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Abstract

This paper deals with accounting enforcement, which is currently at the centre of
the debate on financial reporting within the academic community for its essential
role in the accounting regulation environment. Its relevance is particularly evident
in the European context, in which national differences in accounting practices and
earnings quality persist, despite the common set of standards and the increasing co-
ordination efforts by the ESMA.

Building on accounting enforcement literature, we propose to enlarge the scope
of the analysis by taking a broader view of enforcement, going beyond the activity
of national enforcers, which is often considered in isolation and measured with indi-
rect and static proxies. The accounting enforcement system encompasses a wider
and complex process in which professionals and authorities operate at a company
and at a country level pursuing financial reporting compliance with accounting rules.
This system is composed by three main subsystems: (i) corporate governance; (ii)
auditing; and (iii) the national enforcement authority.

The paper proposes an organizing model that summarizes the relationships be-
tween these subsystems of the broad accounting enforcement system and financial
reporting quality. Based on this organizing model, we briefly review extant account-
ing literature to identify gaps in the literature that can represent interesting directions
for future studies on accounting enforcement and to reflect on new enforcement
measures based on this wider process concept.
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8.1. Introduction

The accounting enforcement, intended as the activities specifically aimed
at avoiding irregularities in companies’ financial reporting’, is a hot topic in
the current debate within the accounting community, increasingly relevant
for both policymakers and researchers.

The need for improving transparency in financial reporting and to en-
hance investors’ confidence in financial markets has recently led to relevant
regulatory changes aimed at improving the monitoring on financial state-
ments, such as the introduction of national and international authorities for
the oversight and enforcement of auditors (e.g. the PCAOB in the US and
the CEAOB in the EU) and for the enforcement of companies (i.e. ESMA in
the EU). Enforcement is also increasingly monitored by global institutions
such as the United Nations Conference on Trade and Development
(UNCTAD), based on the idea that high-quality reporting enhances the in-
vestment climate and fosters competitive enterprise development, but the
benefits of high-quality standards can only be attained if these standards are
properly implemented (UNCTAD, 2017).

Despite the growing relevance of this disciplinary function and the emer-
gence of academic studies on the topic, many important questions are still
unanswered (Amiran et al., 2018). More specifically, current research does
not provide a comprehensive picture of how (and how effectively) financial
misconduct is disciplined and deterred in different national contexts and ex-
tant research on financial reporting misconduct is often based on static prox-
ies that simplify the complexity of this process.

A deeper understanding of the enforcement process seems particularly
needed in the European Union (hereafter EU) context, which has been ex-
plored by accounting literature more recently (Leuz et al., 2003) and repre-
sents a very interesting setting for these studies due to the number and variety
of actors involved in the enforcement function. Indeed, in the EU context,
listed companies have to follow common rules to disclose information to

! “Enforcement refers to the action of obliging adherence to the respective requirements and
the implementation of sanctions when violations are found. It is a disciplinary function that
seeks to ensure that there are consequences to the violation of rules, involving a set of tools
used to punish breaches of laws and regulations, and to deter future violations. In some cir-
cumstances, violations of rules may also lead to civil damages and criminal sanctions. En-
forcement could be interpreted in a narrow way, such as a disciplinary function. It could also
be understood in a broader manner, including compliance in the context of the enforcement
system. In this case, enforcement also considers the means by which assistance and incentives
are provided to encourage greater compliance” (UNCTAD, 2017, p. 5).
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markets (i.e. IFRS as a single set of accounting standards for their consoli-
dated accounts), but the international private standard setter (IASB) has no
enforcement power on the companies adopting its standards. The accounting
enforcement authority is not located at the European level either, but at the
level of each member country, according to the principle that the power to
enforce individuals, both people and companies, is delegated to each member
country (chapter 4 and 5, and art. 299 of the European Treaty). In such a
scenario, the EU ruled in 2002 to adopt IFRS taking “appropriate measures
to ensure compliance with international accounting standards™* and now the
EU institutions act only as coordinators among national authorities through
the action of the European Security Market Authority (ESMA). This coordi-
nating effort has to deal with national peculiarities in terms of accounting
traditions, differences in legal and judicial systems, and a large variety of
economic systems, characterised by financial markets that are more or less
developed and important for their national economies. Thus far, the objective
of enforcement convergence has proven to be extremely challenging and na-
tional differences in the accounting enforcement intensity still exist, as
shown by both the review carried out by the ESMA (ESMA, 2017) and the
empirical literature on the topic (Brown et al., 2014).

Against this background, this paper offers reflective arguments on the
complexity of the enforcement process by enlarging the scope of the analysis
beyond the activity of national enforcers alone to encompass a wider context
in which more professionals and authorities are involved in enforcement ac-
tivities at a company level and at a country level. In this perspective, corpo-
rate governance, auditing, and the national authority represent the three main
components of a wider accounting enforcement system due to their role in
monitoring the compliance of financial reporting with accounting rules.

The paper proposes an organizing model that summarizes the relation-
ships between the subsystems composing the broad accounting enforcement
system and financial reporting quality. Based on this organizing model we
briefly review extant accounting literature to identify gaps and some inter-
esting directions for future studies on accounting enforcement and to reflect
on new enforcement measures based on this wider process concept.

2 In particular, Reg. EU 1606/2002 rules, “A proper and rigorous enforcement regime is key
to underpinning investors’ confidence in financial markets. Member States, by virtue of Arti-
cle 10 of the Treaty, are required to take appropriate measures to ensure compliance with
international accounting standards. The Commission intends to liaise with Member States,
notably through the Committee of European Securities Regulator States, notably through the
Committee of European Securities Regulators (CESR), to develop a common approach to
enforcement”.
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The rest of the paper is organized as follows. The next section illustrates
the role of the ESMA in supporting supervisory convergence among member
countries, with particular reference to its guidelines on the enforcement of
financial information. The third section reviews the literature on accounting
enforcement by summarizing the main findings of cross-country studies and
by discussing the proxies used by this stream of research to measure the level
of accounting enforcement in a country. Building on this literature, the fourth
section illustrates the concept of broad accounting enforcement system,
based on the idea that enforcement is a complex process involving a variety
of professionals and authorities that interact to monitor the compliance of
financial reporting with accounting rules. The fifth section briefly reviews
accounting literature based on an organizing model in line with this broad
concept of accounting endorsement system, thus identifying gaps in the lit-
erature that could be addressed by future research. The sixth and final section
provides conclusions indicating possible research directions in terms of un-
addressed questions and improvement of measures.

8.2. The enforcement process in the EU and the ESMA guidelines

The annual reports of EU listed companies are not subject to a unique Eu-
ropean enforcement authority despite the strong need for financial statement
comparability in the EU, since the European Treaty delegates enforcement to
member countries (chapter 4 and 5, and art. 299 of the Treaty). Thus, national
enforcers established by member countries are charged with monitoring the
compliance of listed companies’ consolidated financial statements with IFRS
and it is on their activity that the accounting enforcement literature focused
thus far.

