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Abstract

This study examines the macro and micro level detents of the quality of reported
earnings. The prior literature suggests that butbro and macro variables impact on
discretionary accruals choice in managing earningsowever, most of the studies on
earnings management have been single country sttiokeé have focussed only on micro
variables as all firms within the samples examihade been subject to the same interplay of
macro economic, legal, cultural and institutiomalieworks. This study addresses this gap
in the literature by using a sample of 156,906 fy@ar observations from 63 countries over
the period 1998-2007 to examine the role of thirtemicro and macro variables in
determining earnings quality.

The macro variables studied include legal enforcgpmlitical system, and control
of corruption, culture and adoption of IFRS. Eagsinmanagement is estimated using the
modified Jones model (Dechow et al. 1995) in axsextion (DeFond and Jiambalvo 1994;
Francis et al. 1998).

The results of the study indicate that macro ancranlievel variables have a strong
impact on earnings management behaviour and thhagiga quality. The limits imposed by
a country’s legal, cultural and institutional segtion managerial discretionary accruals
choices, strongly impact the quality of reportedngays. Future research on earnings

management should therefore control both microraadro level variables.

Vi



Contents

Table of Contents

Declaration on Sources

Acknowledgement

Abstract

Table of Contents

List of diagrams and Tables

Chapter One:

11
1.2
1.3
1.4
1.5
1.6
1.7

Chapter Two:

2.1

2.2
221
2211
2212
2213
2214
2.2.15
222
2221
2222
2.2.2.3
2.2.3
2231
2.2.3.2
224
2241
2.24.2
2.2.5

Introduction

Introduction
Background of the study

. Significance of earnings management

Earnings management and macro governance
Earnings management and micro governance
Motivation of the study

: Structure of the thesis

Literature Review

Introduction
Earnings management incentives

. Socio-political incentives
: Degree of enforcement
. Institutional setting
. Political system
. Perceived corruption
. National culture
. Capital market incentives
. Avoidance of reporting loss or earnings decrease
. Capital market transaction incentives
. ‘Beat or meet’ forecasts
. Contractual incentives
. Debt contracts
. Performance based compensation contracts
. Regulatory incentives
. Industry-specific regulation
. Anti-Trust and other regulation
. Industry sectoral differences

vii

Page

Vi

Vil

Wi

15
18

20

22

22

23
24
26
28
30
32
35

35

39

41
43
43

47

47
48

50

45



2.2.6
2.3
2.4

. Adoption of IFRS
. Constraints on earnings management
: Summary

Chapter Three: Research Question Development

3.1

3.2

3.2.1
3.2.2
3.2.3
3.24
3.2.5
3.2.6
3.3

3.3.1
3.3.2
3.3.3
3.34
3.3.5
3.3.6
3.3.7
3.4

Introduction
Macro governance and earnings management

. Enforcement and earnings management

. Institutional settings and earnings management
. Political system and earnings management

: Corruption and earnings management

. Culture and earnings management

. Adoption of IFRS and earnings management

Micro governance and earnings management

. Initial public offerings and earnings management

. Debt contracts and earnings management

. Performance based compensations and earnings nma@aige
. Audit quality and earnings management

: Board size and earnings management

. Board effectiveness and earnings management

: Ownership concentration and earnings management

: Summary

Chapter Four: Research Design

4.1
4.2
42.1
4.2.2
4.2.3

4.3
4.4

4.4.1

4.4.2

4.5

4.5.1

4.5.2

4.5.3
45.3.1
4.5.3.1(i)
4.5.3.1(ii)
4.5.3.2
4.5.3.2(i)
4.5.3.2(ii)

Introduction

: Overview of research design

: Macro governance and earnings management

. Micro governance and earnings management

. Joint effect of micro and macro governance and iegsn

management

. Control variables

. Sample selection and data collection procedure
. Study period

: Sample selection

. Operationalisation of the constructs

: Macro governance

. Micro governance

: Earnings management

: Aggregate accruals model

: Jones (1991) model

Modified Jones (Dechow et al. 1995) model

. Cross-sectional models
. Cross-sectional Jones model

Cross-sectional modified Jones model

viii

51
52
57

58

59
60
62
65
66
69
70
71
73

74

77
79
80
81
83

84

86

86
88
90

90
91
95
95
97
98
98
101
102
105
107
107
109
109
110



4.5.3.3
4.6
4.6.1
4.6.2
4.6.3
4.6.4
4.7

4.8

: Measuring total accruals
. Analytical procedures
: Step one: Data collection and descriptive stasistic
. Step two: Computing discretionary accruals
. Step three: Regression analysis
. Step four: Robustness tests

Research questions

© Summary

Chapter Five: Analysis of the Results

5.1
5.2
5.3
5.4
5.5
5.5.1
5.5.2
5.6

Chapter Six:

6.1
6.2
6.3
6.4

Introduction
Univariate analysis
Discretionary accruals

. Test of the research questions

Robustness tests

. Using cross-sectional Jones (1991) model
. Deleting smaller countries
: Summary

Conclusion

Introduction

Summary of the research findings

Implications of the study
Limitations of the study

112
113
113
114
114
114
115
117

122

123
123
125
126
175
175
176
177

178

179
179

181

182



List of References

Appendices

Appendix A
Appendix B
Appendix C
Appendix D

Statistical output

Definition of financial number games

Brief Sketch of empirical studies on earnings mamagnt
Robustness test

List of Diagrams and Tables

Diagrams

11
1.2
4.1

Tables

4.1
4.2
4.3
4.4
4.5
4.6
4.7

5.1 Panel B

5.1 Panel C

5.1 Panel D :

5.2
5.3

5.4()
5.4(ii)

5.4(iii)

5.1 Panel A :

. The distinction between fraud and earnings manageme

Motivation for the study
Conceptual model

Panel A: Sample selection

. Operationalisation of explaining constructs (macro)
. Operationalisation of explaining constructs(micro)

Research designs from the earnings managemeatuiter
Discretionary accruals models

: Summary of research questions

List of variables
Sample distribution by country and year

: Measures of macro governance variables for theoG8tdes in

the study

: Measures of micro governance variables for thedaftries in

the study

Pearson Correlation on macro and micro governaadabies
with DACCR

Descriptive statistics

Estimation of the parameters of total accruals rhfwdehe full
Sample

Regression analysis of discretionary accruals juidicial
independence

Regression analysis of discretionary accruals eiittorcement
of securities laws

Regression analysis of discretionary accruals piittection of

183

212
220
221
227

18
88

97
99
101
103
106
116
118
212

214

216

218
219

126

129

130



5.4(iv)
5.4(v)
5.4(vi)
55
5.6
5.7
5.8
5.9(i)
5.9(ii)
5.10

5.11
5.12

5.13())
5.13(ii)

5.14()
5.14(ii)

5.15(i)
5.15(ii)
5.16(i)
5.16(ii)
5.16(iii)
5.17
5.18
5.19

5.20

minority shareholders interest

Regression analysis of discretionary accruals witforcement
of accounting and auditing standards

Regression analysis of discretionary accruals wikh of laws
Regression analysis dfscretionary accruals with press freedo
Regression analysis of discretionary accruals imghitutional
setting

Regression analysis of discretionary accruals patlitical
system

Regression analysis of discretionary accruals wattuption
Regression analysis of discretionary accruals wifture
Regression analysis of discretionary accruals adtbption of
IFRS

Regression analysis of discretionary accruals adtbption of
IFRS and macro governance

. Regression analysis of discretionary accruals imitial public

offerings

. Regression analysis of discretionary accruals dabt contracts
: Regression analysis of discretionary accruals pétiormance

based compensations

Regression analysis of discretionary accruals auttit quality
Regression analysis of discretionary accruals autthit quality
and macro governance

Regression analysis of discretionary accruals tadthrd size
Regression analysis of discretionary accruals atérd size and
macro governance

Regression analysis of discretionary accruals atéard
effectiveness

Regression analysis of discretionary accruals atéard
effectiveness and macro governance

Regression analysis of discretionary accruals aathership
concentration

Regression analysis of discretionary accruals axthership
concentration

Regression analysis of discretionary accruals axthership
concentration and macro governance

Using cross-sectional Jones (1991) model: Regnessialysis
of discretionary accruals with macro governance

. Using cross-sectional Jones (1991) model: Regrmessialysis of

discretionary accruals with micro governance

: Deleting small countries: Regression analysis aicrditionary

accruals with macro governance

: Deleting small countries: regression analysis cfcigtionary

accruals with micro governance

Xi

131

132

133
134
137
140

143

145
147
149

151
153

155
157

159
161

163

165

167

169

172

174

227

228

229

230



Chapter One

Introduction

11

1.2

1.3

1.4

1.5

1.6

1.7

Introduction

Background of the study

Significance of earnings management
Earnings management and macro governance
Earnings management and micro governance
Motivation of the study

Structure of the thesis




1.1 Introduction

This study examines the macro and micro-level dateants of earnings
management. Most studies on earnings managemeempttto identify firm
attributes affecting earnings management by anajyzross-sectional variation in
earnings qualityin a single country setting, that is, where aln operate under the
same institutional, economic, and regulatory areamgnt. While this approach has
merit, it ignores the context in which accountimformation is produced in that it
fails to capture the role of macro variables sushude of law, economic freedom,
press freedom, degree of corruption, level of augtofessionalism, effectiveness of
securities market oversight bodies, and rigor of éamforcement (both securities law
and other laws). Therefore, the present study dedls a multi country sample of
156,906 firm year observations from 63 countried Hus permits investigation of
the impact on earnings quality of both firm leveldacountry level variabl@s As
such, the present study extends and complementsadbeunting literature that
examines the association between governance qualitg firms’ earnings
management practices.

The remainder of this chapter proceeds as folldvextion 1.2 outlines the
background of the study. Section 1.3 discusses digaificance of earnings
management. Sections 1.4 and 1.5 discuss the nelevaf macro and micro
governance on earnings management. Section 1.6sdiss the motivation for the

study and, finally, Section 1.7 sets out the stmecof the thesis.

1 In the accounting literature, the terms, earnongaity, and accounting quality are interchanggaised.

2 In the accounting literature, the terms firm leaad micro governance and country level and mageernance are

interchangeably used.



1.2 Background of the study

Financial statements prepared by business orgamsatre expected to provide
information relevant to users making investmentiugeimg and other decisions. To be
useful, these statements should be prepared omakis of accounting principles
generally accepted in the country or jurisdicti@A@P) where the firm is based or
where its securities are listed. GAAP in any jucefidn provides a degree of latitude
in allowing firms to selectively use principles apbcedures in accounting for and
reporting firm performance to stakeholders. Mansigeave information advantage
over the users of accounting information and they use this advantage in selecting
the procedures for estimation and even the timmdylanguage of disclosure to suit
their own short-term goals, often to the detrimegithe long-term value of the firm.
This potentially decreases the value of accourdm@ relevant and credible form of
communication. Opportunistic use of this discretien described as “earnings
management”, in which managers choose reportindhadst and estimates to bias
accounting numbers by masking true firm performamdeleast two aspects of the
debate on alternative accounting policy choiceralevant at this poinODne whether
choice in accounting should exist at all, that lsether managers should be allowed
to choose a method to account for an underlyingqh@wic event from a pool of
methods - all of which are regarded as beingilegie?Twao, whether the existence
of choice per sehas a link to managerial opportunism in the forfearnings
management (Houlthausen and Larker 1996). Unfortlyaneither aspect of the
accounting policy choice debate has been resoliledugh in recent years regulators
appear to prefer fewer choices over more. In regaydeporting flexibility, Mulford

and Comiskey (2002) believe flexibility is esseht@mallow accounting numbers to
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reflect the often varied underlying economic subsgaof the transactions undertaken
by firms even within the same industry. The US SEClearly in favour of fewer
options while many IASB standards still allow chescIn spite of the recent wave of
global convergence of accounting standards, it agspdikely that legitimate
accounting choices will remain a fact of life.

Besides the existence of choice in accounting,uatcaccounting of itself
creates opportunities for earnings management. piecipal goal of accrual
accounting is to help stakeholders assess an’'sngitpnomic performance through
the use of a number of accounting principles sushrevenue recognition and
matching (FASB 1985). However, accrual accountisgften subjective, leaving
room for managerial discretion and hence a potefdgramisuse. Thus, on the one
hand, accrual accounting is expected to enhancealie of accounting information
by improving relevance and allowing managers taeslilaeir private knowledge of
the firm with outsiders. On the other hand, thejettivity involved in accrual
accounting could allow managers to be opportunestid mislead investors in order
to acquire private gains. Therefore, understandiagnings management requires
understanding managerial intent. It is importanhtde that neither the existence of
accounting alternatives nor application of the aatbasis of accountinger seresult
in earnings management. Rather it is the managetaht behind using a particular

discretion that may result in earnings managemduatford and Comiskey 2002).



Diagram 1-1: The distinction between fraud and earings management

The Distinction between Fraud and Earnings Management

Accounting Choices “Real” Cash Flow Choices

Within GAAP
- Overly aggressive recognition
of provisions or reserves
- Over valuation of acquired in
process R&D in purchase

- Delaying sales
- Accelerating R&D or
advertising expenditures

“Conservative

acquisitions
Accounting” 9

- Overstatement of
restructuring charges and asset
write-offs

“Neutral Earnings” - Earnings that result from a
neutral operation of the
process

- Understatement of the
provision for bad debts

- Drawing down provision or
reserves in an overly aggressive
manner

- Postponing R& D or
advertising expenditures
- Accelerating sales

“Aggressive
Accounting”

Violates GAAP

- Recording sales before they
are “realizable”

- Recording fictitious sales

- Backdating sales invoices

Accounting” - Overstating inventory by

recording fictitious inventory

\ v Source : Dechow & Skinner (2000 :239)/

Dechow and Skinner (2000) makes explicit referetacéhe lack of a clear

“Fraudulent

definition of earnings management in both the acadend professional literature.
They offer their own view on how different types wfanagerial choices can be
characterized, as reproduced in Diagram 1-1. Academsearch on earnings
management has focused much on identifying varimegntives for earnings
management and how to appropriately measure thedgea’ portion of reported
earnings. Recent research has further extenddabtinraary of earnings management
to identify factors that constrain earnings manag@mbehavior of corporate
managers.

The bulk of the research on earnings managementbéas conducted on

countries with more effective governance mechanigmplace. Few studies have



focussed on emerging markets where it is relativedgier for management to
expropriate minority shareholders’ interest becanfséack of effective governance
structure such as dispersed ownership, indeperuganids, independent auditors,
existence of active takeover markets, and highatityudisclosure. Moreover, the
extant literature focuses mainly on firm-level detmants of earnings management
and thus largely ignores cross-country variatioe ¢ macro governance factors.
Only a handful of studies have been undertakenxtonee the possible effect of
political, cultural, and institutional governanceechanisms on earnings quality at a
county level. This study aims to fill this gap inetliterature by investigating the
impact of macro as well as micro governance faaarsarnings management from a

global perspective.

