hypothesis is developed that support our study that are given below,

H1: The relationship between board independence and financial information quality is influenced by the tenure
of independent directors.

H2: The relationship between board independence and financial information quality is influenced by the number
of directorships of independent directors.

H3: The relationship between auditor attributes and financial information quality is influenced.

H4: The relationship between economics attributes and financial information quality is influenced.

3.2 Research design

3.2.1 Sample

Information about directors was collected from the Investor Responsibility Centre. We merged director data
with financial information, which was extracted from CompStat. Our final sample includes 100 firms listed on
the KSE over the period 2011-2017. Several observations were initially removed because of missing data
concerning some variables included in the analysis. Our analysis focuses on a single country to avoid dealing
with differences in the institutional setting and regulation across countries (Dalziel, Gentry, & Bowerman, 2011).
Our sample provides a setting particularly relevant because we examine a post-SOX period in which
independent directors are expected to make a significant contribution to their boards since they are subject to
stronger responsibilities (Bhagat & Bolton, 2013).

3.2.2 Variables
3.2.2.1 Dependent variable

Dechow, Ge, and Schrand (2010) find that no measure of earnings quality is superior for all decision
models. However, all proxies for earnings quality rely on reported accrual-based earnings and thus are based on
earnings management. This focus is in line with the comprehensive survey of Dechow and Skinner (2000), who
provide both academic- and practitioner-related evidence of earnings management. In addition, McNichols
(2000) argues that the main issue in earnings management is the measure of discretionary accruals (DACC). The
literature has developed a number of models with the aim of detecting the discretionary component of accruals.
We utilise DACC as a proxy for financial reporting quality (Francis, 2011; Kusnadi et al., 2016). To measure
abnormal accruals, we use the performance-adjusted cross-sectional Dechow-Dichev model (Dechow & Dichev,
2002). Our measure of accruals quality is calculated as the absolute value of the residuals of the cash-flow
model. In line with the previous literature (Capalbo, Frino, Mollica, & Palumbo, 2014; Kwon & Yin, 2015), we
estimate our accruals model by year and for each two-digit Standard Industrial Codes (SIC). We require at least
six firm observations per year with usable data in each SIC group.

3.2.2.2 Treatment variables

We examine the role of independent directors in the monitoring of the financial reporting process. Thus,
in order to test our hypotheses, board independence is used as the main explanatory variable in the statistical
models. In line with previous studies (Alves et al., 2015; Ting, 2016; Zhang, 2012), the proportion of
independent directors on the board is considered to measure board independence (BINDEP). We follow the
above-mentioned definition of independence provided by the NYSE regulation.
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In accordance with previous research, independent directors’ tenure (BTENURE) is calculated as the
average number of years that independent directors spend on a particular board (Barroso et al., 2011; Dalziel et
al., 2011; Kor & Sundaramurthy, 2009).

Following prior literature (Lei & Deng, 2014; Perry & Peyer, 2005; Sarkar & Sarkar, 2009), we
compute the number of additional directorships (OBOARDS) as the average number of external directorships
held by independent directors.

A set of control variables is also considered due to their potential influence on the quality of financial
information. First, in accordance with previous research (lanniello, 2015; Kusnadi et al., 2016; Séenz & Garcia-
Meca, 2014), three board-related variables are included: board size, CEO duality and board age. Board size
(BSIZE) is measured by the total number of members on the board. CEO duality (DUAL) is determined by a
dummy variable that takes value 1 if the CEO is also the chairperson of the board and 0 otherwise. Board age
(BAGE) is measured as the average age of directors within a board. In addition, some financial variables were
added: firm size, leverage and firm growth. Firm size (SIZE) is calculated as the log of total sales; leverage
(LEV) is calibrated by the ratio of total debt to total assets; and firm growth (GROWTH) is defined as the
annual variation in sales. Finally, we also use year and industry dummies to control for both time and industry
effects (e.g. Bermig & Frick, 2010; Lindstaedt, Wolff, & Fehre, 2011).