The efforts of the national enforcers are coordinated at the European level
by the ESMA with the ultimate aim of strengthening supervisory convergence
through various actions (Quagli and Ramassa, 2017). Among them, three are
of particular relevance: (i) the European Enforcement Coordination Sessions
(EECS); (i1) the European common enforcement priorities for financial state-
ments; and (ii1) the Guidelines on the enforcement of financial information.

First, the ESMA manages the EECS, a discussion group in which the na-
tional enforcers present the most critical decisions taken and share their behav-
iour with the other national authorities. These discussions are aimed at harmo-
nising both enforcement practices and IFRS application since the cases de-
bated in the EECS are included in a semi-public database. National enforcers
can access the entire database and must look at past enforcement decisions
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before taking their decisions on topics already discussed during sessions, while
issuers can access the database only partially as a support for application
doubts. This possibility stresses the strong orientation of the ESMA towards
the prevention of misreporting, in addition to its efforts to support supervisory
convergence by the national competent authorities. In this perspective, every
year the ESMA announces the most critical areas of financial statements that
are suggested for particular scrutiny to the national authorities (i.e., the Euro-
pean common enforcement priorities for financial statements), which are dis-
closed in advance also to the issuers to foster compliance.

As to the ways to support consistency between the enforcement activities
in the various member countries, first the CESR and then the ESMA put in
place the “Guidelines on the enforcement of financial information”, inspired
by the Transparency Directive “to establish consistent, efficient and effective
supervisory practices in relation to, and ensuring the common, uniform and
consistent application of, such acts” (ESMA, 2014, par. 6). The Guidelines
published in December 2014 at ESMA’s initiative include 14 principles on
the resources, structure and independence of the national enforcer (# 1, 2 and
3), the activity of pre-clearance (# 4), the monitoring activity (# 5 and 6), the
enforcement actions (# 7, 8 and 9), the role and the procedure of the EECS
(from # 10 to # 14).

In particular, Guideline 2 establishes that national enforcers “should have
sufficient human and financial resources to carry out their activities in an ef-
fective manner. The manpower should be professionally skilled, experienced
with the relevant financial reporting frameworks and sufficient in number, tak-
ing into account the number of issuers subject to enforcement of financial in-
formation, their characteristics, the complexity of their financial statements
and their ability to apply the relevant financial reporting framework”.

Guidelines 5 and 6 concern the monitoring activity. The former solicits
national enforcers to select companies for monitoring using “a mixed model
whereby a risk-based approach is combined with a sampling and/or a rotation
approach. A risk-based approach should consider the risk of a misstatement
as well as the impact of a misstatement on the financial markets”. Guideline
6 recommends the use of two approaches to monitoring, unlimited and fo-
cused examination of financial reports by issuers, stating that: “enforcers can
either use unlimited scope examination or a combination of unlimited scope
and focused examinations of financial information of issuers selected for en-
forcement. The sole use of focused examination should not be considered as
satisfactory for enforcement purposes”.

Guideline 7 defines three possible enforcement actions for the national
authority in case of material misstatement: (i) the reissuance of the financial

500

Copyright © 2018 by FrancoAngeli s.r.l., Milano, Italy. ISBN 9788891786876



statements; (i1) the request of a corrective note; or (ii1) a correction in future
financial statements with a restatement of comparatives, where relevant.
ESMA also specifies the situations in which each of these actions is appro-
priate, highlighting that the correction in future financial statements is the
less timely in correcting misreporting and its use is appropriate when market
has already the information when the decision is taken or when “the decision
relates merely to the way information was presented in the financial state-
ments rather than to the substance”.

The ESMA guidelines are not limited to inputs, monitoring activity and
outputs of the enforcement process to be adopted by national enforcers in their
role of surveillance, but include also some general rules about the coordination
and sharing of different countries’ activities, with particular regard to the
EECS in which those authorities meet and discuss critical cases. In this per-
spective, Guideline 12 explains when cases should be debated at the EECS
before the enforcement decision (emerging issues) or after the choice of the
national enforcer (decisions). The emerging issues are appropriate in cases that
are very important for the internal market, especially if the enforcer has not
taken any previous decision on the topic under discussion or the accounting
issue has not been previously discussed. Emerging issues are admitted also
when the enforcer disagrees with an earlier decision on the same accounting
issue, or when the enforcer foresees a risk of significantly divergent treatments
between issuers in the EU markets. Enforcement decisions taken on the basis
of an emerging issue should take into account the outcome of the discussion in
the EECS. Additionally, Guideline 13 states that a decision should be submit-
ted to the EECS in the following cases: (i) if the decision refers to accounting
matters with technical merit; or (i1) it has been discussed as an emerging issue;
or iii) it highlights an emerging risk of significantly different accounting treat-
ments being applied by issuers; or (iv) it is likely to have a significant impact
on other issuers; or (V) it is taken on the basis of a provision not covered by a
specific accounting standard; or (vi) it is apparently in contradiction with an
earlier decision on the same or a similar accounting issue.

Overall, the ESMA guidelines pursue the coordination among national
enforcers by addressing the key elements of their activity - in terms of input
(e.g. resources), process (monitoring activity) and output (enforcement ac-
tions) - as well as the cases in which a national enforcer can exert its authority
only in strict coordination with its peers from other member countries (i.e. in
EECS), provided that the final enforcement decision is up to the competent
national authority only.

National enforcers act within the EU common framework set by these
guidelines, which can be used to identify good practices as well as areas for
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improvement. The ESMA has recently completed a peer review through a tar-
geted self-assessment questionnaire directed to all national authorities (and
subsequent on-site visits to seven of them) in order to assess the compliance
of the national enforcers with guidelines 2, 5 and 6, for which the ESMA ex-
pected the lower level of convergence (ESMA, 2017). The results of the As-
sessment Group appointed by the ESMA confirmed this expectation and found
that the national enforcers “have many various ways of approaching and car-
rying out the enforcement of financial information” (ESMA, 2017, p.10).

This finding accords with empirical literature on the impact of accounting
enforcement in the European context, in which the persistence of national
differences in the quality of financial reporting is significantly dependent on
a not homogenous intensity of enforcement among member countries (Daske
et al., 2008; Ahmed et al., 2013).

8.3. Literature review

Based on these considerations, this paper builds on the accounting en-
forcement literature in order to propose a broader and more comprehensive
view on the enforcement process, with a particular interest on the complex
European context. In pursuit of this objective, we first review the main find-
ings of the empirical literature on the accounting enforcement, devoting a
particular attention to cross-country studies using the level of accounting en-
forcement in a country as an explicative variable in quantitative archival
analyses. Then, we focus on the proxies adopted by those studies to measure
a country’s accounting enforcement and discuss the recent trends of account-
ing research in terms of enforcement proxies.