1.3 Significance of earnings management

Accounting numbers are extensively used in writbogitracts between and among
stakeholders, most of whom are external to the.firhey do not have physical or
direct access to the day-to-day operations of tgniess and rely heavily on the
accounting numbers produced by the accounting nmétion systems, certified by
directors and verified by auditors. Since the semvork of Beaver (1968&nd Ball
and Brown (1968), much evidence has accumulatedvisigothat accounting
numbers have information content, albeit of difféarenagnitudes. The very
functioning of financial markets involving trillienof dollars of transactions every
day critically depends on the credibility of accong numbers underlying those
transactions. Therefore, the need for high qualftyaccounting numbers in general

and accounting earnings in particular cannot beremphasized. The high profile
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accounting scandals of the last decade emphasesehith reliance of global
capitalism on the veracity of the financial statetseof publicly held corporations.
There is a relatively long history of debate bemveegulators, auditors, and
academic researchers on the potential threat ofregy management that reduces the
quality of financial reporting (La Porta et al. 299

“Earnings management” has been a key concern diAiBB, FASB, AICPA,
PCAOB and other regulatory bodies and is the cerdgeson behind many aspects of
accounting regulation (Sarbanes Oxley Act 2002)mipacts on the confidence of
investors and other actors in all financial markétsrecent years there has been a
heightened emphasis on corporate governance isM@s. countries have either
adopted SOX-type rules for the corporate sectoregislated similar provisions to
improve accountability and transparency. Howevemstmregulators have not
addressed or are powerless to address the polgmatrnance prevailing in their
countries. Accountability and transparency at tleem governance level has largely
escaped scrutiny. This study reflects the view itmg@irovement in accounting quality
cannot be achieved by effecting reforms in corgorabardrooms alone. It is
therefore important to work on the political (mgcgmvernance framewonkis-a-vis
corporate governance if improvement in accountinglity is to be made. For this
reason, this study contributes to the literaturenlegrporating a comprehensive set of
governance (both micro and macro) variables onnapkadrawn from across the
globe. The concept of earnings quality relates teparers understanding the
economic substance of a transaction, and thenctefteit without distortion in the
books of the firm. However, this is not always mgie task, as accounting rules are

not always black and white, and with transactiossoming ever more complex. The
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CFO, an expert in the management of process, témiyand resources has a key
role in a company’s decision-making process to g@idd shape decisions that make
better sense of transactions within the contexG&{AP and regulatory reporting
requirements.

While managing the underlying operations of aitess to achieve a desired
outcome or to hit an earnings target is entirelprapriate; managing earnings
estimates to hit earnings targets however, is noaeeptable means. The IASB,
FASB, AICPA and other regulatory bodies continue pimvide guidance and
direction to ensure that the financial reportingmoaunity report high quality
earnings and provide the necessary disclosuresaiolethe investing public to make
better informed decisions. One way of doing thishimugh the creation of a robust
performance measurement system incorporating biodndial and non-financial
measures that not only measure the current perfarenand position but are also
predictive of future conditions in the business.oting and understanding key
metrics in a company can lead to better decisiokimgaand reporting, and thus
higher quality of earnings. Having an effectivelgavarning system in place could
obviate any need for managing earnings.

Healy and Wahlen (1999) define earnings manageragrthe alteration of
firms’ reported economic performance by insiders dather “mislead some
stakeholders” or to “influence contractual outcorhdhe disclosure of “true and
fair’ financial earnings is crucial to corporate vgonance because it provides
outsiders with a basis to monitor their claims amcercise their rights (OECD
Principles of Corporate Governance 1999). The itices to misrepresent firm

performance through earnings management arisetfiernonflict of interest between
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the firms’ insiders and outsiders. As Jensen andkitey (1976) point out, insiders
have an incentive to use the firms’ resources\vag that benefits them, possibly at
the expense of outsiders. In the presence of axgerarnings management, financial
reports inaccurately reflect firm performance andsequently the ability of outsiders
to monitor the performance of the firm is weakerBuak ability of insiders to acquire
private control benefits is limited by an expli@istitutional framework, through
corporate governance mechanisms and the legalnsysterotecting the interests of
outside minority shareholders (Shleifer and Vish897; La Porta et al. 2000).

The majority of studies on earnings managemenparirmed at firm level,
within one country. Typically, the research invgates the relationship between
corporate governance settings and earnings manage(Reasnell et al. 2000;
Beasley 1996; Klein 2002; DeFond and Jiambalvo 19B&cently, several studies
have compared macro governance settings and maeagepractices across
countries (Leuz et al. 2003; Francis and Wang 20B8&pr research suggests that
greater legal protection of outside investors iases insiders’ costs of diverting firm
profits or assets (Shleifer and Wolfenzon 2000;e€$&ns et al. 2000a; Nenova
2000). Consistently, Leuz et al. (2003) find a #igant negative relationship

between outside minority protection and earningaagament.

1.4 Earnings management and macro governance

Reports of earnings management frequently appeathén financial press. The
Financial Times (June 19, 2004) reports that UK ganies were less likely to use
aggressive accounting practices to manage themirgg than a few years ago

because of changes in the corporate environmeig.r€port preliminary finding by
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John Collier, chief executive of the Institute dfatered Accountants in England and
Wales, the threat of aggressive earnings managecoeiid increase when financial
markets start to heat up again. Many corporateoredgnts interviewed by Mr.
Collier complained of the considerable pressureé toanpanies remained under to
meet market expectations, for fear of being labiEllenreliable” by analysts. Bonuses
are also cited as a cause of aggressive earningaga@ent. In September 1998, UK
accounting standard setters attempted to limit uee of provisions as a profit
manipulation device. The Accountant (November B8)Yeports this event with an
article titled “Standard-setter bans ‘big-bath’ @aecting.” By depressing profits in
good years and bumping up the bottom line when dime bad, over-generous
provisions are a classic creative accounting defacesmoothing earnings. In good
years UK companies made excessive provisions tordueorganizations, and later
fed those provisions back into income.

Prior academic literature tends to argue that lgighlity investor protection,
strong legal enforcement, and a common law legategy are fundamental
determinants of high-quality financial statemenmiers (Luez et al. 2003). This
study contributes to a growing literature that exs® how a country’s corporate
governance model, legal system and the existercte@fiorcement of laws, and other
institutional factors affect the quality of repattBnancial information.

Consistent with Kothari (2000), this study argueat the quality of financial
information is a function of both the quality of catinting standards and the
regulatory enforcement of the standards that issongovernance. In line with Ball et
al. (2003), the present study argues that a counwttly high-quality accounting

standards would or does not necessarily have highitg reported financial
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information. However, it is extremely unlikely that country with a low-quality
accounting and disclosure system would have higliityu reported financial
information, even though it has strong investortgetion and legal enforcement.
Hung (2001) examines the relation between accreabumting and the value
relevance of accounting measures in countries diffilerent levels of shareholder
protection. She finds that stronger shareholdeteptmn improves the effectiveness
of the accrual system. She argues that accruabiatiog provides better matching of
revenues and expenses than cash accounting anefotleermakes accounting
information more value relevant. However, accruadoainting also presents more
opportunities for managers to manage earnings @amtehmay cause accounting
information to be less value relevant. She preditéa$¢ weak shareholder protection
will attenuate this negative impact.

Hope (2003) investigates the relation between tbeuracy of analysts’
earnings forecasts and the level of annual repsdasure, and the relation between
forecast accuracy and the degree of enforcemeatajunting standards. He finds
that firm-level disclosures in annual reports aosifively associated with analyst
forecast accuracy, suggesting that such disclospregide useful information to
analysts. Using a comprehensive measure of enfemgnhe finds that strong
enforcement is associated with higher forecast racgu He concludes that
enforcement encourages managers to follow prestrseounting rules, which in
turn reduces analysts’ uncertainty about futureiegs.

A potential question is why managers would choaséopenly” manage
earnings if it could have negative effects on inwes willingness to hold shares. In

some cases, it may result from managers creatim@cdy for personal gain.
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However, it is important to note that earnings ng@maent, even if it reduces
investors’ willingness to trade, may be optimal foe firm. For example, in many
countries stakeholders other than shareholderangpertant and this may create
incentives to manage earnings. Labour unions,rfstance, may create incentives to
manage earnings because high profits attract greatepensation demands while
losses create concerns about viability. Similaflyns may manage earnings to
reduce perceived risk and attract lower interetg@sran debt, lower taxes or reduce
political costs. Dichev and Tang (2005) suggest #&nings management is a
function of matching and could enhance transpareviule research such as Leuz et
al. (2003) argues that opportunistic smoothing ceduransparency. Similarly, this
study expects that both factors may be at work ractce, with innate earnings
management increasing transparency and discreyi@naoothing increasing opacity.
While the former effect may dominate in US settingbere governance tends to be
relatively strong, this study expects that the elateffect may be particularly
pronounced in certain country settings where ingestto manage earnings may be
relatively strong and oversight relatively weak.

This study seeks to identify the effects, if any,nobacro governance, in
particular, country level governance on earningsiagament. It views rule of law,
press freedom, judiciary independence, institutiesdtings, political systems, and
corruption as constituents of “macro-level goveosh Macro-level governance
prescribes desirable modes of wielding politicabreomic, or other forms of power.
This study postulates that the potency of such satepends upon the effectiveness

of prevailing macro level governance in a soci€gor political governance breeds
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corruption and this in turn is likely to impede guation of high quality accounting

numbers. This leads to the question:

“Does macro governance influence earnings managemen

1.5 Earnings management and micro governance
‘Earnings management’ is a form of earnings maripah that is likely to reduce the
quality of earningsthat interference with the estimation process terepresent
reality is, by definition, poor qualityThis relation is empirically established in the
literature (Francis and Wang 2008; Hope et al. 200@ng et al. 1994; Ali and
Hwang 1995; and Cheng et al. 1997). When mangeraagea earnings for
opportunistic purposes, accounting earnings becaness dependable measure of a
firms’ financial performance. Accordingly, it is gtifiable to use earnings
management as an indicator of the quality of egsin

Accounting earnings are more dependable and coas#ywf higher quality
when managers’ opportunistic behaviour is contdbllesing monitoring systems

(Wild 1996; Dechow et al. 1996). Klein (2002b) dPelasnell et al. (2000a) show that

3 Managers have some degree of flexibility andréisan in reporting their financial performance ahéy may use it either
opportunistically to manage earnings (Christie Zimdmerman 1994) or they may use it to communicaieate value-relevant
information about the firm’s future performancer(@s 1991; Healy and Palepu 1993). However, mudheogxtant literature
finds that earnings management is carried out #ithintention of either misleading financial staggmusers or of biasing
contractual outcomes that depend on accountinginggrn Recent studies have provided evidence ofnigemcreasing

opportunistic earnings management related to Inptigolic offerings (Teoh et al. 1998a; Teoh et #98), seasoned public
offerings (Teoh et al. 1998b), stock financed asitjons (Erickson and Wang 1998), meeting analgshiags expectations
(Payne and Robb 2000; Burgstahler and Eames 26@8)ting management forecasts (Kasznik 1999), aoiliag earnings

decreases and losses (Burgstahler and Dichev 1BQ&@jnples of settings leading to income-decreasargings management
include management buyouts (DeAngelo 1988; Perdy\dilliams 1994), executive compensation (Healy3;38olthausen et

al. 1995), and appeals for import relief (Jones1)9%his body of research has found convincing @vig of opportunistic

earnings management in settings where strong iivesrib manage earnings exist.
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monitoring attributable to micro or firm-level gavance reduces managements’
capacity to manage earningblonitoring attributable to firm-level governancash
the capacity to improve the dependability of acdmgnearnings; and therefore,
increases the quality of accounting earnings. Mgogernance also helps investors
by aligning the interest of managers with the iesés of shareholders and enhancing
the dependability of financial information and thégrity of the financial reporting
process (Watts and Zimmerman 1986he results of Gul and Tsui (2001) support
the effectiveness of micro governance as a mongosystem. Given that earnings
management is negatively related with micro goveceaand that micro governance
is positively related with the integrity of the &incial reporting process, it is then
justifiable to also use micro governance as ancatdr of the quality of accounting
earnings.

If micro governance and/or earnings managementawgpithe explanatory
power of accounting earnings, then the results Ishsupport the proposition that
investors use other value relevant information. (mécro governance and earnings
management) to assess earnings quality. Therettlis ¢uidance on how micro
governance impacts on the quality of accountingiiags. Prior research offers no

comprehensive theoretical explanation for the mdenings management tends to

4 Micro governance is a system used to achieve @injectives and monitor performance (OECD 1999)odsmicro-level
governance should align the objectives of managemith the objectives of shareholders (Cadbury re@892; OECD 1999)

and should facilitate effective monitoring, theremcouraging managers to use resources more affic(©ECD 1999).

5 Micro governance’s primary objective is not toedtly improve corporate performance, but to resagency problems by
aligning management’s interests with the interestshareholders (Maher and Andersson 2000). A laeggnent of the firm-
level governance literature focuses on directlkilig firm-level governance to corporate performarempirical results from

the literature are mixed and indecisive (Lawrerme &tapledon 1999).
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play in the micro governance-earnings managemdatiaeship. As a result, the

second relevant question is:

“Does micro governance influence earnings managemeti

1.6 Motivation of the study
The aim of the proposed study is to examine theaohpf governance on accounting
quality across national boundaries. For the purpbskeis study, accounting quality is
measured by discretionary accruals (DACER) its attempt to explain managerial
discretion on accruals’ choice, earnings managemesgarch to date has mainly
focused on specific characteristics of a firm inlohg its governance. In her seminal
work on examining managers’ accrual choice behawones (1991) finds that
managers decrease earnings through earnings maeaigetaring import relief
investigation. Dechow et al. (1995) examine altBmeaaccruals-based models for
detecting earnings management. They find that aifraddversion of the model
developed by Jones (1991) exhibits the most powerdetecting earnings
management. Kothari et al. (2002) finds that penfonice matched discretionary
measures enhance the reliability of inferences femmings management research
when the hypothesis being tested does not implygamings management will vary
with performance or where the control firms are agpected to have engaged in
earnings management.

A significant body of earnings management reseat@hds to relate

accounting discretion to aspects of firm-level goamce, such as the level of

6 For a comprehensive discussion on discretionzaguals, see Healy and Wahlen (1999).
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managerial ownership (Warfield et al. 1995), audnoality (Becker et al. 1998;
Chen et al. 2005), audit committee independence madd independence (Klein
2002; Lin et al. 2006; Ebrahim 2007). However, uidiual aspects of governance
structure are likely to be interrelated and igngrsuch relationships can lead to
spurious inferences (Bhagat and Jefferris 2002)s ®tudy contributes to the
literature on the relation between macro and migovernance and accounting
discretion by using a comprehensive set of govemmarariables. It also aims to
identify firm-level incentives for and constraimds earnings management.