Once total accruals are estimated and the discretionary component, we analyse the relationship between
the DACC and our independent variables.

Where B0 is the intercept and i is the coefficient of each independent variable. The sub-indexes

i identifies the individual and the sub-index t identifies the year and it, the stochastic error.

Model

FRQit:aO+IBlBIDNit +IBZBID-I—II +ﬂ3ECOit +ﬂ4ACit +git

FRQ=Financial report quality

BIDN=Independent director in board in Numbers

ECO=Economics attributes (GDP and Inflation)

BIDT=Independent directors’ tenure

AC=Auditor characteristics (includes existence of the audit committee and Auditor brand name)

Table 1: Description of variables

Abbreviation | Variable Definition

Total Report lags TRL Total report lag is measured in number of days from financial year end to
release of financial report to general public.

Board independence BINDE Percentage of independent directors within a board
Board tenure BIDT Average number of years of independent directors on a board
Economic attributes ECO GDP rate that is governing at that time, Inflation rate issued by SBP
Auditor AC If firm has audit committee then denoted by dummy 1 otherwise 0, If firm
characteristics has member of big 4 firm then denoted by 1 otherwise 0.

Our empirical approach can potentially be affected by an endogeneity problem. In theory, board
structure may mitigate the misuse of DACC, but also accounting quality may influence the weight of
independents on the board. Independent directors tend to be selective when choosing board assignments since
they prioritise their efforts where their reputation benefits are greatest (Masulis & Mobbs, 2014). In order to
address this issue, recent research (Bushman, 2009; Field, Lowry, & Mkrtchyan, 2013) has employed 2SLS.
This methodology requires the use of instrumental variables that should be highly related to the endogenous
independent variable and unrelated to the dependent variable (Larcker & Rusticus, 2010). Consistent with the
previous literature, we adopt a 2SLS approach. In our empirical analysis, we use three instrumental variables for
board independence: (1) the size of the board, (2) the size of the firm and (3) the mean age of directors. The
validity of these instruments is confirmed since they comply with the previous requirements, taking into
consideration the values obtained from the Sargan test, which are reported in the next section. The first
instrument is the size of the board.

Larger boards are likely to have more networks and greater external connections (Kiel & Nicholson,
2003), and they also have more resources at their disposition. These connections and resources may result in
better capabilities to recruit independent directors. In relation to the second instrumental variable, larger firms
are likely to have more independent directors on their boards (Anderson et al., 2004). Finally, older directors
could also tend to be independent since they are more likely to be retired and have fewer time constraints,
thereby leading them to serve on more boards (Field et al., 2013). Board size refers to the number of board
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members, firm size is calculated as the logarithm of sales and board age is computed as a dummy variable which
takes the value 1 for boards where directors, on average, are over 60.

IV. Results
4.1. Descriptive statistics.
Variables GDP INF BIDT BIND TRL
Mean 5.006 12.000 4.229213 1.746067 108.7371
Median 6.000 14.097 5.000000 1.000000 112.0000
Maximum 11.000 31.064 24.00000 13.00000 613.0000
Minimum 1.096 8.008 0.000000 0.000000 51.00000
Std. Dev. 2.098 13.006 3.241976 1.869308 30.96082

Board independent director has mean value 1.746, it means that every board composition has 2
independent directors in total board composition that follow the code of the corporate governance of Pakistan
2012. According to code of the corporate governance 2012 that at least 2 independent directors should be in
total board composition mandatory. In our descriptive statistics board independent director tenure constantly in
years is 4 year and total report lags has mean value 108 days, it means that companies take 108 days from
financial year end to release their financial report to general public. GDP has with mean value 5 % growth at
that period of the time and inflation has average 12 % in the economy. Auditor characteristics is measured by

dummy 1 or 0.