8.3.1. The effects of accounting enforcement

The debate on enforcement started in the Sixties and it was initially cen-
tred on the question of whether an enforcement authority is necessary for
financial markets (Stigler, 1964; Benston, 1969; Stigler, 1971; Benston,
1973; Jackson, 2007, Coffee, 2007; Zingales, 2009, Mahoney, 2009). In the
Nineties the accounting literature on the topic shifted the focus on the effects
of enforcement on financial markets with empirical analyses referred to the
US context, also thanks to the public availability of the SEC Accounting and
Auditing Enforcement Releases (AAER), which disclose the name of the
companies enforced and the reasons of the decisions. The first studies (Feroz
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et al., 1991; Nourayi, 1994; Dechow et al., 1996; Srinivasan, 2005; Miller,
2006; Karpoff et al., 2009) showed a relevant impact of enforcement deci-
sions on financial markets in terms of share price reductions, lower liquidity,
increase of cost of capital, negative consequences for the liable managers of
the enforced companies (Karpoff et al., 2008a). Karpoff et al. (2008b) de-
composed the negative impact of these decisions on a company in three ele-
ments: (1) the penalties imposed through the legal system via the SEC direct
sanctions, (ii) the penalties incurred through the private enforcement; and
(ii1) the reputational penalty, which is intended as the expected loss in the
present value of future cash flows due to lower sales and higher contracting
and financing costs and is the most relevant impact.

Another influential and more recent stream of research is composed of
cross-country studies exploring the impact of the enforcement on the ac-
counting quality in international comparisons (Ball et al., 2000; Ball et al.,
2003; Leuz et al., 2003; Burgsthaler et al., 2006). This literature shifted the
analysis from the firm level, mostly studied in the US context, to the national
level with international comparisons using synthetic measures to compare
the level of enforcement in different countries. The findings show that the
national enforcement systems play a crucial role in determining the level of
earnings management and the relevance of accounting information in domes-
tic financial markets.

The EU decision to adopt IFRS for all the consolidated reports of compa-
nies listed in the EU financial markets from 2005 offered an excellent re-
search setting to test the influence of national enforcement systems on ac-
counting quality. This issue is of great interest given that the IFRS adoption
did not improve accounting quality homogeneously in all the EU countries.
Due to this variability, the effectiveness of enforcement is sometimes cited
as even more important than accounting standards to be enforced (Ball et al.,
2000; Christensen et al., 2013).

Indeed, a number of papers observed that the IFRS adoption improved
markets’ efficiency in terms of information relevance, liquidity, cost of cap-
ital, and analyst following only in countries where the enforcement national
level is higher (Daske et al., 2008; Florou and Pope, 2012; Armstrong et
al.,2010; Li 2010; Landsman et al., 2012; Christensen et al., 2013; Silvers,
2013; Bonetti et al., 2016). Other analyses conclude that the level of national
enforcement intensity strongly contributed to realize the potential of IFRS in
terms of accounting quality improvement by demonstrating that in case of
high enforcement levels earnings management behaviours decrease (Cai et
al., 2008; Houge et al., 2012), timely loss recognition of goodwill increases
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(Glaum et al., 2018) and financial disclosure improves as well (Glaum et al.,
2013; Gros and Koch, 2015).

A strong enforcement is found to have positive effects in terms of accu-
racy of financial analysts’ estimates (Byard et al., 2011; Demmer et al., 2015;
Preiato et al., 2015) and is associated with an increase in the share of the
institutional investors’ ownership (Florou and Pope, 2012). Particularly,
Daske et al. (2008) remark the crucial role of enforcement structures in en-
hancing the quality of reported numbers, and recent studies show that the
level of enforcement is associated also with real effects in terms of invest-
ment efficiency (Gao and Sidhu, 2018) and use of earnouts in M&As (Vi-
arengo et al., 2018).

8.3.2. The enforcement measures

The international comparisons of the intensity of enforcement regimes
offer important contributions to advance our understanding on the role of
enforcement within the wider system of disclosure and regulation intended
in a broad sense, including authorities formally creating and interpreting dis-
closure and reporting rules, monitoring compliance with these rules, and en-
forcing and imposing penalties for deviations from the rules (Leuz and
Wysocki, 2016). This line of research has to deal with the challenging task
of measuring the intensity of the national accounting enforcement system “to
capture differences in enforcement between countries and changes in en-
forcement within a country over time” (Brown et al., 2014).

The growing interest in the topic favoured a rapid sophistication of
measures, which can be classified into three categories (Table 1): (1) static
measures, based on “law-on the-books” and implicitly assuming that the
level of enforcement can be measured by the establishment of rules and the
creation of supervisory authorities; (i) dynamic measures, focused on the
inputs and/or the outputs of the enforcement process (i.e. resourcing, en-
forcement actions, etc.); and (iii) mixed measures that consist of indexes
composed by items deriving from both a static and a dynamic approach.
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Table 1 — Enforcement proxies

Proxy Source Used by

Legal system and legal La Porta et al. Leuz et al. (2003); Li (2010)

enforcement (1998)

Worldwide Governance Kaufmann et al. Daske et al. (2008); Ahmed et al. (2013);

Indicators (WGI) (2007, 2009, 2010, Bonetti et al. (2016); Anagnostopoulou (2017);
STATIC (e.g. rule of law) 2011 and following) ~ Pownall and Wieczynska (2017)
APPROACH Adop.tion of CESR best CESR (2007) Van Beest et al. (2013)

practices

Creation of a specific ~ Christensen etal.,,  Silvers (2013); Pownall and Wieczynska (2017)

national accounting (2013)

enforcer after IFRS

adoption
DYNAMIC INPUT: Jackson and Roe
APPROACH  Resourcing of the (2009)

regulators (e.g. budget,

staff)

OUTPUT: Jackson (2007)

Sanctions issued by the

national enforcer

Auditing (dynamic Hope (2003) Cai et al. (2008)

proxy) and legal system

(static proxies)
MIXED Auditing (static proxies) Brown etal. (2014) Preiato et al. (2015); Cascino and Gassen
APPROACH  and national enforcer (2014); Beekes et al. (2016); Bonetti et al.

(static and dynamic (2016); Charitou et al. (2018); Gao and Sidhu

proxies) (2018); Glaum et al. (2018); Viarengo et al.

(2018)

Many of the earliest studies (Leuz et al., 2003; Li, 2010) used static prox-
ies to measure a country’s level of enforcement, mainly the index originally
proposed by La Porta et al. (1997; 1998) that ranked a group of countries
based on the level of investors’ protection as resulting from the business
community evaluations (i.e. strong rule of law, judicial system efficiency,
degree of corruption, specific legal rules to protect creditors and minorities)
or from the actors’ perceptions of the national judicial system (La Porta et
al., 2006)°. This kind of indexes is not specifically referred to accounting
enforcement and needs frequent updating, due to rapid changes in the legal
and economic systems of different countries. Indeed, Spamann (2010)
demonstrated that the original index proposed by La Porta et al., (1998) could
have been wrong in classifying countries with a comparison based on fresh
data (Filip et al., 2015).