While the area of earnings management boasts a bhadg of literature
produced over the period since Jones (1991), drigthe role of national political
governance arrangements such as the existence eaddice of democracy,
enforcement of law, degree of corruption in bureacyg and government, in shaping
managers’ earnings management behavior. The breswige of the present study is
based on the established argument that accountieg bt exist in a vacuum, rather
it ‘is a product of its environment’ (Mueller 1968t{obes 1988 and 1992; Karim
1995). Therefore, it can be argued that earningsagement is more likely to take
place in countries with higher levels of overallrroption associated with poor
governance. In other words, the quality of politigavernance is linked to the quality
of corporate governance which, in turn, is linkexd the quality of accounting
numbers.

Given accounting differences across countriesrtmitional approaches taken
in the extant earnings management literature nbghtonsidered a sensible approach
to identify corporate attributes determining theseence and magnitude of earnings

management within individual countries. However, thwiadoption of or
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announcement of a decision to adopt IFRS by the Algtralia, New Zealand and
many developing countries in recent years, natiacabunting differences are likely
to reduce if not disappear altogether. Therefdre,gresent international accounting
scene provides an opportunity to see if differenoesnternational governance
arrangements are linked to observed levels of egsnmnanagement i.e. differences in
earning quality. This study uses a multinationahggke covering firms from all over
the world as available from the OSIRIS databasés Will, on the one hand, allow
investigation of firm-level determinants of earrsnguality such as size, leverage,
profitability, timing of the issue of financial séanents, likelihood of breaching debt
covenants, in addition to corporate governanceébates such as board size, board
effectiveness, ownership concentration extent oémive-based compensation and
auditor quality. On the other hand, and perhapsemomortantly, it will allow
investigation of influence of macro governance afales such as country-level
perceived corruption, freedom of judiciary, pregetiom, securities market oversight
capacity, strength of the accounting professiontional culture and level of
bureaucratic corruption within sample countries. @@ basis of above discussion,
diagram 1-2 shows how macro and micro level govereaaffects earnings

management.
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Diagram 1-2: Motivation of the study
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1.7 Structure of the thesis
Chapter one has provided an introduction to thsishe

Chapter Two reviews the empirical studies on egsimmanagement
incentives with macro and micro governance andiegsrmanagement relationships.

Chapter Three develops the research questionsdtestehis study. The
research questions pertain to the relationship éstwboth macro and micro
governance on earnings management and refleceti@ar of the literature set out in
Chapter Two.

Chapter Four describes the research method andigees used to test the
research questions developed in Chapter Threechidgygter begins with an overview
of the models and restates the propositions asn@seuestions to be empirically
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tested. A description of the sample, study pereod] data collection is followed by
the operationalisation of the theoretical conssué&tinally, the chapter presents an
explanation of the analytical procedure.

Chapter Five starts with descriptive statistics aadelation analysis. This is
followed by the presentation of the results of timts and the inferences drawn from
the tests. The chapter concludes with a discusditime robustness checks.

Chapter Six summarises the finding of the studyustiog limitations on the
results. The chapter also investigates the impdinatof the study for practitioners,

and regulators.
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Chapter Two

Literature Review

2.1 Introduction
2.2 Earnings management incentives

2.2.1 Socio-political incentives
2.2.1.1 Degree of enforcement
2.2.1.2 Institutional setting
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2.2.1.4 Perceived corruption
2.2.1.5 National culture

2.2.2 Capital market incentives
2.2.2.1 Avoidance of reporting loss or earnings elase
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2.2.3.1 Debt contracts
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2.2.4.1 Industry-specific regulation
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2.4 Summary

21



2.1 Introduction
Earnings management research has addressed ayvafieticro and macro
governance mechanisms to mitigate the managemdl geeking behaviour. This
chapter reviews the relevant literature to datehwvparticular focus on possible
motivations for and constraints on earnings managem

The chapter proceeds with a discussion of incestbfeearnings management
in the next section. Section 2.3 discusses litegaton constraints to earnings

management while Section 2.4 provides a summaitiyeothapter.

2.2 Earnings management incentives

Healy and Wahlen (1999) identify two critical resdadesign issues arising from
earnings management literature. They argue tha&arelers have to first identify
managers’ reporting incentives and secondly measliseretion in accounting

method choices. With regard to the first issue, literature has identified the

following major factors : (i) Socio-political incéwes; (ii) Capital market incentives;

(i) Contractual incentives; and (ivRegulatory incentives; (v) Industry sectoral
differences; and (vi) Adoption of IFRS.

Management exercise of discretion in accountimmdicp choice can be
estimated from unexpected accruals, with some ifimgle) degree of error. To
estimate unexpected accruals, many studies begjntetal accruals, measured as the
difference between reported net income and casvsffoom operations (Jones 1991;
Dechow et al. 1995; and Subramanyam 1996). Totaats are then regressed on
variables that are proxies for non-discretionargrifmal) accruals, such as revenues

(or cash collections from customers), to allowtigrical working capital needs (such
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as receivables, inventory, and trade credit), andgjfixed assets to allow for normal
depreciation. Discretionary (unexpected) accruadsthus the unexplained (i.e. the
residual) component of total accruals. A numbereafent studies have developed
estimates of the unexpected components of speadwuals, such as loan loss
provisions for banks, claim loss reserves for priypeasualty insurers (Beaver and

McNichols 1998; Petroni 1992), and deferred taxiaabn allowances.

2.2.1 Socio-political incentives

Culturally diverse views on macro governance assirdble mode of governance
date from antiquity. The scholastic debate over dp#mal mechanisms of social
order has not subsided since. Collectively refert@das “social institutions” (or

simply “institutions”), macro governance, togettvath accountability and curbing

corruption, are considered primary mediators forettoment. These principles are

the central tenets in international institutionglipies on “good governance” and
“empowerment” (IMF 1997; World Bank 2000 and 200thernational bodies are

careful to acknowledge that reform programs nedaktattentive to broader country-
level governance yet fail to specify ways to achig¢his goal. The social, cultural,
political, legal and economic environment that r@daler governance affects the
accounting accrual choices of a firm. Accountirigriture provides evidence that
social values are reflected in accounting valuesufgalali and Meek 1995).

Accounting practices (or accounting values) areecéfd by cultural and social

values. Different accounting practices result irffedent choice of accounting

"The literature on this subject is burgeoning. Fangle works, Kufamnn et al. (1999); Knack and Ke¢f®95); La Porta et
al. (1997a); Hall and Jones (1999); Mauro (1995 #8%i7) and Easterly and Levine (2002).
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accruals. As a result, this study proposes thabwatog values affect the choice of
earnings management. For example, countries witigla degree of conservatism
may choose income decreasing accruals more oftenttiose with a low degree of
conservatism. On the other hand, if a country i&ked high in secrecy, then the
accounting information systems would provide a tmeachance for earnings
management since managers are not required toosks@s much information as
managers of countries that are ranked low in sgcr®ocio-political incentives on

earnings management can be classified into fivegoaies:

2.2.1.1 Degree of enforcement

In principle, a strong system of legal enforcememtld substitute for weak rules
since active and well-functioning courts can stepand rescue investors from the
adverse effects of management discretién.legal system providing investor
protection helps resolve agency problems (La Pefttal. 2000). Countries whose
legal systems protect shareholders have relatiaetyer and broader capital markets
(La Porta et al. 1997). La Porta et al. (1998) fwetlence, based on 49 countries, that
common law countries generally have the strongeastor protection while French
civil law countries have the weakest protectiothwiEerman-Scandinavian civil law
countries sitting in the middle. Countries withosig property laws and enforcement
mechanisms facilitate informed arbitrage and capéon of firm specific
information (Morck et al. 2000). In response to #i®ve studies, Shen and Chih
(2005) used banking industry data to calculate iegsn management across 48
countries based on the methodologies of DeGeorge €999) and Burgstahler and

Dichev (1997). They find that the propensity to idvemall losses and report small
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increases in earnings is quite pervasive in th&ibgrsector around the world. They
also suggest that legal enforcement is a key fastexplaining variation in earnings
management across countries.

Brown and Higgins (2001) compare the distributidrearnings surprises in
the US to those of 12 other countries and providemce that US managers are
relatively more likely to manage earnings surpridas to differences in US firm-
level governance and legal environments. The USsraamong the top of all
countries in investor protection (La Porta et #98). Managers who knowingly
make misleading or false forecasts are subjecaldlity under both SEC Act of 1934
via Rule 10b-5 and the principles of common law. Ai¢gp 10b-5 lawsuit occurs
after a steep stock price decline, where plaintflege that they bought stock at
inflated prices because managers either failed igBzlase materially adverse
information or disseminated overly optimistic infoation (Kellogg 1984; Francis et
al. 1994).

The legal liability climate is more intense in t& than any other country
due to theAmerican ruleand its uses of class action suits. The Ameria&smrequire
each party to bear its own costs, including litigat(Hughes and Snyder 1995). In
contrast, the English rule, used in most of the t&fasworld, requires losers to pay
the winners legal fees, reducing the frequencyowf-inerit claims (Hughes and
Snyder 1995). Legal liability is lower in Francegi@any and Japan, whose judicial
systems are less favourable to plaintiffs thantaeeUS and the UK, and the legal
risk is low (but increasing) (Frost 1999). Civiltigation is rare in continental

European countries compared to the US and the Uil @ al. 2000). As a result,
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non-US managers providing negative earnings s@pfisce fewer, less severe legal
expenses.

Following English rules, class action suits areagatly not permitted in other
common law countries (Romano 1993). Once a judigvala case in the US to
receive class action status, defendants often wagt given the sheer number of
plaintiffs. The rate of class action suits keptngsin the US despite laws to curb
abusive litigation. Plaintiffs agree to settle le$®n than they used to, and they seek
larger and larger percentages of recovery. Aftetoak drops, litigious shareholders

seek to be appointed lead plaintiffs, as beingassned means higher compensation.

2.2.1.2 Institutional setting

In general, a strongnstitutional settingfacilitates reduced private benefits that
insiders receive because of their affiliation wile corporation (Dyck and Zingales
2002). To understand this causal relation, congiltbeictors’ incentives in countries
with weak institutional settings. A distinctive feature of cbucountries is that
managers and directors (collectively known as mrsy receive large personal
benefits from their controlling positions througharus forms of self-dealing, such
as additional stock issuance to insiders and sbgdiied transfer pricing schemes
(Shleifer and Vishny 1997). For example, in somentoes it is common for
corporations to routinely sell assets to insidantaled companies at below-market
prices and for corporations to purchase assets fraiger-controlled vendors at
above-market prices. Thus, directors in these cmsnfrequently profit from their
affiliation with the firm through activities thahvolve colluding with other insiders.

Furthermore, because self-dealing is not consisiétit profit maximization, the
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directors themselves are likely to bear at leastigdaesponsibility for firms with
poor earnings and stock price performance

Institutional weakness provides incentive for manggearnings. In the
absence of strict enforcement of law, managersname likely to engage in earnings
management due to the low probability of being téwmnd low cost associated with
being disciplined if caught. Peter (2004) recomnsesifiengthening the institutional
base and policy efforts to reduce insiders’ privaatrol and earnings management
activities. Belkaoui and AlNajjar (2006) test tdeterminants of earnings opacity
internationally. The determinants are hypothesizetle the elements of the social,
economic and accounting order in each of the 3stt®ms of the study. They find
that earnings opacity internationally is negativetyated to the levels of economic
freedom and quality of life, and positively relatedhe rule of law, economic growth
and level of corruption. Further, the findings aerprising in that the level of
disclosure, the number of auditors per 100,000 bithats and the adoption of
international accounting standards (as elementthefaccounting order) are not
significantly related to earnings opacity interpatlly. It appears that the social and
economic climate rather than the technical accagntlimate is at the core of the
lack of accounting quality in general and earningacity in particular. Soderstrom
and Sun (2008) suggests that accounting quality fisnction of the firms’ overall
institutional setting, including the legal and pickl system of the country in which

the firm resides.
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2.2.1.3 Political system

Recent accounting scandals in countries acrosglofve have sparked strong reaction
from shareholders and other parties against acrmuquality. Dozens of high profile
corporate failures that were somehow linked to aonting irregularities also
discredited the accounting and auditing professiBaen prior to these recent
collapses, the political system was viewed as drtbeomain obstacles facing post-
communist countries in attempts to establish deatmcinstitutions and open, market
economies (Shleifer and Vishny 1997). As yet thedemited knowledge about what
causes accounting manipulation in one country tchigher than that in another.
While theories abound and cross-country studiesnexag details of accounting
manipulation in particular countries or regions amereasing in number, cross-
national comparative empirical research is muclkerrafhe difficulty of measuring
relative levels of perceived accounting qualitydifferent countries has presented a
major obstacle. Recently, however, economists aritigal scientists have begun to
analyze indexes of ‘perceived’ accounting qualitggared by business risk analysts
and polling organizations, based on survey respomgebusinessmen and local
residents.

Why do managers in some firms misuse discretiopavyer for private gains
more frequently, and for large payoffs, than do awgns in others? The manager can
be construed as balancing the expected cost ofngarmanipulations, including
psychological and social as well as financial cosgminst expected benefits. Political
scientists and economists have suggested a vafetharacteristics of countries’
economic, political, and social systems that mafifect expected costs, benefits, or

both. As rule of law is considered a preconditiondemocracy survival, democratic
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governance may constrain accounting manipulatiart, dorrupt managers have
incentives to create barriers to democratic rulepéopetuate corrupt accounting
practices. Regardless of the type of governanae,sthe of the government can
contribute to corrupt accountinga the size and complexity of bureaucracy. The
bigger the government, the bigger the power digatserved by Hofstede (1980).
Therefore, corrupt managers have incentives to aipp bigger government
consistent with empire building behavior of undefpening managers.

Political instability may also enhance incentives rfeduce opportunities) for
earnings management. This occurs because politicedst may divert peoples’
attention to more pressing day-to-day issues idstefa scrutinizing accounting
irregularities. In addition, political instabilitymeans frequent changes in policies, and
personnel in the functioning of institutions-allwhich are conducive to a relatively
easy pass with irregularities than in times of peédicis therefore not surprising those
countries that had seen democracies (by the dlzgsiin of Alvarez et al. 1996)
uninterrupted since 1950 tend to be perceivedsasgeone to earnings management.