4.2 Multivariate analysis.
The correlation matrix is given below

Variable TRL BIND BIDT GDP INF ACC ABN

TRL 1.000

BIND 0.034 1.000

BIDT 0.016 0.312 1.000

GDP 0.098 0.124 0.106 1.000

INF 0.078 0.243 0.0145 0.067 1.000

ACC 0.054 0.0352 0.0345 0.198 0.023 1.000

ABN 0.25 0.054 0.0563 0.056 0.093 0.136 1.000

The correlation between total report lags and Board independence is 0.034 that is less than 80% it
means that there is no existence of the correlation problem between them. The correlation between total report
lag and board independence director’s tenure is 0.016, it means that there is no correlation problem in between
them. The co relation between board independence and board independent director tenure is 0.312 that shows
32% correlation that is below the standers. In all the correlation matrix all values are less than 0.90, it means that

there is no co relation between them.
Pooled OLS results are given below,

Variable Coefficient T-Statistics P-Value
BIND 0.548052** 0.635489 0.0254
BIDT 0.061859 0.124365 0.9011
GDP 0.036750*** 0.147812 0.0012
INF 0.047690** 0.198742 0.0450
ABN 0.658051* 0.718654 0.1000
ACC 0.035640* 0.136570 0.0901

In our results presence of the independent directors in total board composition increase the financial
reporting quality by decreasing the total report lags. It means that when independent directors has influence in
taking timely decision and firms release financial report in early time. Our results are consistent with the
Anjinkya et al. (2005).

Board independent directors has no impact on the financial reporting quality.

The endogeneity test demonstrated that discretionary values of the report lags and board characteristics
like board independence and director’s tenure are not simultaneously determined. This means that OLS
estimates is not in fact biased and inconsistent. The result of the Housman test that is shown at the end in table 1
that there is no existence of the endogeneity problem between the estimators. Economic attributes has
significant and positive relationship with reporting quality, it means that when there is good condition in the
economy then firms has good sign to prosperity. Auditor characteristics also increase the reporting quality by
reducing lags, shown by the significant positive results by the analysis.
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V. Discussion and conclusion.

Shareholders are not performing the monitoring behaviour directly and rely on the board of directors to
perform the such monitoring activities (Jensen 1993). When addition of the independent directors in the total
board composition the mechanism for controlling and action of the management may be strong (Fama 1980).
According to this paper, previous literature suggested that independent director in total board composition may
help in protection of the shareholders and decrease the conflicts of interest between investors and the
management (Dechow 2002).

When monitoring and controlling may strong then the firms release the financial report to general
public early that is more effective for the investors and other decision makers and this type of controlling create
investor confidence higher and higher. Therefore, our paper examines the weather board independence improve
the financial reporting quality by using the lags. By using the data of the 100 firms from 2011 to 2018 we
conclude that when there is independent directors in board that is very useful for decision making timely and
correction of the errors are solved in short time and that’s why firms release financial report timely that increase
the financial reporting quality. With the addition in the research that economic and auditor characteristics also
increase the financial reporting quality by decreasing the lags.

The finding of our study makes the following contribution. In Pakistan that has underdeveloped
economy and has week corporate governance in non-financial firms but corporate governance code are followed
in some situation not in all. In financial sector there is strong code of corporate governance that is monitored and
controlled by two authorities SECP and State bank of Pakistan. Our results indicated that outside directors have
significant impact that decrease the lags and increase the financial reporting quality. When firms hire more
outside directors with more experience then there financial reporting quality may be better and better.

5.2 Practically Implementations.

By using this type of the research firm can follow the code of the corporate governance led down by
the government of Pakistan and firm can monitor there performance by seeing the financial reporting quality.
Government and other regulatory agency should monitor the firm’s behaviour in total board composition by the
addition of the independence director in their board.

5.3 Limitation of study

Some other variables regarding the board composition like board expertise, board member
remuneration and board experience and other corporate governance variable are not taken because of limitation
of availability of the data in their financial reports.

5.4 Future research suggestion.

Corporate governance and quality of financial reporting may be the future topic for research. Some
research should be conducted on financial reporting quality by using auditor characteristics and other corporate
governance variables. Also, some research should be conducted on some other measure of the financial
reporting quality like earning management accruals.
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