3 This stream of studies also tried to overcome the limits of a “law-on-the-books” approach by proposing
an index based an international survey to law firms, which were asked to answer on a stylized self-dealing
transaction to measure the legal protection of minority shareholders with particular reference to private
enforcement mechanisms (Djankov et al., 2008; used by Glaum et al., 2013).
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The Worldwide Governance Indicators (WGI) are other indexes based on
a static approach (Kaufmann et al., 2011) and widely used in accounting
studies (Daske et al., 2008, Ahmed et al., 2013, Pownall and Wieczynska,
2017). They measure governance, intended as the traditions and institutions
by which authority in a country is exercised, and are constructed annually for
215 countries using over 30 individual data sources produced by a variety of
survey institutes, think tanks, non-governmental organizations, international
organizations, and private sector firms in order to combine the views of a
variety of survey respondents in industrial and developing countries. These
indicators are not specifically focused on enforcement and measure six di-
mensions of governance, including rule of law, regulatory effectiveness, con-
trol of corruption, voice and accountability, political stability and govern-
ment effectiveness. Among them, the most relevant for accounting studies
are: (1) the “rule of law” index, which measures the extent to which agents
have confidence in and abide by the rules of society, including the quality of
contract enforcement and property rights, the police, and the courts, and the
likelihood of crime and violence; (ii) the “regulatory quality”, which
measures the ability of the government to provide sound policies and regu-
lations that enable and promote private sector development. These indexes
have the considerable advantage of a regular update (currently from 1996 up
to 2016), but they are referred to a country’s governance in a country rather
than to accounting enforcement in capital markets, thus being only an indi-
rect proxy such as the indexes introduced by La Porta et al. (1998).

Other indexes based on the static approach measure the national enforce-
ment intensity in the European context by looking at actions taken by mem-
ber countries following EU regulatory changes or recommendations. In this
perspective, Van Beest et al. (2013) considers to what extent the EU coun-
tries actually adopted the CESR best practices for the monitoring of financial
markets (CESR, 2007). A more recent trend of studies tried to measure the
accounting enforcement system more specifically instead of using general
indexes of investor protection or governance. Christensen et al. (2013) meas-
ured the enforcement intensity looking at the creation of a specific national
accounting enforcer after the mandatory adoption of IFRS, which was inter-
preted as a substantive enforcement change (used also in Silvers, 2013;
Pownall and Wieczynska, 2017).

Despite relevant differences, the static enforcement measures have at-
tracted criticism (Holthausen, 2009; Leuz, 2010) for the inadequacy of the
law-on-the-books indexes to measure the level of a national enforcer’s activ-
ity rather than the sole existence of the legal power to enforce. Then, more
dynamic measures have been developed by taking into account mainly the
inputs and the outputs of the activity of the national enforcer, even speci-
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fically for the accounting enforcement. Examples of proxies for the input
variables of the enforcement process are a national enforcer’s budget or the
number of its employees (Coffee, 2007; Jackson and Roe, 2009), while the
total sanctions issued by a national enforcer (Jackson, 2007) are an attempt
to measure the output of the same process. Such measures are very interest-
ing as they are more strongly connected to the actual enforcement activity,
however, thus far they have been mainly focused on specific aspects of the
enforcement process and have been used in a limited number of accounting
studies, probably due to the scarcity of public and comparable data on ac-
counting enforcement in diverse countries.

Most recent accounting studies that include enforcement variables in their
analyses adopt composite indexes based on a mixed approach that combines
static and dynamic proxies. An initial comprehensive measure of enforce-
ment is a proxy based on five country-level factors (Hope, 2003): audit
spending, insider trading laws, judicial efficiency, rule of law, and share-
holder protection. This measure is obtained by aggregating those factors into
a score by means of a factor analysis and encompasses static factors referred
to the legal enforcement (mostly drawn from La Porta et al., 1998) as well as
dynamic factors such as the total national spending in audit fees, interpreted
as a country’s commitment to enforcement.

The idea of combining static and dynamic elements to construct a more
comprehensive index has been further developed by Brown et al. (2014),
who proposed an index aimed at capturing differences between countries in
relation to the institutional setting for financial reporting by taking into con-
sideration both the auditing of financial statements and the enforcement of
compliance. The design of the index, which is calculated for 51 countries, is
based on the idea that legal system proxies are too far from the factors actu-
ally affecting compliance, which is promoted through the activity of external
auditors and national enforcers. The TOTAL index introduced by Brown et
al. (2014) — and widely adopted by accounting studies afterwards — is more
focused on the accounting enforcement and derives from the sum of two in-
dexes (AUDIT and ENFORCE), which range from 0 to 32 and from 0 to 24
respectively, for a maximum value of 56. Those two indexes concern the
auditing and the national enforcement system and are determined by consid-
ering nine and six items respectively (Table 2), which are given scores rang-
ing from 0 to 2 and weights between 1 and 3. The audit system features for
each country are static measures derived mainly from surveys of accountant
associations (FEE, IFAC) and include, for example, the existence of quality
assurance program or ongoing professional development. The measures of
the national enforcer effectiveness are both static (i.e., existence of specific
activity, such as the review of financial statements or the power to set
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accounting and auditing standards), and dynamic (such as the level of re-
sourcing or the existence of enforcement actions taken by the national en-
forcer).

Table 2 — The composition of the index proposed by Brown et al. (2014)

Item Enforcement proxy Data sources
AUDIT
1 Auditors must be licenced FEE (2001), IFAC (2011) item 76
2 More extensive licence requirements FEE (2001), IFAC (2011) item 78
3 Ongoing professional development FEE (2001), IFAC (2011) item 79
4 Quality assurance programme is in place IFAC (2011) item 124
5 A audit oversight body has been set up FEE (2001), IFAC (2011) item 111
6 A audit oversight body can apply sanctions FEE (2001), IFAC (2011) item 111
7 Audit (firm or partner) rotation is required FEE (2001), IFAC (2011) item 42
8 Level of audit fees Worldscope
9 Level of litigation risk for auditors Wingate (1997), 1 otherwise
ENFORCE
1 Security market regulator or other body monitors fi- ~ FEE (2001), CESR (2007), IFAC (2011) items 106,
nancial reporting 110, 123
2 The body has power to set accounting and auditing  IFAC (2011) item 108
standards
3 The body reviews financial statements IFAC (2011) item 108; CESR (2007); annual reports
(2002-2008)
4 The body provides a report about its review of finan-  Annual reports (2002-2008)
cial statements
5 This body has taken enforcement actions re finan-  Annual reports (2002-2008)
cial statements
6 Level of resourcing Courtis (2006); Jackson and Roe (2009); Horakova