The political culture of a country determines, ttaage extent, the soundness
of its business environment. In general, it iséadd that a democratic system and the
institutions that come along with democratic preesi are conducive to businesses.
Hence political stability works as an antidote patitical risk, which, in turn, attracts
investment to the country boosting its capital nearkJnder democracy, regulators
are likely to have more power in performing theversight function as the
government of the day has incentives to be segredsrming in the best interest of
the investors and businesses. On the other hanéyrmguents of autocratic regimes

do not necessarily consider themselves accountaltlee people and are more likely
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to discriminate in enforcement of the law, allowiitg supporters to engage in
accounting irregularities including earnings mamaget. Nevertheless, it is
acknowledged that autocrats could be argued to haentives to promote good
governance to ensure that opposition to the regioes not easily gain popular
support. Countries like China, Iran, and Myanmaovpte examples of totalitarian

models of governance with reasonably strict lavosrgment.

2.2.1.4 Perceived corruption

Extant research suggests that the level of earmragggement is positively related to
the level of perceived corruption in the countrgda@y there is general consensus that
corruption negatively affects organizations, ecomsmand societies (Mauro 1995;
Pierre and Sekkat 2005; Wei 2000). Hoopes et BDgRinvestigate the relationship
between various measures of accounting and cooryptuggesting that better
accounting and auditing quality can reduce coromptiA more specific example of
the costs of corruption are provided by Hu (200@h)p estimates the economic cost
of corruption to the Chinese economy between 19851998 of between 13.2 and
16.8 percent of Chinas’ GDP. Hall and Yago (2008jidate, “A key reason for
keeping transactions secret is to conceal correguttiges. With transparency comes
prying eyes.” Theoretical scholars have suggestet there are three central

elements to corruption (Jain 2Q0Jain explains these three elements as:

“First, someone must have discretionary power...Sdcothere must be
economic rents associated with this power...and ttihid legal/judicial system
must offer sufficiently low probability of detectiand/or penalty for the wrong
doing (Jain, 2001: 77)".

Since, these three factors provide a basis foruption, analyzing these
elements could prove helpful in developing straegito combat corruption.
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Furthermore, as Jain (2001) indicates, these elenoécorruption can be broken into
two parts; the first two requirements serve asntiges for corruption and the third

requirement acts as a deterrent to corruption. Aades Di Tella (1997) examine

whether the possible benefits of interventionistiustrial policies such as the

promotion of investment or the support for reseaartd development must be
gualified in the presence of corruption. Using i@éasample from surveys conducted
amongst top managers and economic leaders in tiweysd countries over 1989-

1992, they find that it is more expensive to achisuch objectives using active
industrial policies in economies where corruptisrwildespread than in corruption-
free environments. On the other hand, Rock and Bwr{8004) test the relationship
between corruption, investment and growth duringy fdifferent time periods 1980-

83, 1988-92, 1984-96 and 1994-96. They find thatugion is more damaging to

investment and growth in small developing counttiean in large ones. This is

important because it tentatively suggests thatinternational institutions, regional

development banks and bilateral aid donors mighe haore to gain by focusing

their anti-corruption programs on small developiogntries.

While corrupt politicians and government officialse the bribe-takers, it is
often the private sector (especially the corposatetor) that offers the bribes (Vogl
1998; Wu 2005). The corporate sector is both thermiand perpetrator of corruption:
while businesses are often subject to extortiomfoorrupt government officials, it is
not uncommon to find that businesses themselvéatmithe bribery deal in order to
evade their responsibilities to the public or todemmine the efforts of their

competitors.
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Corruption, regardless of the form it takes, usuaflvolves a financial
payment, inevitably leaving a paper trail behindagtounting records. Accountants
and auditors are thus in a unique position to deted prevent corrupt acts. In Asia,
however, the accounting practices in many firmsadien of low quality. On the one
hand, firms may find it convenient to have murkg@mting practices because they
can easily tamper with their accounting books t@dev extortion or to shield
themselves from unfair discrimination by the goveemt. On the other hand, bad
accounting practices also make it difficult to détend prevent other business flaws

that are detrimental to the firms.

2.2.4.5 National culture

Accounting literature provides evidence that socales are reflected in accounting
values or numbers (Pourjalali and Meek 1995; Chowlel1999). Extant research
suggests that culture has been shown to influeogeocate financial and operating
strategies (Schuler and Rogovsky 1998) and impacbumting choices that is
earnings management (Nabar and Boonlert 2007; @uah 2005). In accounting
literature, Gray (1988) was the first to theoriz®tt national culture influences
countries’ adoption of accounting systems and \&altte suggested that accounting
values are derived from cultural values and bywiag cultural values would affect
various accounting decisions and choices, includiagagers’ tendencies to manage
earnings. Subsequent studies (Salter and Niswarfis; Hope 2003) examine the
effect of culture on accounting system attributeshsas authority, enforcement,
measurement and disclosure. Elias (2004) empiyidaitestigates the relationship

between corporate ethical values and earnings neamawgf. The results indicate that
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CPAs employed in organizations with high (low) ettistandards view earnings
management activities as more unethical (ethidddg impact of culture on earnings
management, however, has received limited attention

In this review, this study conjectures on the passlink between Hofstede
(1980) cultural dimension and earnings managemelafstede proposed four
dimensions of societal values: uncertainty avoidamudividualism, power distance,
and masculinity. Uncertainty avoidance implies af@rence for unambiguity. Gray
(1988) argues that strong uncertainty avoidanadsléa a preference for conservative
measurement. Since earnings management typicajiiesnthe use of aggressive
accounting techniques, an extension of Gray’'s (198®othesis would suggest a
negative association between uncertainty avoidamog earnings management.
Doupnik and Tsakumis (2004), however, contend that impact of culture on
conservatism has not been empirically establisiddreover, the relationship
between uncertainty avoidance and earnings managecoald be positive for the
following reasons. Strong uncertainty avoidancelccdéead to a demand for earnings
smoothing and earnings signalling, both of which ba achieved through earnings
management. Second, recent finance and accoumsegnch has demonstrated that
in the US, managers strive to meet or beat earnihggsholds (DeGeorge et al.
1999), that investors reward firms that consisyergport increasing earnings (Barth
et al. 1999), and that firms reporting negativene®ys surprises bear a relatively high
cost of equity capital (Mikhail et al. 2004). Ifebe rewards and penalties are high in
strong uncertainty avoidance countries, becauselpe@lue consistency in firms’

earnings streams, then managers in such countad&aly to manage earnings.
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Hofstede (2001) asserts that highly individualistocieties are characterized
by self-orientation, autonomy, low-context commuaticn, and emphasis on
individual achievement. Schuler and Rogovsky (1988)1 that individualism is
positively associated with the use of pay-for-perfance contracts. Thus, personal
gain is likely to be an important motivator in highdividualism societies. Prior
research on earnings management (Beneish 1999gssgtipat managers misstate
earnings to maximize their own wealth, often at igniicant cost to other
stakeholders in the firm. Concern for other stak#drs’ welfare is indicative of
collectivism, not individualism. Accordingly, eangs management is likely to be
high in highly individualistic societies.

High power distance implies that decision strugune organizations are
centralized and the authority is concentrated i@ tfands of the top managers
(Hofstede 2001). High power-distance countrieschigacterized by the lack of both
leader communication (Offerman and Hellman 1997) participative leadership
(House et al. 2004). Prior research indicates h imgidence of earnings management
when top managers are powerful. For example, Deckhowal. (1996) find that
earnings management is prevalent in firms in whieh chief executive officer also
either serves as chairman of the board or is ttmsfifounder. Gray (1998) also
argues that information sharing is low in high powistance societies.

Masculinity indicates a preference for achievemassertiveness and material
success. In high-masculinity societies, accordingHofstede (2001), desirable
managerial qualities include decisiveness and ctitiygmess. The society places
high emphasis on performance, and managers holdtiausb career aspirations,

preferring to work for prominent companies and daigh salaries. Masculinity has
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also been shown to be positively associated withetgs acceptance of aggressive
behaviour and consumers desire to keep up appesrdhoopes et al. 2006). This
suggests that managers in high-masculinity sosietre likely to endeavor to report

strong profits that beat benchmarks.

2.2.2 Capital market incentives

One of the most important factors motivating mamag® engage in earnings
management is the existence of asymmetric infoonatBerle and Means (1932)
suggest that in the widely held corporation, thsk thearing function of ownership
and the managerial function of control are sepdratetions performed by different
parties. This causes the classic principal-agemtblpm between owners and
managers where, given the decision making diseretisanagers could engage in
non-value maximizing behaviours (Jensen and Megklif76). In this dispersed
ownership scenario, managers have the incentiemgage in earnings management
because (i) the existence of information asymmetakes it difficult for outsiders to
undo the effect of earnings management and (ii) agars usually own a very
significant fraction of corporate wealth. Capitaanket-based earnings management

incentives can be classified into three categories:

2.2.2.1 Avoidance of reporting loss or earnings dezase

Extant research suggests that managers have stmoegtives to avoid reporting
earnings decreases and losses. Barth et al. (18P0t that firms with a consistent
pattern of earnings increases command higher paceings multiples. DeAngelo et

al. (1996) document that firms breaking a pattefncansistent earnings growth
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experience an average of 14% negative abnormainrétuthe year the pattern is
broken. Hence, managers may manage earnings upavangbid reporting earnings
decreases and losses if the pre-managed earnwvejsidebelow the previous years’
earnings.

There is a considerable literature that suggestsnfanagers in the USA and
the UK manage earnings to meet or beat targets.i$hinderstandable because stock
prices react to unexpected earnings surprises ancehmanagers have incentives to
provide positive earnings surprises to the markatther, substantial stock options
granted to US and UK managers exacerbate thigisitubecause managers are more
likely to inflate earnings numbers to boost stocicgs, and then exercise their
options to make windfall gains.

Another reason why managers tend to manage earisiragglysts’ forecasts.
They do so because the market tends to penalins tireavily for missing earnings
targets issued by analysts. Myers and Skinner (1p&#/ide evidence that managers
of firms with a long series of consecutive increase quarterly EPS manage
earnings. This is because these firms tend to Imgle stock market valuations
relative to accounting metrics such as earningshaatk values and if their earnings
growth stops the market penalizes them severely.

Burgstahler and Dichev (1997) provide evidence gaahings are managed to
avoid earnings decreases and losses. Over thedpdéd7-1994 they show
histograms of the scaled earnings changes for 64i66-year observations and find
unusually low frequencies of small decreases imiegs and small losses and
unusually high frequencies of small increases miags and small positive income.

With respect to avoiding reporting losses, HayrB8)hotes that:
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Interestingly, there is a point of discontinuityoand zero. Specifically, there is a
concentration of cases just above zero, while theme fewer than expected
cases... of small losses (i.e. just below zero). figgriency of observations in
both the region just above and that just below zéeparts significantly from

expected frequency under the normal distributiorthet 1% significance level
using the binomial test. These results suggest finas whose earnings are
expected to fall just below the earnings point gyggan earnings manipulations
to help them cross the ‘red line’ for the year.

This tendency of focusing on thresholds is terntbdeShold mentality’ by
DeGeorge et al. (1999). They identify three thrédhahat help drive earnings
management: the first is to report profits. Theoselcand third benchmarks rely on
performance relative to widely reported firm spiecWalues, e.g. (i) performance
relative to the prior comparable period and (iiJatiee to analysts’ earnings
projections. DeGeorge et al. (1999) elaborates bg this threshold mentality is

exhibited by corporate executives. They explait: tha

The salience of thresholds arises from at leasta@hwsychological effects. First,
there is something fundamental about positive apd-positive numbers in
human thought processes...when looking at the benkhohajuarterly earnings
a year back and the analysts’ consensus foredastetis a salient dividing line
between meeting and failing to meet the norm....$kdadividuals choosing
among risky alternatives behave as if they evaloateomes as changes from a
reference point [prospect theory version]. The reffiee point is usually some
aspect of the decision makers’ current state (@gpnlth), and it shifts over time,
sometimes with how the decision is framed....... Ipteéerences of executives,
the boards that review them, or the investors wianlg the firms’ stock are
consistent with the predictions of prospect thedingn executives will have a
threshold related reward schedule and are likelyrianage reported earnings in
response..... Third, thresholds come to the fore umxg@eople depend on rules
of thumb to reduce transactions costs...Banks, famgke, may grant loans only
to firms that report positive numbers; that is kanuse a threshold of zero
earnings as an initial screen.

Using 5,387 firm year observations over the peril®d4-1996, the authors
provide convincing evidence that managers managengs to meet thresholds with
positive profits (avoiding losses) receiving topiogty among the thresholds.
Burgstahler and Dichev (1997) also find that mamageanage earnings to report
earnings increases as well as to avoid reportisgele. But according to Dechow et al.

(2003) the evidence provided by Burgstahler andh&ic (1997) in support of
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earnings management is not that strong. Burgstaidr Dichev (1997) show an
increase in the level of cash flows manipulatiorbtmst earnings and that median
change in working capital accruals slightly inceeas the zero earnings benchmark.
But Dechow et al. (2003) argue that these are ooviocing arguments in favour of

earnings management because:

..... given the well-known positive relation betweash flows and earnings, an
increase in cash flows is expected around the kiflkcrease in median change
in working capital]... is not surprising since there a well known positive
relation between working capital accruals and eags.

Using 47,847 firm year observations from 1988-200@y fail to find any
convincing evidence that earnings management dthesliscontinuity around zero
earnings reference point since small profit firrmgl small loss firms both make
income-increasing discretionary accruals choices.

Thus even though an empirical examination of therithution of earnings
level and changes around a benchmark of zero pFsvah insight into earnings
management behaviour, other explanations are dssiple. Habib (2005) finds 46
firms from a sample of 107 firms in Bangladesh gsgan at least one form of
earnings management practice or other. Furthepgiatio regression result indicates
that small firms and firms with high sponsor owingosare more likely to engage in
earnings management practices. Also, firms havihgyher debt equity ratio tend to
engage more in earnings management. Kerstein and2R@7) test the upward
earnings management which causes the kink andaitediavhich firms are likely to
manage earnings upward. Using data from 1976-2@0&y find that a high
proportion of firms with small cumulative profits tosses at the beginning of the

fourth-quarter, report small annual profits rathesn small annual losses. Petrovits

38



(2006) examines the strategic use of corporateapthitopy programs to achieve
financial reporting objectives. The result indicatkat firms reporting small earnings

increases make income-increasing discretionarydation funding choices.

2.2.2.2 Capital market transaction incentives

Another incentive for earnings management arises fcapital market transactions
such as initial public offerings (IPO) or seasoremlity offerings (SEO). Since
management would like to maximize the proceeds fiB@s and SEOs, and one of
the metrics that investors use in deciding whetbesubscribe for the issue is likely
to be the past earnings series, managers might geaearnings upward through
accruals manipulation.

