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1 Introduction

The integrity of financial reporting represents a cornerstone of capital market
efficiency and investor confidence. Within the corporate governance framework,
audit committees serve as critical monitoring mechanisms designed to oversee
financial reporting quality and constrain managerial opportunism in earnings
reporting. While extensive literature has examined the relationship between
audit committee characteristics and financial reporting outcomes, the funda-
mental question of how audit committees effectively mitigate earnings man-
agement practices remains inadequately understood. Traditional approaches
have predominantly focused on structural attributes such as committee inde-
pendence, financial expertise, and meeting frequency, yielding mixed and often
contradictory findings. This research addresses this gap by introducing a novel
methodological framework that examines the behavioral and communicative di-
mensions of audit committee effectiveness.

Our investigation is motivated by the recognition that structural attributes

alone provide an incomplete picture of audit committee effectiveness. Com-



mittees with identical structural characteristics may exhibit vastly different
levels of effectiveness based on their behavioral dynamics, questioning tech-
niques, and communicative patterns. We posit that the substantive content of
audit committee deliberations—rather than merely their frequency or compo-
sition—provides critical insights into their capacity to identify and constrain
earnings management practices. This research addresses three primary ques-
tions: How do linguistic patterns in audit committee communications correlate
with earnings management outcomes? What specific communicative behav-
iors distinguish effective from ineffective audit committees? Can computational
analysis of committee communications provide predictive insights into earnings
management susceptibility?

This study makes several distinctive contributions to the literature. Method-
ologically, we introduce computational linguistics and machine learning tech-
niques to the analysis of corporate governance effectiveness, moving beyond
traditional regression approaches. Theoretically, we develop a more nuanced
understanding of audit committee effectiveness that integrates behavioral, com-
municative, and structural dimensions. Practically, our findings offer regulators,
investors, and corporate boards with more sophisticated tools to evaluate gov-

ernance quality and identify potential financial reporting risks.

2 Methodology

Our research employs a multi-method approach that combines quantitative fi-
nancial analysis, computational linguistics, and machine learning techniques.
The sample consists of 450 publicly traded companies from the SP 500 index
over a five-year period from 2018 to 2022. We collected comprehensive data
from multiple sources, including audit committee meeting transcripts from cor-

porate filings, financial statement data from Compustat, corporate governance



data from BoardEx, and stock return data from CRSP.

The cornerstone of our methodological innovation is the development of
the Earnings Management Susceptibility Index (EMSI), a proprietary metric
that integrates both traditional financial indicators and novel communicative di-
mensions. Traditional earnings management measures included modified Jones
model discretionary accruals, real activities manipulation metrics, and classifica-
tion shifting indicators. However, our EMSI extends beyond these conventional
measures by incorporating linguistic analysis of audit committee communica-
tions.

We applied natural language processing techniques to analyze the complete
transcripts of audit committee meetings. Our linguistic analysis framework
examined multiple dimensions of committee communications, including the fre-
quency and quality of questioning, the sophistication of financial discussion, the
tone of interactions with management, and the depth of risk assessment dia-
logue. We developed specialized dictionaries to identify constructs relevant to
audit committee effectiveness, including challenge language, expertise demon-
stration, procedural focus, and substantive inquiry. Network analysis techniques
were employed to map the interaction patterns between committee members and
management, examining how communication flows and power dynamics within
meetings influenced committee effectiveness.

Machine learning algorithms, specifically random forests and gradient boost-
ing models, were trained to identify patterns associating communicative behav-
iors with earnings management outcomes. The models incorporated over 200
features derived from both traditional financial metrics and our novel linguistic
analysis. Cross-validation techniques ensured the robustness of our findings,
and SHAP (SHapley Additive exPlanations) values were calculated to interpret

feature importance and directionality.



3 Results

Our analysis reveals several significant findings that challenge conventional un-
derstandings of audit committee effectiveness. First, we identify a strong nega-
tive correlation between specific linguistic patterns in audit committee communi-
cations and earnings management measures. Committees demonstrating higher
levels of constructive challenge language—characterized by probing questions,
alternative hypothesis exploration, and evidence-based skepticism—exhibited
significantly lower levels of discretionary accruals and real activities manipula-
tion. The effect size of constructive challenge language was substantially larger
than that of traditional structural variables such as committee independence or
financial expertise certifications.

Second, we observe a nuanced relationship between meeting frequency and
effectiveness that contradicts linear assumptions in prior literature. While mod-
erate meeting frequency correlated with reduced earnings management, commit-
tees with excessively frequent meetings demonstrated diminished effectiveness,
suggesting potential ritualistic compliance behaviors rather than substantive
engagement. This finding indicates that the quality of committee interactions
matters more than their quantity, with optimal effectiveness occurring at a
threshold of approximately six to eight substantive meetings annually.

Third, our network analysis reveals that effective committees exhibit dis-
tinctive communication patterns characterized by balanced participation among
members, limited dominance by any single individual, and structured but non-
scripted interactions with management. Committees where the chair monopo-
lized discussions or where management presentations dominated meeting time
showed higher susceptibility to earnings management. The most effective com-
mittees demonstrated a pattern of distributed expertise utilization, where dif-

ferent members contributed specialized knowledge based on their backgrounds.



Fourth, our machine learning models achieved significantly higher predictive
accuracy for earnings management outcomes compared to traditional regression
models using only structural variables. The EMSI, which incorporates both
financial and communicative dimensions, demonstrated a 37

Fifth, we identify specific communicative behaviors that distinguish highly
effective audit committees. These include: the use of forward-looking risk as-
sessment language, explicit articulation of accounting judgment challenges, com-
parative analysis of accounting alternatives, and deliberate inclusion of dissent-
ing perspectives. Committees that routinely employed these behaviors demon-

strated earnings management levels 42

4 Conclusion

This research provides compelling evidence that audit committee effectiveness in
constraining earnings management extends far beyond structural attributes to
encompass behavioral and communicative dimensions. Our findings challenge
the prevailing regulatory focus on check-box compliance metrics and suggest
that substantive effectiveness derives from the quality of committee delibera-
tions, the nature of member interactions, and the depth of financial expertise
application. The development of the Earnings Management Susceptibility In-
dex represents a significant methodological advancement, offering a more holistic
framework for evaluating governance quality.

The practical implications of our research are substantial. Regulators might
consider incorporating qualitative assessments of committee communications
into governance evaluation frameworks. Corporate boards could utilize our lin-
guistic analysis techniques for self-assessment and committee development. In-
vestors and analysts may find our EMSI valuable for evaluating governance risks

in investment decisions. Additionally, our findings suggest specific developmen-



tal pathways for enhancing audit committee effectiveness through communica-
tion training, meeting process improvements, and composition considerations.

Several limitations warrant acknowledgment. Our sample focused exclusively
on large publicly traded companies, limiting generalizability to smaller entities.
The proprietary nature of some committee interactions means our transcript
analysis captures only the formal recorded portions of committee work. Future
research might explore these dynamics in different regulatory environments, ex-
amine longitudinal effects of committee development, and investigate the impact
of technological tools on committee communications.

In conclusion, this research demonstrates that the true effectiveness of audit
committees in mitigating earnings management lies not merely in their struc-
tural composition, but in the substantive quality of their oversight activities as
manifested through their communicative behaviors. By integrating computa-
tional linguistics and machine learning with traditional financial analysis, we
have uncovered previously invisible dimensions of governance effectiveness that

offer promising avenues for both scholarly inquiry and practical application.
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