(2011)

Sources of information: FEE (2001). A description of European enforcement mechanisms.
IFAC (2011). Member body compliance programme. Surveys of professional accounting bod-
ies in each country that provides information about (a) auditor education, registration and
supervision, and (b) powers and activities of securities market regulators. Available at
http://www.ifac.org/about-ifac/membership/compliance-program/compliance-responses.
CESR (2007). Reports on compliance with CESR Standard Number 1 provided by the Com-
mission of European Securities Regulators (now ESMA). Publicly available annual reports of
national securities market regulators obtained from the body’s website (2002-08). The World
Bank (2011) “Reports on Observations of Standards and Codes”. Available at
http://www.worldbank.org/ifa/rosc aa.html.
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Compared to the indexes previously used in accounting studies, this
measure is particularly interesting as it extends the analysis to a wider system
encompassing both the national enforcer and the external auditors. Further-
more, it is more focused on the accounting enforcement rather than on the
general legal setting of a country. In doing so, it combines static and dynamic
items arguing that the consideration of the actual outcomes and practices -
and not only of the institutional design - results in a different assessment of
a country’s regulatory setting (Leuz, 2010). From an operational point of
view, we think that it has been extremely useful for further research that the
authors decided to publish not only the TOTAL, AUDIT, and ENFORCE
indexes for each country, but also all the raw data used to construct them,
thus enabling researchers to employ weighted or unweighted scores, or to
vary weights, or to use individual items for different research purposes.

Currently, this index is by far the most employed in accounting studies
addressing research questions involving enforcement issues; however, it is
to note that the relevant data used to calculate the index are drawn from an
extensive survey conducted by the International Federation of Accountants
(IFAC) through professional bodies and most surveys were undertaken in
2004-2005. More specifically, Brown et al. (2014) determined their index for
three years (2002, 2005, 2008) based on responses received in those surveys,
which provided data for 2002 and 2008 through the respondents’ description
of changes to past years (used for the 2002 index) and of expected future
changes (used for the 2008 index). Substantial changes took place in the en-
forcement and in the auditing landscape in the last decade, both worldwide
and in the EU, including a stronger effort for enforcement convergence by
the ESMA (which began operations in 2011) and the new EU audit legisla-
tion (Directive 2014/56/EU) just to cite a few (but very relevant) examples.
Consequently, we think that future studies - especially those investigating
more recent time horizons - should build on this important contribution to
measure the accounting enforcement trying to make progressive improve-
ments in the proxy design rather than directly using an available dataset in
their quantitative analyses.

8.4. Enlarging the scope of the analysis: the concept of accounting
enforcement system

The findings of empirical literature and the evolution in the proxies used
to measure accounting enforcement highlight the strong connections be-

tween different kinds of monitoring on financial reporting, namely those
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performed by external auditors and national enforcers. Indeed, a country’s
level of enforcement does not depend only on the activities of the public en-
forcer, whose outcome can be attributed to its original effort only partially,
but is inevitably influenced by the quality of other controls, such as those
performed by external auditors.

Based on this argument, we argue that enforcement research could benefit
from a wider view on the complex function of accounting enforcement by
taking into consideration the different kinds of professionals and authorities
that operate at a company level or at a country level to ensure the compliance
of financial reporting (Figure 1).

Fig. 1 — The broad accounting enforcement system
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At the company level, there are two main protections against irregularities
before the release of accounting information to the market, namely corporate
governance and external auditors. Corporate governance controls on the
compliance of annual reports include the monitoring activity, generally un-
observable outside the company, of the internal audit function and the audit
committee within the board of directors. External auditors review the draft
of annual reports and their activities generate both private and public outputs,
namely the unobservable changes to financial reports asked to managers be-
fore the issuance (private output) and their final opinion (clear or modified)
which is publicly disclosed. Based on the auditor’s report, then the general
shareholders’ meeting approves the financial reports prepared by the board.
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All these professionals and bodies are not enforcers in a strict sense, due to
the impossibility to impose public sanctions, but they contribute to avoiding
irregularities in companies’ financial reporting and are legally responsible for
this. Indeed, markets generally perceive qualified or negative auditors’ opin-
ions as a risk increase on the company, with consequent negative reactions
(Chen et al., 2005; Menon and Williams, 2010), thus supporting the idea that
auditors can be deemed as “substantial” enforcers (Chen et al., 2005), being
on the front line in order to ensure high-quality financial reporting (FEE,
2001). In particular, auditors represent a fundamental link between the com-
pany level and the national enforcer, since they have to privately notify any
weakness found during their work to the national enforcement authority, which
uses this kind of data as an essential input from professionals with a high tech-
nical expertise. Additionally, it is to note that controls at a company level are
universally performed for each company under surveillance, while the moni-
toring activities performed at a country level involve a sample of companies
rather than addressing the entire population of listed companies each year.

The activity of the national enforcer is the centre of the accounting en-
forcement at a country level and its main feature is the authority’s ability to
enforce accounting errors and frauds by imposing the restatement of finan-
cial reports, giving sanctions to companies and managers, and activating
courts for the most serious cases. Typically, the enforcement process per-
formed by the national authority encompasses three stages. First, the author-
ity selects which companies to monitor (with unlimited or focused analyses)
based on sampling techniques, also considering the risk of misreporting
emerging from private and public auditors’ outputs and other sources (i.e.
press, financial market information, private enforcement actions). Second,
the authority performs an initial analysis and if needed it goes further by in-
teracting with the corporate managers and auditors to acquire additional in-
formation. Third, in case of identified irregularities, the authority takes an
enforcement action, ranging from a correction in future financial reports with
an eventual restatement to a corrective note, up to the reissuance of the whole
report in the worst cases (enforcement of information). In the most serious
cases, the authority can apply sanctions to managers, and take legal actions
leading to additional consequences in the judicial system. In some jurisdic-
tions (especially US), also private enforcers are very active subjects, origi-
nating private litigations to defend the investors’ interests against the com-
pany managers responsible for accounting errors.

Financial markets, as well as the press (and ultimately the public opinion),
use information from the above-described sources to assess the accounting
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quality and reliability of a company’s annual report and penalize companies
in case of misreporting.

In this perspective, corporate governance, auditing, and the national au-
thority represent three main components of the wider accounting enforce-
ment system. The enforcement activities performed within these subsystems
are subject to rules issued at a national and even at an international level (e.g.
EU directives) and are influenced by codes that can be voluntarily adopted
(e.g. national corporate governance codes). In the EU context, the auditing
activity is under the public oversight of national authorities coordinated at
the EU level by the CEAOB, a committee established for cooperation be-
tween national audit oversight bodies aimed at facilitating supervisory con-
vergence to ensure an effective and consistent application of the new EU
audit legislation throughout the EU. As previously illustrated, also the activ-
ity of the European national enforcers is increasingly coordinated at the EU
level by the ESMA through the EECS, the enforcement priorities and the
guidelines addressed to national authorities.