The poor stock price performance of firms thateaiapital through seasoned
equity offerings is one of the important anomabéshe market. Loughran and Ritter
(1995) and Spiess and Affleck-Graves (1995) docurtteat firms under-perform in
the five years after a seasoned equity issue. ¥ample, Loughran and Ritter report
average annual return of only 7%, while comparalole-issuing firms average 15%
per year.

Teoh et al. (1998a) examine whether unusually a&ggre earnings
management through income increasing accruals tatgmss leads to the post-issue

under-performance. They note that:

...... investors may misinterpret high earnings rembrtg¢ the time of the

offerings, and consequently overvalue the new sssiéhen high pre-issue
earnings are not sustained, disappointed invessoissequently revalue the firm
down to a level justified by fundamentals. Thisn@ags management hypothesis
predicts that issuers have unusually high-incomereiasing adjustments pre-
issue and unusually poor earnings and stock retpemformance post-issue.

Further, the hypothesis predicts worse performafaeissuers with unusually

large income-increasing accounting adjustmentsmacthe offerings.
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Using 1,265 seasoned equity offering observatiores 4976-1989, Teoh et

al. (1998a) report that, the annual growth in tbguers’ asset-scaled net income

exceeds that of the matched non-issuers by a mediaf60% and 0.32% in the two

subsequent years. With respect to discretionarguatcthey find that, in the year of

offering, the asset scaled discretionary currestusds of issuers exceed their pre-

issue performance matched industry peers by 2.98mg&h (1998) investigates

whether earnings management around the time ofosedsequity offerings can

explain why firms conducting such offerings expece subsequent price and

earnings performance. For a sample of 230 seasafferthgs from the years 1987-

1990, Rangan finds median discretionary accruakddy beginning total assets to

be 0.83% in the quarter of offering announcemerd ari5% in the following

quarter, which are statistically significantly difent from zero.

On the question of when the manager should stanagiag earnings given a

decision to make a seasoned equity offering, Ra(@®8) hypothesizes that:

If the decision is to issue equity and the publho@uncement of the offering is
within a quarter of each other, the earliest quartem which earnings
management is likely to occur is the quarter imiatedly preceding the offering
announcement. If their decision to issue equityuoed well before the
announcement of the offering, the manager wouldshdo manipulate earnings
and influence investors’ expectations over an aledntime before the offering
announcement. Even in this case, the incentivesattpulate will be strongest in
the quarter immediately preceding the offering ammmement, because this is the
quarter in which they would want the firm to be tmger valued..... | expect that
managers will continue to manage earnings in thartgus after the offering
announcement for two reasons. First, an earning®real immediately after the
offering and the associated price drop could pdptte lawsuits against the firm
and its manager..., second, firms enter into “lock agreements” with their
underwriters that prevent insiders at issuing firfnsm selling their holdings
until 90 to 180 days after the offering date....idass who wish to sell shares at
the end of this lock-up period clearly have incesdi to support the stock

Shivakumar (2000) proposes a non-opportunistic weotfor earnings

management,

and challenges the frequently artedilaview that earnings
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management around corporate events is synonymdtsménagerial opportunism.
Islam et al. (2002) investigate the operating pennce of firms conducting SEOs in
Bangladesh. However, they do not examine the bebaviof accruals and
discretionary accruals in particular. Teoh et @998) examine managerial
incentives to manipulate earnings during IPO precédsing a sample of 1,649
domestic IPO firms in the period from 1980-1992ethfind that discretionary
accruals scaled by prior year total assets, irydae of going public was 4.01% while
it was 2.24% in the year following the issue. krihldeclines monotonically over time
and reaches a level insignificantly different fra@ro by year 3. Yoon and Miller
(2002) find that seasoned equity offering firms ag earnings in the year before a
planned issue of seasoned equity stocks. Usingnglsaof 249 Korean listed firms
that issued seasoned equity stocks from March 18@33ecember 1997, the results
support the earnings management hypothesis fonélgative operating cash flow

firm.

2.2.2.3 ‘Beat or meet’ forecasts

Heightened capital market pressure has createdi@uli incentives in recent years
for managers to engage in earnings manipulatiormd$=ihave to operate under
constant pressure to meet market expectations iotaira desired levels of market

value. Financial analysts regularly release eamfogecasts that become unofficially
binding on the firms to meet. Even narrow misseanalysts’ forecasts can be costly.
Therefore, firms may resort to adoption of disaediry accounting policies to

produce income numbers that save them from migsieagearnings benchmarks set

by the market. One common measure that firms appelae anxious to maintain in

41



line with market expectations is earnings per sl{gRS). Analysts make quarterly
forecasts of EPS, revenue, revenue growth, and gB®th. For publicly traded
firms with analyst following, such forecasts insiegyly dictate managers’ choice of
accounting policies. Burgstahler and Eames (200@) that managers take actions to
manage earnings to avoid reporting earnings lowan tanalysts® expectations.
Kasznik (1999) finds evidence that firms whose ngans have overestimated
earnings (44% of the sample) [forecasted EPS> BEfR&] have significant levels of
positive discretionary accruals. Kasznik (1999iptets this finding as evidence that
managers manage reported earnings toward theicdst® Brown (2001) provides
evidence that the proportion of time that earnimgsctly meet or just exceed
analysts™ forecasts has increased over time whéeptoportion of near misses has
declined. He also documents that the trend is momtounced for growth stocks,
which are more sensitive to negative earnings mapr Hribar et al. (2006)
investigate whether firms use stock repurchaseseet or beat analysts’ earnings per
share (EPS) forecasts. Using a 13-year sampledhéom 1988 to 2001, they find
that a disproportionately large number of firms hwiEPS increasing stock
repurchases would have missed analysts’ forecastsfds the repurchase. The
repurchase-induced component of earnings surpaiggsars to be discounted by the
market, and this discount is larger when the rdmse seems motivated by EPS
management, although using the repurchase to awuss$ing analyst forecasts

appears to mitigate some of the negative stocle pasponse.
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2.2.3 Contractual incentives

Organisations often enter into complex contracth warious stakeholders such as
lenders and employees (e.g. senior executives)selleentracts typically include

specific clauses binding the organisation with aartaccounting numbers such as
requiring the organisation to maintain a specifirgdrest coverage ratio, a maximum
allowable level of leverage or a minimum level igfuidity. For example, at the time

of issuing bonds, obtaining a loan, arranging atgage to finance acquisition of an
item of PPE, arranging a lease of a major assemtiaing employee bonuses or
issuing stock options, organisations sign contraats concerned counter-parties
obliging themselves to maintain certain levels afnéngs, debt, assets, or equity.
Breaches of these covenants can be costly. Therefehen they are close to
breaching any such covenant, managers have inesrttivuse accounting discretion
to prevent possible breach. In the earnings manegemiterature, two forms of

contracting motives have been investigated: dehtraots and performance based

compensation contracts.

2.2.3.1 Debt contracts

Another incentive that motivates managers to engagarnings management arises
when debt-covenants are written in terms of acengmiumbers. If violations of
debt-covenants are costly then managers will atteimpmake income-increasing
accounting accruals to avoid violating debt covémanith the assumption that
lenders will fail to detect their actions. Wattddatimmerman (1986) articulate this in

their “debt/equity” hypothesis in the following wis:
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Debt/equity hypothesis: Ceteris paribus, the largdirms’ debt/equity ratio, the
more likely the firms’ managers are to select actg procedures that shift
reported earnings from future periods to the cutneeriod.

The optimal way of investigating this hypothesiswabbe to (i) collect a
comprehensive sample of actual debt covenantsdéijtify the restrictions (imposed
by lenders) that are written in terms of accountmgnbers; (iii) determine the
borrowers’ proximity to violating such covenantsndafinally, (iv) determine
managers’ accruals choices. However, Watts and 2imman (1986) observe that
accrual testing simply relies on finding out théatienship between existence of
long-term debt in the financial statements and mars accruals choices. They note

that:

Just as early researcher(s) chose to investigagebitnus hypothesis rather than
hypotheses based on the details of bonus plan, &lseychose to investigate a
simple debt contract hypothesis rather than hypsgkebased on the details of
debt covenant. Bonus plan and debt covenant dedaéscostly together, and

simple hypotheses such as the bonus plan hypothesese way to see whether
incurring that cost is likely to pay off. Watts aztnmerman (1986: 378)

DeFond and Jiambalvo (1994) examine abnormal alscoiaa sample of 94
firms that disclosed debt covenant violations dyrfiscal years 1985-1988. Both
time-series and cross-sectional models indicat¢ @vmormal total and working
capital accruals are significantly positive in tgear prior to violation. They
hypothesize that if debt covenant restrictions ufice accounting choices, the
influence will be manifested in the year precedamgl the year of violation of the
relevant debt covenant. They find mean (mediangreignary accruals of 0.034
(0.029) in the year before violation, and both éhealues are significantly different
from zero at better than the 5% level. This, acomgydo the authors, suggests
earnings manipulation. However, in the years oflation, mean (median)

discretionary accruals are reported to be -0.043020) which are significantly
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different from zero at better than the 5% level.tAsory suggests a positive DACCR
value in the year of violation, they control for magement changes and going
concern qualifications and report a mean (mediaACOR of 0.008(.011) though
these are not statistically significant.

Paek and Press (1997) argue that if income-inargaaccruals succeed in
reducing potential re-contracting costs with debtdars, this will enhance share
value and stock prices should be positively assediavith accrual decisions that
lessen the expected costs of violating debt cousn&egressing annual stock returns
on leverage and interaction of leverage and DAC@&& aontrolling for cash flow
and accrual components of earnings, authors repoegression coefficient of the
interaction term of 0.063 for the entire sample @ntil for the positive DACCR
sample. Although the former was not statisticallyngicant, the latter was at 5%

level.

2.2.3.2 Performance based compensation contracts

A number of studies have examined actual compemsatontracts to identify
managers’ earnings management incentives. On lealéime evidence reported in
these studies is consistent with managers usinguatiog judgment to increase
earnings-based bonus awards (Healy 1985; Holthaaseah 1995; Jenkins 2002,
Hanlon et al. 2003; Core et al. 2003 McVay 20086jisTphenomenon is captured in
Watts and Zimmerman’s (1986) bonus plan hypoth&osuses could be important,
because executives subject to large bonuses hargaged incentives to meet bonus
targets. Bonus targets typically are based on aifgpéefinition of earnings, which

means that executives would tend to focus on fhetiBc target. Consequently, if the
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target is based on some definition of income frament operations (above the line),
earnings management strategies are expected to thesgs as nonrecurring items
(below the line).

Other evidence supporting the management compens#tieory can be
found in the research of Dechow and Sloan (199h§ finds that managers decrease
research and development expenditure in the fieak yf their terms in order to
increase earnings and thus their payout, upon rigathe company. Meek et al.
(2007) examine the factors affecting the relatigpstbetween CEO stock option
compensation and earnings management. They find ahpositive relationship
between CEO stock option compensation and discr@tyo accruals implies that
earnings management is more likely where stockoaoptiare a larger part of CEO
compensation. Earnings management is found to bderated in large firms with
stock option compensation and the relationship éetwstock options and earnings
management has intensified in recent years. It ass found that stock options
exacerbate earnings management in firms with grawgibortunities. Weber (2006)
investigates whether executive wealth sensitivotgtock price fluctuations serves as
an incentive for earnings management. Using a sanfpl10 chief executive officers
(CEOs) from 475 randomly selected Standard and'®(®&P) 1500 firms, they find
that CEO wealth sensitivity is positively assoalavéth abnormal accrual usage and
the relation is consistent with income-smoothinigey also find that governance does
not significantly influence the association betwe@kEO stock-based wealth

sensitivity and earnings smoothing.
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2.2.4 Regulatory incentives

Healy and Wahlen (1999) identify two forms of regidn that have been
investigated in earnings management literatureaso They are: industry-specific
regulation and anti-trust regulation. It is arguédt firms have incentives to use
accounting to circumvent industry regulations sashthe maintenance of specific
levels of assets against specified levels of legamthe banking industry. Banking
regulations in most countries require that banketam a specific level of equity
against their lending activities. Banks are alsqpuneed to observe specified levels of
liquidity against deposits before lending part lné tmoney received as deposits. To
evade industry regulations, accounting standatérsethave demonstrated an interest
in earnings management. In fact, the shifts toviairdvalue accounting and increased
risk-related disclosures (as well as specific cleangn regulatory accounting
standards for lending and other financial instdn$) were initiated due to the
financial chaos in the savings and loan industryhie U.S.A in the 1980s. These
accounting changes were planned, at least in {oadljeviate earnings management,
provide information for stakeholders, and improvecidion-making by bank
regulators. Standard setters may also be inter@stedrnings management for anti-
trust purposes. Evidence on both of these earmmagsagement motives is provided

below:

2.2.4.1 Industry-specific regulation
Banking regulations typically require banks to ntaim a certain amount of capital,
called capital adequacy requirements. Similarlgumance regulations require that

insurers meet certain conditions to maintain a mimn financial soundness. Finally,
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utilities have historically been rate-regulated gredmitted to earn only a normal
return. It is frequently emphasized that such ragohs create incentives to manage
financial statement variables of interest to regpuka (Healy and Wahlen 1999). A
number of studies provide evidence consistent thihhypothesis.

There is significant evidence that banks that dasecto minimum capital
requirements overstate loan loss provisions, utatergoan write-offs, and recognize
abnormal realized gains on securities portfolioooykt 1990; Scholes et al. 1990;
Beatty et al. 1995; Collins et al. 1995). Theralso evidence that financially weak
property-casualty insurers that risk regulatorgmtibn understate claim loss reserves
(Petroni 1992) and engage in reinsurance transectio

From a regulatory view point, a number of studiesvigle evidence on the
frequency which firms engage in earnings managen@wilins et al. (1995) develop
regulatory capital requirement scores for sixty glenbanks based on tests of seven
possible capital management options. They find tleabanks have a maximum score
of seven but 10 banks have a score of 6 and 19sblaake a score of 5. In sum,
nearly half of their sample banks appear to use diut of seven possible options to
manage regulatory capital requirement. Adiel (199&mines data for 1,294 insurer-
years in the period 1980 to 1990 and reports tirat 5% of the sample insurer-years

financial reinsurance appeared to be used to dadidg regulatory tests.