Overall, these considerations highlight the considerable complexity of the
accounting enforcement system emerging from this wide and comprehensive
view. We argue that the wide scope of this concept could be used by account-
ing studies that increasingly tend to recognize that accounting enforcement
1s not limited to the activities of the national authorities (Ewert and Wagen-
hofer, 2016) and also accords with the views on enforcement expressed by
policy makers and practice. The EU Commission in 2000 stated that:

“Enforcement comprises a cascade of different elements including (1) clear
accounting standards (2) timely interpretations and implementation guidance, (3)
statutory audit, (4) monitoring by supervisors and (5) effective sanctions. Each
of these must work efficiently: the system will be as strong as its weakest part in
delivering strong investor and creditor protection” (EU Commission, 2000, p. 8)

This wider concept seems based mainly on the substance of the objective
to pursue and is reflected also by the professionals’ point of view expressed by
the FEE (2001), which defines enforcement as all procedures in a country in
order to assure the proper application of accounting principles and standards
and identifies the following six levels of enforcement in the EU: (i) self-en-
forcement (preparation of financial statements); (ii) statutory audit of financial
statements; (iii) approval of financial statements; (iv) institutional oversight
system; (V) court (sanctions/complaints); and (vi) public and press reactions.

The strict links existing between the different subsystems are not only
formally stated, but also included in the operational recommendations of the
European Authority. Just to cite an example, the ESMA Guideline 5 (ESMA,
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2014) deals with the selection criteria for the regular monitoring activity of
the national enforcer and establishes that the risk approach implies “indica-
tions from the auditors of misstatements, whether in their reports or other-
wise, will normally trigger a selection of the financial information in ques-
tion for examination. Indications of misstatements provided by auditors or
regulatory bodies as well as grounded complaints should be considered for
enforcement examinations. On the other hand, an unqualified opinion from
an auditor should not be considered as proving the absence of risk of a mis-
statement. Enforcement examinations should be considered where, after pre-
liminary scrutiny, a complaint received appears reliable and relevant for a
possible enforcement examination.”

8.5. The broad accounting enforcement system in accounting
studies

The accounting literature has investigated the main three subsystems
composing the broad accounting enforcement system — namely corporate
governance, auditing, and national enforcement authority — within different
streams of research trying to explain their impact on financial reporting qual-
ity. This outcome is strongly connected to the general objective of the entire
process, which can be summarized in ensuring that corporate financial re-
porting complies with the requirements of laws, regulation, and rules.

Leaving aside the complexity of the interactions between the three sub-
systems, investigating the effectiveness of each of them would ideally re-
quire information on the total cases of misreporting (detected and unde-
tected) in order to understand the actual contribution of “gatekeepers” to con-
trast violations. Indeed, an accurate analysis of the role of company-level or
country-level enforcers should consider the entire universe of misstatements,
which are not strictly limited to violations discovered and enforced with pub-
lic disclosure of enforcement actions.

By contrast, accounting enforcement research has to deal with the intrin-
sic limitation that the actual outcome of the enforcement process is uncertain
and unobservable. Indeed, the universe of misreporting practices comprises
a variety of cases that are publicly disclosed, privately disclosed or unknown
depending on the timing of the violation discovery and on the materiality of
errors and irregularities (Figure 2).

513

Copyright © 2018 by FrancoAngeli s.r.l., Milano, Italy. ISBN 9788891786876



Figure 2 — Misreporting and data availability
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First, some irregularities can be corrected before the approval of the annual
report thanks to the monitoring activity of one or more of the three enforcement
subsystems. This can be due, for instance, to the controls performed by the
audit committee, to the dialogue between management and external auditors,
or to a pre-clearance by the national competent authority. This ‘tentative’ mis-
reporting is not publicly disclosed and, even if the financial market is fairly
informed, data on these occurrences would be very useful for research pur-
poses to investigate the impact of the enforcement system. Second, not all the
violations found are necessarily disclosed in public documents such as the en-
forcement actions or the auditor’s report. Indeed, only material irregularities
are disclosed in publicly available documents, which additionally can be
promptly communicated (e.g. restatements) to the market or produce conse-
quences only in future financial reporting. In-depth analyses by the auditors or
by the national enforcer can also end with the discovery of errors that are
deemed as not material and are only reported in private documents (i.e. unad-
justed errors found by external auditors communicated only to the national en-
forcer). Third, it is to recall that some cases of misreporting have not been
discovered or reported by the three levels of control, which can be more or less
effective, but undoubtedly cannot be completely unfailing.

Consequently, accounting studies follow two different avenues of enquiry
to provide insights into enforcement and its effectiveness: some of them in-
vestigate the influence of the enforcement process on the violations found,
even if their number does not necessarily correspond to the entire universe
of misreporting cases, while others look at the links between controls and
different features of financial reporting that are implicitly used as proxies of
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the overall violations. In this perspective, empirical literature investigates the
association with earnings management, which approximates misreporting re-
lated to recognition and measurement issues, or with compliance, whose
level is an indirect proxy for violations of rules regarding presentation and
disclosure. Figure 3 illustrates a simplified organizing model aimed at re-
flecting on existing literature by representing: (i) corporate governance, au-
diting and national enforcement authority, intended as accounting enforce-
ment subsystems; (ii) the violations, consisting in the misreporting cases
found by the national enforcer; and (iii) earnings management and compli-
ance, which represent two relevant features of financial reporting that can be
affected by company-level and country-level controls. We do not represent
here the market consequences of the enforcement process (briefly summa-
rized in Section 3), which are also used by archival studies as more indirect
proxies to measure financial reporting quality.

Figure 3 — The broad accounting enforcement system: an organizing model

NATIONAL
= EMNFORCEMENT .
AUTHORITY | ey, Urogd
et - a v-n..._" enforcement
o ™ N system
CORPORATE _ EXTERMNAL
GOVERNANCE ~ ALUDITING
> a
N — Vel D —— v |
\ —
i .. I
— — 5 o h
~ -
L_.- o o y
EARMINGS S 7
T T L. L T AP Sam— r
B e s COMPLIANCE
Financial
reporting
features
VIOLATIONS
DISCOVERED

Some of the relationships between the six blocks outlined in this figure
have already been widely investigated in accounting literature (green arrows
in the figure), while so far others have been under-researched (blue arrows)
or rather neglected (red lines) and in our opinion are worthwhile for further
research to advance our understanding of the effectiveness of the entire ac-
counting enforcement system.
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8.5.1. Studies on the corporate governance subsystem