2.2.4.2 Anti-trust and other regulations
Managers vulnerable to anti-trust investigations ather adverse political
consequences have incentives to manage earningpptar less profitable and/or

seek government subsidies or protection (Wattszmmerman 1978: 378). Cahan
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(1992) explains that firms under investigation famti-trust violations reported
income-decreasing abnormal accruals during invaistig years. Jones (1991) found
that firms in industries seeking import relief tetw defer income in the year of
application. Key (1997) examines unexpected acsrdal firms in the cable
television industry at the time of Congressionaritegs considering deregulation of
the industry. Her evidence is consistent with finmshe industry deferring earnings
during the period of Congressional scrutiny. Inesrdo avoid adverse political
visibility, firms enjoying monopoly, oligopoly, mapolistic or oligopolistic
competition also have incentives to appear lesditgbte. By appearing less
profitable, they try to avoid political costs. Fsnthat are politically visible-due to
their monopoly status, for being too large and/avihg a reputation of making
unreasonably high profits, or being in a politigadensitive industry, e.g. healthcare,
water or energy — have incentives to resort toitil@gte’ accounting manipulations
to avoid political scrutiny. Political cost hypo#ig states that political pressure to
reduce prices or face penalties which may resathfmvestigations of firms which
are suspected of breaching anti-trust rules orratle taking advantage of the
general public may create incentives for firms t@anage earnings (Fong 2006). Han
and Wong (1998), for instance, find that firms wdgected to profit from the price
increases during the 1990 Gulf War managed theiuats so as to reduce earnings
and avoid political scrutiny.

In sum, the earnings management studies suggest rgulatory
considerations induce firms to manage earnings. édew there is limited evidence
on whether this behaviour is widespread or rarel eery little evidence on the

impact of regulators.
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2.2.5 Industry sectoral differences

The dual economy theory hypothesizes that as penypbector firms face a stronger
degree of environmental uncertainty and a moreicésti opportunity structure, they
are more likely to engage in earnings managemeart those in the core sector
(Belkaoui and Picur 1984). Averitt (1968) defind®w tAmerican Economy as ‘a
composite of two business systems’ that later céanbe called the core and the
periphery. Moreover, Bluestone et al. (1973) defioee economy sector firms as big
in size, with high productivity, high profits, capi intensive, enjoying a high

incidence of monopoly elements, and a high degfasimnization. In contrast, the

periphery sector firms are noted for their smalksihigh labour intensity, low profit,

low productivity, intensive product market competit, lack of unionization, and low

wages. Beck et al. (1978) test the definition bgssifying companies as core or
peripheral on the basis of their two-digit SIC ceodmd find that core-firm labour
characteristics differ from those of periphery-firrRath and Sun (2007) concur with
Belkaoui and Picur (1984) that those firms in tlegighery sector are more likely to
exhibit greater degrees of earnings management finas in the core sector.

However, based on the sample of 256 U.S firms, edbtr and Richardson (1990)
find no support for the Belkaoui and Picur hypotte&innunen et al. (1995) find

that both potential and actual earnings managearergignificantly larger in the core

8 Under Beck et al. (1978) classification, Minin@onstruction, Durable/Nondurable Manufacturing, riB@ortation,

Communications, Utilities and Sanitary Services, olgkale Trade, Finance, Insurance, and Real Edatdessional and
Related Services, and Public Administration aresifeed as core sector. Agriculture, Forestry, &igheries, Miscellaneous
Durable/Nondurable Manufacturing, Not Specified Narable Manufacturing, Retail Trade, Business aegait Services,

Personal Services, Entertainment and Recreationicgsrare classified as periphery sector.
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sector. Jones and Sharma (2001) report significdotver frequency of earnings

management in the “new economy” firms comparedtmterparty

2.2.6 Adoption of IFRS

The goal of the International Accounting Standameard (IASB), and its
predecessor body, the International Accounting ceieds Committee (IASC), is to
develop a single set of high quality financial rgppy standards. To achieve this
goal, the IASB (and IASC) has issued principlesebastandards, and has taken steps
to remove or narrow down allowable accounting adéves and to require
accounting measurements (i.e. fair value) thatebeteflect firms’ economic
performance and position. Accounting quality coirdpbrove if these actions by
standard setters limit managements’ opportunistiscrdtion in determining
accounting numbers. Accounting quality also coufgbriove because of changes in
the financial reporting framework contemporaneotth Wirms’ adoption of IAS e.g.
from more rigorous enforcement.

Adopting IFRS would be expected to reduce infdromasymmetry between
managers and shareholders. Barth et al. (2006)estugat firms that adopt IFRS are
less prone to engage in earnings smoothing andhare likely to recognize losses in
a timely manner. However, contrary to Barth et @006), van Tendeloo and
Vanstraelen (2005), Lin and Paananen (2007) exardiscretionary accruals of
German firms adopting IFRS and find that IFRS firtmsve more discretionary

accruals and a lower correlation between accruadscash flows. Paananen (2008)

9 The ‘new economy’ is defined by Lev (2000) disias Paper “New Accounting for New Economy” suggetiat ‘new

economy’ refer to those firms with high growth, atge income and cash flows.
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investigates whether the quality of financial répay in Sweden increased after the
adoption of IFRS and finds that the quality of fio&al reporting (measured as
smoothing of earnings) decreased after the adopfioRRS. Platikanova and Nobes
(2006) compare the information asymmetry compowénhe bid-ask spread among
companies before and after EU’s adoption of IFR2095. They find a larger

volatility in the information asymmetry for UK ar@erman companies. Contrary to
expectations, they also find that companies fromuntees where earnings
management is more common exhibitoaver information asymmetry component
compared to other groups of countries. They in&rghis result as indicating that
income smoothing reduces information asymmetry.| Balal. (2003) argue that
adopting high quality standards might be a necgssandition for acquiring high

guality information, without being a sufficient ane

2.3 Constraints on earnings management

The Berle and Means (1932) model of corporate gamere depicts firms as owned
by dispersed shareholders, who lack the abilityll siad incentives to monitor
manager performance. As ownership is separate fmramagement, information is
distributed asymmetrically (Greenwald and Stigli€90). Managers, who are better
informed than shareholders about business prospsuf$s earnings from a future
time period to the current one (Jacobson and AA88B). Investors are aware of this,
but they are unable to determine its extent, presgwall managers to emphasize
current-term results. The information asymmetrywésainvestors unaware of long-
term value enhancing options, and induces thenttactamore importance to current

term results than they otherwise would.
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The agency problem in the diffused-ownership capon is to minimize the
sum of costs of aligning managers and shareholdeestives (Jensen and Meckling
1976). Corporate governance mechanisms can redeceyaproblems, but managers
focus on short term performance due to informaaggmmetries. The three most
important corporate governance mechanisms in therdfi8ct a focus on current
stock price: Independent directors, the marketéoporate control, and equity-based
compensation to managers. German and Japanese, fifonsexample, have
independent directors on their boards, but thekgiorships generally last a long
time, placing less emphasis on short term perfoomgiKaplan 1994; Kaplan and
Minton 1994). Unfriendly mergers and acquisitioasety occur outside the US and
the UK (Shleifer and Vishny 1997), and non-US mamagre rarely compensated in
stock and options (Share and Share 1999).

Independent directors are found to help mitigatenay costs (Bacon and
Brown 1975; Gilson and Roe 1993). In the US, shadshrs bridge their separation
from managers by electing non-employee directorsstimnulate and oversee
competition among top performers (Fama 1980). Thiesetors play an important
monitoring role, as seen by higher CEO turnovergoorly performing firms with
independent board members (Weisbach 1988). Nondy8rgance systems are less
short-term oriented because their managers eitreercantrolling shareholders or
relationships between managers and stakeholdemha@rdained for a long time. In
contrast, US managers stress short-term goals, aschchieving forecast profit
(Eccles et al. 2001; Collingwood 2001). Peasnadllef2000) find that the likelihood
of managers making income-increasing abnormal atcrno avoid reporting both

losses and earnings reductions are negativelyerktatthe proportion of outsiders on
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the board. Further tests indicate that this assonias more pronounced in firms
where the separation of corporate ownership angsideccontrol is the greatest (i.e.
where managerial equity ownership is very low). @het al. (2002) find that the
presence of large institutional shareholding inlsibmhanagers from increasing or
decreasing reported profits towards managers’ ei@$avels of profits.

The market for corporate control serves as a gevem mechanism (Manne
1965; Jensen 1988), by removing poorly performingnagers (Martin and
McConnell 1991). Undervalued firms become acqusitiargets (Pelapu 1986),
creating market-induced incentives for manageisotast their firms’ stock prices to
retain their jobs. A popular way to boost stockcesi is to play the earnings game,
whose rules include creating small positive sugwrigand avoiding large negative
ones (Brown 2001).

Executive compensation contracts, when combinel priéssures of product
and capital markets, monitor corporate managerst (t&83). In recent years, almost
every large US firm has used equity as a managemeehtive whereas ten years
ago only about half of all US firms did (Share &lithre 1999). Japanese managers
own much less equity (Lichtenberg and Pushner 1994 stock option plans are
uncommon (Aoki 1988). In many European countribs, Heavy tax on option gains
wiped out incentives to issue options so there emasiderably less focus on current
stock price and earnings (Foreign 1999).

Although it is expected that managers engage inimgs management, it is
hypothesized that the degree of such behaviouraveally among companies due to
the presence or absence of certain firm-specifi@ratteristics. Managerial

opportunism, whether in the form of expropriatiohirovestors or misallocation of
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company funds, reduces the amount of resourcesn¥egtors’ are willing to put up
to finance the firm. Firm-level governance dealghwilesigning constraints that
reduce theex-postmisallocation and thus induces investors to previtre fundex-
ante(Shleifer and Vishny 1997: 773).

Firm-level governance may take the form of interreaid/or external
mechanisms. Internal mechanisms could include aup dispersed ownership
structure, taking measures to enhance board indepes, instituting audit
committees, and employing high quality auditorsn@osely, external mechanisms
may include an active external takeover market, redt@dder-friendly legal
arrangements (soft infrastructure). Firm-level goemce attributes are useful in
signalling to shareholders the potential for managenanipulations (Basley 1996;
Dechow et al. 1996) that could be expected or atder within the firm. Ebrahim
(2007) examines the relation between earnings neamegt behaviour and the
activity of both the board and audit committee. yhiad that earnings management
is negatively related to both board and audit cotemiindependence. Such negative
relation is stronger when the audit committee isevaxtive.

Becker et al. (1998) and Chen et al. (2005) refat Big 5 audit firms allow
less income-increasing discretionary accruals @somompared to their non-big 5
counterparts. Liu and Lu (2002) find that the eagsi management endeavours of
managers in China are constrained to a certaimextben the firms are dominated
by outside directors and when firms have sharefettdy foreign investors. Their
sample consists of 894 firms listed on Shanghai &hdnzen stock exchanges in
2002. Bloomfield and Shackman (2008) provide erogirevidence on the impact of

non-audit services (NAS) as well as other firm elotristics on auditor
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independence by testing the relationship of NAS fisethe occurrence of financial
statement restatements. They find evidence thdetlet of total fees paid to the audit
firm is significant in the prediction of a restatemt. In addition, the study also finds
conclusive evidence of a negative association bEtweaudit firm industry
specialization and a positive association to Ba8it firms. Caramanis and Lennox
(2008), and Lin et al. (2006) test the greater taeffiort to reduce the extent to which
managers report aggressively high earnings. Thegesi that low audit effort
increases the extent to which managers are ablptwt aggressively high earnings.
Chia et al. (2007) and Johl et al. (2007) examieeetffect of the choice of auditors in
constraining earnings management within a ruledbasporting framework during
the Asian financial crisis and suggested that sereriented companies engage in
income decreasing earnings management during isie period. More importantly,
the results indicate that only the Big-6 firms afde to significantly constrain the
earnings management of managers of such companies.

Rahman and Ali (2006) investigate the extent of #féectiveness of
monitoring functions of the board of directors, autbmmittee and concentrated
ownership in reducing earnings management. Ussagle of 97 firms listed on the
Main Board of Bursa Malaysia over the period 2002 they find that earnings
management is positively related to the size oftibard of directors. The study also
finds that ethnicity (race) has no effect in mitigg earnings management, possibly
due to the more individualistic behaviour of the nBputra directors. The
modernisation of Malaysia and also the increasBumiputra ownership of national
wealth may have caused the Malays to be more uhdalistic, similar to their

Chinese counterparts.
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2.4 Summary

This chapter presents a comprehensive review dafiregg management literature
relevant to the present study. Specifically, itnigfgees two streams of research that
have considerable attention on the nature and tohrecof macro and micro
governance on earnings management relationship Ipameentives for earnings
management and constraints on earnings managenmentliversity of the empirical
findings is due to the differences in methodolobateice, assumptions, hypotheses
adopted, sample size and variables selected e&efflct of earnings management
on macro and micro governance is an interestingared question not only from an
academic perspective but also from a policy settraghework. Prior research has
focused almost exclusively on understanding whe#@nings management exists
and why. The findings indicate that earnings manmsegg occurs for a variety of
reasons, including to country level investor protet to influence stock market
perceptions, to increase managements’ compensdtoreduce the likelihood of
violating debt agreements, to avoid regulatory rirgation, to sectoral differences
and to IFRS adoption. A brief summary of empiristaidies on earnings management

is provided in Appendix C.
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3.1 Introduction
The literature on macro and micro governance oniegs management reviewed in
Chapter Three, has underlined the fact that mosliest in this area focus on one or
more aspects of the issue of earnings managemémwiincorporating all of them
in a single study. One possible reason that caxpthen this trend in literature is that
earnings management research, like most other afeaxounting research, evolved
in the Anglo-Saxon countries where variations incroagovernance parameters are
minimal across the countries concerned. A limitachher of country-level variables
such as code lawersuscommon law or equityersuscredit models have become
relevant as the literature has expanded to coeeEtimopean markets. It was not until
recently (Luez et al. 2003; Francis and Wang 2008} earnings quality outside
developed capital markets has drawn serious attentiSecondly, country-level
metrics are unstable and often lack comparabilitg therefore are likely to have
measurement errors posing a threat to model waliffilnally, there are multiple
dimensions of the concept of macro governance laer@ is no well developed theory
of macro governance that could explain variationearnings management across
countries. In the absence of a well developed thpoedicting earnings quality from
a political governance perspective, it is diffictdt test any particular proxy for the
effect of macro governance on earnings quality idtircountry studies of earnings
management. Researchers thus look for multipleakbas in cross-country research
to achieve greater confidence if results are ctersisacross alternative proxies and
across studies.

This chapter is structured as follows: Sectionde&cribes macro governance

and earnings management research questions forieahgipecification of the study
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along with their economic rationale. Section 3.8sgnts the micro governance and
earnings management research questions alongheitheiconomic rationale. Finally,

Section 3.4 provides a summary of the chapter.