A rich corporate governance literature examines the relation between cor-
porate governance characteristics and various accounting and auditing out-
comes; overall, its findings support the idea that ‘good’ audit committee and
board characteristics are associated with measures of ‘good’ accounting and
auditing and with more efficient internal controls (Carcello et al., 2011)*.
More specifically, the corporate governance mechanisms seem more effec-
tive in case of audit committees characterized by high financial expertise and
independence (Abbott et al., 2004), and in case of a relevant percentage of
independent directors in the board (Beasley, 1996; Dechow et al., 1996; Fich
and Shivdasani, 2007; Zao and Chen, 2008; Beasley et al., 2010). These fea-
tures are associated with a higher audit quality, measured through different
proxies (e.g. auditor type, auditor fee, going concern reporting, committee-
auditor cooperation), and with a higher financial reporting quality, intended
as a lower level of earnings management (Klein, 2002), or the absence of
fraudulent accounting (Beasley, 1996; Beasley et al., 2000) or restatements
(Abbott et al., 2004). Indeed, two early studies on the link between govern-
ance structures and financial reporting misconduct (Beasley, 1996; Dechow
et al., 1996) find that financial reporting misconduct (AAERs) is more likely
in firms with a greater proportion of insiders on the board of directors. Ad-
ditionally, misconduct is more likely when the CEO simultaneously serves
as board chairman, when the CEO is also the firm’s founder, when the board
does not have an audit committee, and when the firm does not have a signif-
icant outside blockholder (Dechow et al., 1996). Following the diffusion of
audit committees in listed companies and the consequent reducing variation
in key governance characteristics (Beasley et al., 2010), research on their
effectiveness shifted the focus on the impact of the audit committee charac-
teristics rather than of its existence (initially investigated by Beasley, 1996,
Beasley et al., 2000). Empirical evidence shows that the independence and
activity level of the audit committee (which approximates the audit commit-
tee diligence), as well as the presence of at least one member with financial
expertise in the committee exhibit a significant and negative association with
the occurrence of restatement (Abbott et al., 2004).

Some studies further explore the role of internal controls in contrasting fi-
nancial misreporting, finding that misconduct is lower in firms with a formal
internal audit function (Beasley et al., 2000; Coram et al., 2008) and that

4 On the contrary, Larcker et al. (2007) find that key dimensions of corporate gov-

ernance have little relation to a sample of accounting restatements.
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misconduct firms have fewer audit committee meetings until the financial re-
porting misconduct but those meetings increase substantially afterwards (Far-
ber, 2005).

A rich literature looks at the relation between corporate governance qual-
ity and earnings management, mostly measured through the accruals quality.
It finds that the quality of corporate governance is negatively associated with
earnings management (Klein, 2002; Bowen et al., 2008; Zhao and Chen,
2008; Naiker and Sharma, 2009, Dhaliwal et al., 2010), with a few notable
exceptions providing mixed results (e.g. Larcker et al., 2007).

Looking at accounting irregularities that do not influence earnings, it is
to note that the factors driving compliance or non-compliance have received
considerably less attention than those influencing earnings management or
voluntary disclosure, which are the foci of two vast streams of literature. A
limited number of papers, often focusing on a selected group of standards,
have investigated the corporate governance determinants of compliance find-
ing that stronger governance firms comply more fully with accounting stand-
ards’ disclosure requirements (Glaum et al., 2013; Cascino and Gassen,
2014; Verriest et al., 2013).

8.5.2. Studies on the auditing subsystem

Auditing research deals with the relation between audit quality and ac-
counting misconduct by ascertaining whether specific auditor’s features de-
crease the likelihood of events such as restatements or enforcement actions
(AAERs). Findings support the effectiveness of industry specialist auditors
(Romanus et al., 2008) and of the audit effort (Lobo and Zhao, 2013) in re-
ducing the likelihood of restatements, as well as the idea that some non-audit
fees can create an economic bond between auditor and client, thus lowering
the former’s independence and increasing the probability of a restatement
(Kinney et al., 2004). Archival studies on AAERs show that the likelihood
of irregularities decreases with higher client-specific knowledge (Carcello
and Nagy, 2004), revolving door hire (Geiger et al., 2008), and BigFive (Len-
nox and Pittman, 2010). AAERs themselves are also used as an audit quality
measure in auditing literature, even if their use in this sense is not that com-
mon, probably because they are rather infrequent (DeFond and Zhang, 2014).

An extensive auditing literature also looks at auditors’ ability to reduce
earnings management by examining competence-based and independence-
based explanations. These studies have shown a negative relation between
earnings management, mostly measured with the level of discretionary
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accruals, and various proxies of audit quality (Knechel et al., 2013), such as
Big N auditors (Francis et al.,1999; Kim et al., 2003), auditor specialization
(Krishnan, 2003; Balsam et al., 2003; Gul et al., 2009), auditor tenure (Myers
et al., 2003), audit size office size (Francis and Yu, 2009), and history of past
audit failure (Francis and Michas, 2012). Other studies investigate the role
of auditing in constraining earnings management using target-based
measures: overall, they confirm a negative association between opportunistic
reporting and audit quality proxied by auditors’ industry expertise (Reichelt
and Wang, 2010) and auditor tenure (Davis et al., 2009).

The relation between audit quality and compliance is addressed by a much
lower number of papers, which generally focus on one or more standards.
Their analyses of samples based in several national contexts show that the
audit firm size (measured by BigN) is positively associated with [IFRS com-
pliance (Street and Gray, 2002; Glaum and Street, 2003; Prather-Kinsey and
Meek, 2004; Glaum et al., 2013; Bepari and Mollik, 2015).

8.5.3. Studies on the national enforcement authority and the links be-
tween the three subsystems

Accounting enforcement literature (briefly summarized in Section 3) is
mostly focused on the US context and investigates different outcomes of
such monitoring process, including market effects that are generally used as
an indirect proxy for financial reporting quality. Studies looking at this rela-
tion on European samples confirm the influence of the enforcement level on
the informativeness of analysts’ recommendation revisions in case of an up-
grade (Charitou et al., 2018) and on the information content of earnings an-
nouncements (Bonetti et al., 2016).

Looking at the relationship between accounting enforcement and finan-
cial reporting quality, the majority of studies focus on the negative associa-
tion with earnings management (Cai et al., 2008; Houge et al., 2012) and
managerial discretion (Glaum et al., 2018). By contrast, there is a paucity of
research on the intensity and the effectiveness of accounting enforcement in
terms of compliance, especially on non-US samples (Glaum et al., 2013).

So far, accounting research seems to have devoted more attention to the
relationship between one of the three enforcement subsystems and various
measures of financial reporting quality than to the links existing between cor-
porate governance, external auditing, and national public enforcement. This
kind of association between subsystems has been explored in corporate gov-
ernance literature to shed light on the role of different bodies involved in
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corporate governance; indeed, most studies on the internal audit function (IAF)
address how it provides assurance to the board, executive management, and to
external auditors regarding the corporate governance practices (Anderson and
Christ, 2014). In this perspective, IAF serves as a resource to each of the other
three parties responsible for corporate governance (i.e., the external auditor,
the audit committee and management) (Gramling et al., 2004) and the interac-
tions such as the extent and frequency of meetings between the IAF and the
audit committee is associated to corporate governance quality.

Literature and auditing standards recommend that in the relationship be-
tween IAF and external auditors, the latter evaluate the objectivity, compe-
tence, and work performed by the internal auditor when determining the IAF
reliance and research suggests that these three factors interact with each other
and with other elements when the external auditor decides on IAF reliance
(Bame-Aldred et al., 2013).

The links between external auditors and national enforcement authorities
are often acknowledged, for instance by stressing that the auditor’s report is
an essential input for the national enforcer and by considering the latter’s
proactivity (Christensen et al., 2017; Quagli et al., 2018); however, they are
scarcely explored by empirical studies in terms of interactions between dif-
ferent kinds of enforcers. Auditing and enforcement are increasingly consid-
ered together in enforcement measures (Brown et al., 2014), but their relative
weight is not based on detailed analyses of their relationships yet. Even au-
diting literature investigating the association between audit quality and en-
forcement actions uses AAERs as a proxy of financial reporting quality ra-
ther than as a measure aimed at improving our understanding of the interplay
between the two actors.

The interactions between the three subsystems provide very interesting
and challenging research opportunities to get a more advanced understanding
of a system whose complexities are largely unaddressed by existing litera-
ture. This direction also accords with the need increasingly voiced by corpo-
rate governance literature to consider both country- and firm-level corporate
governance mechanisms in the debate about the effects of governance on the
quality of financial reporting (Aguilera et al., 2015; Bonetti et al., 2016).

In our opinion, another relevant unaddressed issue regards the links be-
tween different measures of financial reporting quality; for instance, the re-
lationship between compliance and earnings management, which is consid-
erably more studied by empirical accounting literature even if a faithful rep-
resentation of economic phenomena includes both words and numbers. We
also know very little about the focus of interest of the three enforcement sub-
systems, there is scarce evidence on whether auditors and national authorities
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are devoting more attention to disclosure compliance or to irregularities in-
fluencing accounting figures. Addressing this question could provide a sig-
nificant contribution to improve our understanding of the relative roles of the
different subsystems in enhancing financial reporting quality.

8.6. Directions for future research on accounting enforcement

This paper reflects on accounting enforcement proposing to enlarge the
scope of current research on the topic to a wider system including corporate
governance mechanisms, external auditing, and the national enforcement au-
thority. This view is based on the idea that the common objective of avoiding
irregularities in corporate financial reporting is pursued in different ways by
each of these three subsystems, which are characterized by many specific
features as well as complex interactions.

This perspective seems particularly interesting in the current European sce-
nario, in which the three enforcement levels are increasingly influenced by su-
pra-national regulatory and coordination efforts but national differences still ex-
ist, even after the mandatory adoption of a single set of accounting standards.

Accounting literature addressed enforcement issues initially focusing on the
national enforcement authority and showing that the intensity of enforcement
has relevant consequences in terms of market effects and financial reporting
quality. These findings are based on enforcement measures that are increasingly
taking into account dynamic proxies and the contribution of different actors to
the enforcement process (i.e. external auditors, and national enforcement author-
ities), with an evolution that in our view has still room for further developments.

In this perspective, we propose to adopt a wider concept of accounting en-
forcement system — encompassing corporate governance, external auditing and
national enforcement authority — to capture the complexities of the activities and
interactions between actors monitoring the adherence of financial reporting to
accounting regulation. This view, which seems also in line with the positions
expressed by practice and policymakers on the topic, can support enforcement
research by identifying gaps that could be addressed by future research and by
providing useful insights to further improve enforcement measures.

In pursuit of these objectives, we briefly reviewed prior accounting stud-
ies within an organizing model consistent with this enlarged view and based
on this literature we make some observations aimed at supporting future re-
search on accounting enforcement.

We found that existing literature is mostly focused on every specific sub-
system and explores its effectiveness by studying the association between its
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features and financial reporting outcomes, such as financial misconduct dis-
covered by the national enforcement authority or financial reporting quality,
generally measured by earnings management proxies.

Less attention is devoted to the association with the level of compliance,
as well as to the relationships between the three subsystems, which have spe-
cific inputs, activities, and outputs that are often intertwined or strictly con-
nected. Additionally, there is a paucity of research addressing which finan-
cial reporting features are actually mostly monitored by the three subsystems
(e.g. disclosure compliance or earnings manipulation). These unanswered
questions provide excellent opportunities for future accounting research,
which could progressively remove the simplifications adopted by early en-
forcement literature to account more and more for the actual complexity of
accounting enforcement.

This perspective can be applied also to the enforcement measurement,
which could be further improved by considering a proxy summarizing the con-
tribution of the three subsystems to enforcement effectiveness. A more com-
prehensive proxy, whose components can be used also separately, could be
extremely useful for comparing the level of enforcement between different
countries. The construction of this proxy should build on a further develop-
ment of enforcement studies in the above-described directions, given that only
an improved understanding of the complexity of the system can be the basis
for the proposal of new proxies. It is to point out that an evolution in enforce-
ment measurement can be of interest not only to the academic community but
also to policymakers and oversight authorities, who are increasingly interested
in tools for monitoring enforcement quality and convergence.

Overall, these directions for future research highlight the need to pull re-
search out of narrow disciplinary silos to provide a more comprehensive view
of complex phenomena and to build a broader and deeper focus on challenging
problems that are of crucial importance for policy-making and for the whole
accounting community. This approach could seem in contrast with the pro-
gressive specialization of our studies but could be particularly helpful also con-
sidering that some methodological issues are relatively similar in different
streams of literature, for instance the challenges of enforcement studies fo-
cused on the national authority recall issues that have been already addressed
—and are still under investigation — by auditing research (Gaynor et al., 2016),
which is characterized by a recursive relation between audit quality and finan-
cial reporting quality.

We acknowledge that some of these gaps in the literature are also due to
serious issues of data availability, that cannot be completely removed due to
the inherent characteristics of the enforcement process. It seems also evident
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that researchers devoted more attention to topics for which more data were
available, often focusing on data accessible through databases instead of data
requiring hand-collection. For the future, we think that researchers could ad-
dress this issue in different ways. First, in our view it is important to note
that accounting enforcement is not amenable to a unique research methodol-
ogy; for instance, the complexity of the relations between many actors pro-
vides opportunities also for qualitative research methods (e.g. case studies)
that do not require extensive datasets on very large samples. Then, the in-
creasing scrutiny from public authorities on the wider enforcement system is
likely to have a positive impact also in terms of data availability thanks to
oversight surveys and reports (ESMA, 2017). Finally, we think that research-
ers could engage with oversight authorities to contribute to their activity
through research support, with positive consequences in terms of data avail-
ability and research impact on relevant accounting issues.
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