3.2 Macro governance and earnings management
Luez et al. (2003) show that, firms in countriegshwdeveloped equity markets,
dispersed ownership structures, strong investdrtsjgand strict legal enforcement
engage in less earnings management. Leuz et &3)20gue that strong and well-
enforced outsider rights limit insiders’ acquisiti@f private benefits of control
commonly achieved through the use of corporateuress to pay for perquisites of
the controlling party (Dyck and Zingales 2004). § hiitigates insiders’ incentives to
manage accounting earnings because they have ttos#isthe true operating
performance of the firm. Therefore, earnings mansege increases with the ease
with which private benefits of control can be emdyby the insiders and decreases
with the strength of minority shareholders protctinterests. These results are
consistent with the prediction that investor pratect plays a crucial role in
mitigating earnings management in internationakexn

Yu (2005) finds that international accounting stamid, accruals-based
accounting standards, accounting standards witteased disclosure requirements,
and separating tax and financial reporting all t@ns earnings management. Francis
and Wang (2008) examine the association of a cgsninvestor protection regime
with the quality of reported earnings for a largenple of firms from 42 countries.
They find that abnormal accruals are smaller, tieeeegreater likelihood of reporting

losses, and earnings conservatism is greater forsfiwith Big 4 auditors if a
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country’s investor protection regime gives strongeptection to investors. In
contrast, earnings of firms with non-Big 4 auditare largely unaffected by different
investor protection regimes. However, Fan and W@u§5) find that high quality
audits serve as an alternative governance mechanisountries with weak investor
protection. Krishnan (2003b) reports that cliertsndustry specialist auditors report
lower discretionary current accruals and higheniegs response coefficients than
clients of non-specialist auditors. They also shthat the impact of industry
specialist auditors in providing high quality eags increase as the legal
environment weakens. Countries with strong prgpeaws and enforcement
mechanisms facilitate informed arbitrage and capdgaon of firm-specific
information (Morck et al. 2000).

However, strong macro-governance in the marketeplsicould attenuate
management opportunistic behaviour (Jensen and IMgck976; Holmstrom 1979).
Alternatively poor macro governance will exacerbapportunism. Therefore, this
study argues that managers are more likely to nudatg accruals in poor macro
governance environments than in strong macro ganesenvironments.

The “law and finance theory” argues that a coustriytoader governance,
particularly investor protection, is crucial in floering a country’s financial
development® Moreover, financial development is now widely rgoized as a
major driving force of economic growth and devel@om (Graff 2006). Recent
research also suggests that high quality accoumtfogmation contributes toward

financial development and ultimately economic gfewfhus the chain of causation

10 For a recent review on legal institutions amafficial development, see Beck and Levine (2005).
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appears to run from legal system to public accogninformation and financial
development and finally to economic growth.
A number of research questions have been developdde literature and

these are discussed in the following sections.

3.2.1 Enforcement and earnings management
There is no straightforward and uncontroversial w@ayneasure the strength of the
legal enforcement of accountingThis study therefore considers a range of measures
of enforcement based on six country-level factofgdicial independence,
enforcement of securities laws, protection of mityorshareholders’ interest,
enforcement of accounting and auditing standards,af law and press freedom. For
each of these variables, a higher score denotasgetr enforcement and vice-versa.
Judicial independence measures the “efficiency mmegrity of the legal
environment as it affects business” (La Porta €1298 and 2006; Francis and Wang
2008). A country’s judicial system might be funciiog well but enforcement of
accounting regulations may be lacking. It is difftc however, to think of a situation
in which the judicial system in general works pgdsut enforcement of accounting
regulation is strong. This study uses the judieificiency index produced by the
World Economic Forum (2008) as the measure ofiefiicy and integrity of the legal
environment as it affects business. It runs onadesttom 1 to 7, with lower scores

indicating lower efficiency and integrity anite-versa

11 The difficulty in measuring enforcement arisepart because enforcement takes different forndiffarent countries. As
Ball (2001) puts it, “The accounting infrastructuremplements the overall economic, legal and palitinfrastructure in all
countries.”
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The next enforcement variable is based on a cosntsgcurities law.
Enforcement of securities laws may deter insideosnf manipulating earnings to
benefit from trading in the firms’ stock (Hope 2@)3Beneish and Vargus (2002)
provide evidence that insider trading is associateth earnings management.
Aboody et al. (2005) find that privately informecdhders earn greater profits when
trading stocks with high earnings quality risk fast This study uses the enforcement
of the securities exchange index developed by teed\Economic Forum (2008) as
the measure of enforcement (of securities lawsyaftges from 1 to 7, with 1
representing the most lax enforcement regime arepiésenting the most restrictive
enforcement regime.

Hung (2001), Ball et al. (2000), Leuz et al. (2Q0Baske et al. (2008), La
Porta et al. (1998, 2000 and 2006), and Francis\&@adg (2008), conclude that
countries with strong minority shareholders’ instrprotection are expected to enact
and enforce accounting regulations that limit mamiad) discretionary behaviour.
Therefore, weak shareholder protection environmprdside managers with greater
incentives as well as opportunities to engage islgading accounting practices.
Hence the third level of investor protection is ority shareholder rights. It is a
measure of minority shareholders’ interest protectind ranges from 1 to 7, where 1
signifies not protected by law and 7 signifies podéd by law and actively enforced.

Researchers argue that enforcement of accountangiatds is as important as
the accounting standards themselves (e.g. Sun@&t, Ball 2001; Ding et al. 2007).
Strong enforcement puts pressure on managementaditors are less prone to

exercising their discretionary activities (FEE 20@®). Holthausen (2003) argues
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that adopting 1A%? with weak investor protection will likely (lead Ytauin the
perceived quality of accounting standards, and estgghat it would be useful for the
literature to begin to structure and quantify tloeirtry descriptions by developing
more informative tests. Yu (2005) finds that IAScaual-based accounting standards,
accounting standards with increased disclosurein@gents, and separating tax and
financial reporting all constrain earnings managam8&he also suggests that high
guality accounting standards decrease analystst&st error. Hope (2003) develops
a comprehensive measure of accounting standardscenfent and suggests that
strong investor protection encourages managerslkoa the rules. Based on these
arguments, this study expects a strong enforcermérdccounting and auditing
standards will decrease earnings management. Dinertéfe fourth level of investor
protection is enforcement of accounting & auditsigndards. It ranges from 1 to 7,
with 1 representing the most lax enforcement ofbantng and auditing standards
regime and 7 representing the most restrictive reafoent of accounting and
auditing standards regime.

The fifth component of enforcement, rule of lawsesses a country’s law and
order tradition (La Porta et al. 1998; 2000 and&00f no one cares, regulations
covering the content of financial reports are nkgl{ to be effective. Assessment of
law and order tradition is produced by the WorlchB#&1999-2007). It measures the
extent to which agents have confidence in and abyd#éhe rules of society, and in

particular, the quality of contract enforcemeng pholice, and the courts, as well as

12 IAS were the predecessors of IFRS.
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likelihood of crime and violence. It ranges from349 to 2.03, with higher scores
indicating a strong rule of law amite-versa

Finally, press freedom enforcement assesses whatb@untry’s citizens are
able to participate in selecting their governmemnts,well as enjoying freedom of
expression, freedom of association and a free mdgelran prior to these recent
collapses, free media was viewed as one of the olmtacles facing post-communist
countries in attempts to introduce democratic tagtns and open, market
economies (Shleifer and Vishny 1997). Press freedoatso produced by the World
Bank (1999-2007). It ranges from -1.66 to 1.72,hwitigher scores indicating
freedom of association and a free media\aoe-versa

Consistent with prior research, this study willagine the relationship

between enforcement and earnings management anelélrant research question is:

Does a strong system of enforcement affect earnings management?

3.2.2 Institutional setting and earnings management

Earnings management is also determined by a cdsindierall institutional setting
(Ball et al. 2000 and 2003). Leuz et al. (2003)neixee the relationship between
investor protection and earnings management a@bsuntries using non-financial
industry data. They find that a strong institutiosatting at a country level reduces
firms’ earnings management activities and theyrpret this as evidence of higher
accounting quality. Bushman and Smith (2001) prepastheoretical link between
high quality accounting information and economicf@enance and suggest that the

financial accounting regime is affected by a coyistbroader socio-political factors
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such as legal origin, legal enforcement, and thstitutional settings. Prior research
also documents greater financial transparency umties with strong institutional
settings (Bhattacharya et al. 2003; Bushman andhS2@i03), and there is evidence
that there is a lower earnings management in thosatries (Ball et al. 2000; Hung
2001; La Porta et al. 1998, 2000 and 2006; Daska. €2008). North and Weingast
(1989) argue that Britain has a stronger institdlcsetting than France. According to
this view, British colonies are likely to have imited better institutions than French
colonies, and with positive implications for fina@cdevelopment. Thus, institutional
settings may proxy for better investor protectibattis not related fundamentally to
the legal system. To address these issues, thdy stxamines a proxy for the
institutional setting, namely the estimate of “Rlagory Quality” in different countries
compiled by The World Bank (1999-2007) for the agéoreign investors interested in
doing business in the respective countries. Itsuess the ability of the government to
formulate and implement sound policies and regutatithat permit and promote
private sector development. It ranges from -1.35%.8b, with higher scores indicating
strong institutional setting andce-versa The relevant research question related to the

institutional settings is:

Doesinstitutional setting affect earnings management?

3.2.3 Political system and earnings management
Public interest theory holds that democratic refjuhais supplied in response to the
demand of the public for the correction of ine#fict or inequitable market practices.

Democratic regulation is assumed initially to bénsbciety as a whole rather than
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particular vested interest. A democratic regulatoogly is considered to represent the
interest of the society in which it operates ratttean the private interests of the
regulators. According to public interest theorygukation is the manifestation of
accountability pressure on management brought dyntéestors, which demands that
managers’ rent seeking behaviour is monitored. Antability is assumed initially to
benefit investors as a whole rather than particudsted interest groups. Management
is considered to represent the interest of thestave in which it operates rather than
the private interests of the managers. In contMsChesney (2001) claims that rent
extraction by managers causes considerable matigrulaf accounting numbers in
order to extract private benefits.

In general, political stability may value high gtylaccounting because
accounting is needed for a robust financial systé&imerefore, it might be that
political stability and democracy affect both acetig and irregularities. Political
instability has been credited with eroding trusthe political system and reducing
interpersonal trust in society (Seligson 2002).eBét and Vishny (1993) indicate
that, “the first step to reduce accounting irregties should be to create an
accounting system that prevents theft from the gowent”. Further, Tanzi and
Davoodi (1997) explain that less political staliliencourages irregularities in
government budgeting and is highly likely when “soaf the essential controlling or
auditing institutions are not well developed”. Likise, Leiken (1997) indicates that
the US can help control accounting irregularitiesmultilateral development banks
by demanding that these banks “enforce their owasrwn effective accounting
systems, adequate internal controls, and timelyitsiludA detailed study of

institutional determinants of reporting conservatismternationally by Bushman and
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Piotroski (2006) finds support for this politicat@omy hypothesis, which connects
the role of government to the properties of acaogrnnformation. Managers will opt
for income decreasing earnings management if pilits are likely to expropriate
resources from their firms if perceived to be sssbtd. On the other hand, managers
could opt for income increasing earnings manageinémey expect that government
is aiming to penalise inefficient organizations.

Countries with unstable and unwieldy governments rmiore prone to be
corrupt (DiRienzo et al. 20007; Alam 1995; Ros&é&nan 1978; and Tanzi 1998).
Ades and Di Tella (1999) and Terisman (2000) clduat more open economies are
less likely to experience financial irregulariti€rther, it is often the politicians that
create laws and organizations that govern accagirgtandards and enforcement.
Since rent-seeking public officials have the ineento allow financial irregularities,
they may create a situation in which poor accognand auditing occurs. As a proxy
for the political system, this study uses theneste of “Political Stability and
Absence of Violence” in different countries congal by the World Bank (1999-
2007) for the use of capturing perceptions of tkelihood that the government will
be destabilized or overthrown by unconstitutional vaolent means, including
political-motivated violence and terrorism. It rasgfrom -1.99 to 1.51, with higher
scores indicating stable political regime awmite-versa The research question

regarding the political system is:

Does the political system affect earnings management?
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3.2.4 Corruption and earnings management

Corruption has been defined as the misuse of @attugower for private gain
(Transparency International 2008). By definitionatjuires illegal practices and often
has to do with illegal cash payments, misallocatbassets, and other inappropriate
transactions (Husted 1999; Terisman 2000). Comuapis a serious global problem
that affects many countries throughout the worlca(iEparency International 2008;
United Nations 2008; World Health Organization 2008e World Bank (2001) has
indicated that corruption is “the single greatebstacle to economic and social
development.” Research has suggested that comuptoluces foreign direct
investment and hence economic growth (Mauro 199&;, 1897), lowers investment
in education and health (Mauro 1997), and plalsss corrupt countries at a
disadvantage when seeking international contr&aatpr 1996).

Corruption distorts public investment and decregaddic expenditures for
operation and maintenance of investments (TanziZanbodi 1997). Furthermore,
corruption reduces revenues generated throughidaxatontributing to the inability
of some governments to function properly (Tanzi Brasdroodi 1997). Corruption has
been credited with eroding trust in the politicgstem and reducing interpersonal
trust in society (Seligson 2002). Accounting setekmake all economic transactions
of an organization transparent. In other wordspanting helps to ensure that private
companies demonstrate that they operate legallg, that public institutions are
accountable to the public. As a result, there shbel an inverse relationship between
a country’s accounting quality and its perceiveeeleof corruption. To capture this
phenomenon, this study examines as a proxy fouptian, estimates of “Control of

Corruption” in different countries compiled by th&orld Bank (1999-2007),
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capturing perceptions of the extent to which pulplaver is exercised for private
gain, including both petty and grand forms of cption, as well as “capture” of the
state by elites and private interests. It rangemfrl.29 to 2.57, with higher scores
indicating least corrupt regime andce-versa The research question regarding

perceived corruption is:

Does perceived corruption affect earnings management?

3.2.5 Culture and earnings management
Business research suggests that national cultahaés influence managerial decision
making (Hofstede 1980; Gray 1988; Salter and Nislean1995; Stulz and
Williamson 2003; Hope 2003; House et al. 2004; &aist al. 2006). Accounting
research has also taken a strong interest in teahat culture plays in financial and
managerial accounting settings. In particular, aotiog researchers have employed
“Gray’s (1988)” framework for linking commonly idé&fied national culture values
(based on Hofstede 1981) to accounting. Jaggi avd (2000) examine the relation
between culture, legal systems, and accountindodisies. They find that culture has
little or no effect on disclosure levels once thgdl system taken into account. In
contrast, using a larger sample than Jaggi and (2000), Hope (2003) documents
that culture values have explanatory power for dirndisclosure even after
controlling for variation in legal origin.

To understand the association between culture andings management,
prior research has focused primarily on the assooidbetween culture and firm

disclosure (Jaggi and Low 2000; Hope 2003). Thigwtexamines the relation
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between culture and earnings management directlyiaes as a proxy for culture the
culture value index developed by the World EconoRocum (2008) as the measure
of ethical behaviour in interactions with publicfiofals, politicians, and other

enterprises in countries. It ranges from 1 to Zhwi representing the world’s worst
level of corporate ethics of firms and 7 representhe best level of corporate ethics

of firms. The research question is:

Does national culture affect earnings management?

3.2.6 Adoption of IFRS and earnings management
Schipper (2005) argues that the adoption of IFRShm European Union (EU)
provides a more powerful setting to test the deiteauts and economic consequences
of accounting quality because accounting standacdsss EU countries are now the
same. Barth et al. (2006) suggests that firmsdtapt IFRS are less prone to engage
in earnings smoothing and are more likely to recogiosses in a timely manner.
Similar findings are reported by Jennings et alO@) and Armstrong et al. (2010).
According to Soderstrom and Sun (2007), adoptioma sbmmon set of accounting
standards such as IFRS improves earnings qualitpuse management is under
pressure to report a true and fair view and engagess earnings management
activities. Reflecting this line of thought, Ewartd Wagenhofer (2005) find that high
quality accounting standards reduce earnings mamageand improve reporting
quality.

Ball (2001) argues that IFRSs will provide high kfya accounting

information in a public financial reporting and dssure system characterized by (i)
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training of the audit profession in adequate numpbbigh professional ability, (ii)
independence from managers to certify reliably dhality of financial statements;
(iif) separation as far as possible, of the systefmpublic financial reporting and
corporate income taxation, so that tax objectivesot distort financial information,
(iv) reform of the structure of corporate ownershipd governance to achieve an
open-market process for reliable public informatir) establishment of a system
for setting and maintaining high-quality, indepentdaccounting standards, and (vi)
perhaps most important of all, establishment oéffective independent legal system
for detecting and penalizing fraud, manipulatiomd afailure to comply with
standards accounting and other required disclosocijding provision for private
litigation by stockholders and lenders who are &sklg affected by deficient
financial reporting and disclosures. Biddle andldtyl (2006) find that high quality
accounting information reduces the investment-d¢st sensitivity in market based
economics (strong investor protection) but not ankebased, creditor dominated
economies.

Contrary to the above studies, van Tendeloo andWaglen (2005), and Lin
and Paananen (2007) examine the discretionary ascofi German firms adopting
IFRS and find that IFRS firms have more discretigraccruals and that there is a
low correlation between accruals and cash flowsnil&ily Paananen, (2008)
investigates whether the quality of financial répay in Sweden increased after the
adoption of IFRS and finds that the quality of fio&l reporting (measured by the
degree of smoothing of earnings) decreased afeeadloption of IFRS. Platikanova
and Nobes (2006) compare the information asymmetrpponent of the bid-ask

spread among companies before and after the EWjgtiad of IFRS in 2005. They

72



find a larger volatility in the information asymmgicomponent for UK and German
companies. They also find that companies from a@stwhere earnings
management is more common exhibitoaver information asymmetry component
compared to other groups of countries. They in&rghis result as indicating that
income smoothing reduces information asymmetry.

This study uses as the proxy for IFRS adoptiommrdy variable that takes
the value of 1 for a given country in years afteangatory IFRS adoption and O,

otherwise. The relevant research question is:

Does adoption of | FRS affect earnings management?

3.3 Micro governance and earnings management
There has been considerable research examiningnibeect of various measures of
governance on the likelihood of observing earnimgsmagement (Farber 2005). For
example, with board and audit committee charadiesis(Dechow et al. 1996;
Beasley 1996), measures of board characteristiogk holders and CEO duality
(Peng and Roell 2006; Erickson et al. 2006), andsukes of executive compensation
(Share and Share 1999).

Consistent with prior research, a number of rede@uestions have been

developed in the literature and these are discusstb@ following sections:

3.3.1 Initial public offerings and earnings managerant
Capital market transactions, such as an IPO or 8&fd provide an incentive for

earnings management. If management assumes thedtons decide on whether to
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subscribe for an issue on the basis of past eanim@nagers could attempt to
manage earnings upward through accruals manipaola#@cording to catering
theory, managers cater to investors by inflatinqniegs in periods when investors
react optimistically to positive earnings surprigesiring IPO, SEO) relative to
negative earnings surprises and report more coabesly when investors react
pessimistically to earnings news. This study cagrsicearnings management during
IPOs and uses as a proxy the IPO index developetidoyWorld Economic Forum
(2008),viz, the measure of total IPO proceeds as a percenfa@®P. The relevant

research question is as follows:

Do managers manage earnings during initial public offerings?

3.3.2 Debt contracts and earnings management

A debt contract can be regarded as a governanckamism, on the basis that debt-
holders monitor and evaluate managerial performafatthough the level of debt is
an internal decision, higher debt is expected tassociated with higher monitoring
from debt holders (Agrawal and Knoeber 1996; Dani95). While the literature
suggests firms with high debt are more likely to &ssociated with earnings
management to avoid debt covenant violations (DdFand Jiambalvo 1994;
Sweeney 1994), a counter response from the finhtgrature recognises that debt
could have a positive monitoring effect (Keasey aNdght 1997; Rubin 1990;
Jensen 1986; OECD 1999; Maher and Andersson 2@00)mportant part of the

financing process is risk assessment by debt haldéence, debt holders have an
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incentive to monitor managerial performance to ssske risk of the firm (Barua et
al. 1999).

Debt holders have the potential to increase thelle¥ external monitoring
because of their industrial knowledge and contisumansactions. Debt holders are
able to develop a broadly based benchmark to eteafuan performance when they
provide loans to a number of different firms in §ame industry (Daniels 1995). The
renewal of short term or medium term loan agreemaves debt holders the
opportunity to act on the result of monitoring mgeal performance (Daniels 1995).
Debt holders are able to make demands on a firmesiagement within the debt
contract and have the capacity to pressure manageast in the interests of debt
holder (Dedman 2000).

Monitoring by debt-holders will depend on the sifethe stake the debt-
holder in the business (Daniels 1995). The higher debt reliance (leverage), the
closer the firm is likely to be to constraints Iretdebt contract (Kalay 1982). Unless
firms are reasonably close to violation, it is kaly that the choice of an accounting
method will be constrained by debt restrictionsKbDed and Jiambalvo 1994). Hence,
high leverage justifies a strong monitoring roled®pt-holders (OECD 1995).

It can be argued that managers have the incentdiy@advide more relevant
and reliable information to debt-holders and compith debt covenants in order to
obtain finance on more favourable terms and/or gamewal of financing. Harris and
Raviv (1991) find that the evidence is broadly ¢stent with the view that debt can
mitigate agency conflicts. Grossman and Hart (1283prt that debt forces managers
to conduct operations more efficiently in order l@ssen the probability of

bankruptcy, loss of control and loss of reputatidhis study uses, as the proxy for
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debt covenant violation, the long-term debt to gqgratio, labelled as LEV. This is
obviously an indirect approach, but provided DACiSRneasured with minimum of
noise and the debt level represents the actualamali®g obligations of the borrower,
a relationship is expected between the two (Askbal. 2004 and Ataullah et al.
2007). We expect a positive association betweeausnting discretion and leverage.

This leads to the following research question:

Do managers manage earnings to avoid violating debt covenants?

3.3.3 Performance based compensation contracts aedrnings management
Explicit and implicit management compensation cacts are often used to align the
interests of management and external stakehol@ieese contracts create incentives
for earnings management and it is likely that deediand compensation committees
may find it costly to undo the effects of earninganagement. Evidence supporting
this management compensation theory can be fourldeshow and Sloan (1991)
who find that managers decrease research and gevetd expenditure in the final
year of their term in order to increase earning$tans their payout, upon leaving the
company. A number of studies have examined actaaipensation contracts to
identify managers™ earnings management incentigs. balance, the evidence
reported in these studies is consistent with maisagsing accounting judgment to
increase earnings-based bonus awards (Healy 198%hatdsen et al. 1995). Watts
and Zimmerman (1986) found that executives manageirgys to meet the bonus

targets. Earnings were managed upwards to avoithgashort of earnings-based
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bonus targets (Larcker 2003; Larcker and Richard®o®4; and Peng and Roell
2006).

Clearly, firms may engage in earnings managementaioage earnings either
up or down, depending on the management incentivals may be present. This
conclusion is supported in the theoretical modeemdly developed by Koch and
Wall (2000). In their model, executives maximizeeithcompensation by using
accruals to manage earnings. This study examireeselation between bonus and
earnings management directly and uses, as a pomyohus, the extent of incentive-
based compensation index developed by the Worlcthd&oa Forum (2008). An
aggregate measure of management compensation gackeging from 1 to 7, with 1
signifying compensation exclusively on salary andi@nifying in larger part of
income is derived from performance-based bendsisfs, stock options, etc.). This

leads to the following research question:

Do managers manage earnings to increase performance based compensation?

3.3.4 Audit quality and earnings management

Ball et al. (2003) study the influence of the intbegs of managers and auditors on
the properties of reported accounting numbers urtgh quality accounting
standards. They find that earnings reported in feast Asian countries exhibit
properties similar to code law accounting, everugtothese countries have common
law standard setting and their recent standardseljioresemble International
Accounting Standards (IAS). They conclude that tdand manager incentives

influence choice among accounting standards, awg the quality of reported
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earnings. Similarly, Francis and Wang (2008) fihdttearnings quality is higher as
the country’s investor protection regime becomesngfer, but only for firms with
Big 4 auditors. External stakeholders expect thg 8iauditors to limit earnings
management and, more generally, ensure fair fiahineporting. Thus, stakeholders
are more likely to sue the auditor if they perceasdailure in financial reporting
(Palmorse 1987 and 1988; Stice 1991, Francis €i984; Lys and Watts 1994). The

Public Company Accounting Oversight Board (PCAO®B)Iains:

The media, litigants, the congress, and othersnodtbege, rightly or wrongly,
that audit failures contributed to many businesiufas. In that context, the
public views audit failure as including not onlyetfailure to discover and report
material negative facts, but also the failure ofaficial statements to serve as an
adequately early-warning device for the protectidrinvestors and creditors.

DeAngelo (1981) explains that Big 4 auditors in U@ push for a high level
of earnings quality in order to protect their brandme reputation from legal
exposure and reputation risk which can arise froisleading financial reports by
clients and, in particular, from overly optimisgarnings reports. In the same line of
study, Krishnan (2003b) finds that Big 4 auditorgtigate accruals-based earnings
management more than non Big 4 auditors and therefdluence the quality of
earnings. Similar results may hold for other colestwith strong investor protection.
This study investigates Big 4 versus non-Big 4 sudiby including a dummy coded
1 for firms audited by Big 4 auditors and O othesaviThe relevant research question
is:

Do quality auditors affect earnings management?
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3.3.5 Board size and earnings management

Board size is another important firm characterighat may have an effect on
earnings management. The board of a company pvekdership and strategic
guidance, objective judgement independent of manageé to the company and
exercises control over the company, while remaigiocpuntable to the shareholders.
The board directs the company, by formulating aedewing company policies,
strategies, major plans of action, risk policy, @ainbudgets and business plans,
setting performance objectives, monitoring impletagan and corporate
performance, and overseeing major capital expergjiacquisitions and divestitures,
changes in financial control and compliance witpleable laws, taking into account
the interests of stakeholders. It controls the camypand its management by laying
down a code of conduct, overseeing the processsofodure and communications,
ensuring that appropriate systems for financialtr@rand reporting and monitoring
risk are in place, evaluating the performance ofmagament, chief executive,
executive directors and providing checks and ba&sarto reduce potential conflicts
between the specific interests of management amavitier interest of the company
and shareholders, including misuse of corporatetassnd abuse in related party
transactions. The board is accountable to the Bbhllers for creating, protecting and
enhancing wealth and resources for the company r@pdrting to them on
performance in a timely and transparent manner.d&em et al. (1994) argue that
smaller boards, between four to six members mightnore effective since they are
able to make more timely strategic decisions, wlatger boards may have greater
capability for monitoring the actions of top managst (Zahra and Pearce 1989).

Large boards with members with a wide range of digee could increase the
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synergetic monitoring of the board in reducing theidence of earnings
management. Rahman and Ali (2006), Peasnell §2@05), and Xie et al. (2003)
found that having a larger board is associated le$ls earnings management. The
relevant research question is as follows:

Does board size affect earnings management?

3.3.6 Board effectiveness and earnings management

Board effectiveness also plays an important role as independent sisetis of
managements’ actions and custodians of shareholdsith. The concept of
‘independence’ in independent directors was defaed[l|ndependent directors are
directors who, apart from receiving directors’ reratation, do not have any other
material pecuniary relationship or transaction witle company, its promoters, its
management or its subsidiaries, which in the judgerof the board, may affect their
independence of judgement” (OECD 1999). All pecpniaelationships or
transactions of the non-executive directors shd@dlisclosed in the annual report.
The literature on governance emphasises the ralgeg@lby an independent board in
ameliorating agency problems between the diverg#etests of shareholders and
management of the company through monitoring maredechaviour (Peasnell et
al. 2005). Moreover, Fama (1980) argues that indeéget directors have an incentive
to protect shareholder wealth in order to prothetvalue of their reputation capital.
Peasnell et al. (2006) and Ebrahim (2007) find tbampanies with a higher
proportion of independent directors on the boanddtéo have lower abnormal

accruals. Liu and Lu (2002) find that earnings nggmaent by managers in China is

13 Board independence and board effectivenesssatkaften interchangeably in the literature.
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constrained to a certain extent when the firmsdarainated by outside directors and
when firms have shares traded by foreign investdigs study uses the board
effectiveness index developed by the World Econdfaum (2008) as a proxy for
board effectiveness. It is a measure of corporatemance by investors and boards
of directors in a country and ranges from 1 to ithw signifying management has
little accountability and 7 signifying investorscahoards exert strong supervision of

management decisions. The relevant research gnestio

Does board effectiveness affect earnings management?

3.3.7 Ownership concentration and earnings manageme
Separating the risk bearing function of ownershig #he managerial function of
control in the modern corporation causes the adgssncipal-agent problem between
owners and managers for non-value maximizing behawy managers (Jensen and
Meckling 1976). In a dispersed ownership scenavith manager owing a significant
share of the company, managers have a strong imeetd engage in earnings
management and the existence of information asymymebkes it difficult for
outsiders to undo the effects of earnings managemen

Recent research provides evidence that many USoxaipns have
significant equity ownership by insiders (CEO, o#fis, and executive members of
the board of directors) and/or shareholders that ewsignificant block of equity
(Holderness and Sheehan 1998).

In a concentrated ownership environment, agenoplems arise between

controlling shareholders and minority shareholdessPorta et al. (1999) find a high
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degree of ownership concentration in firms from rdoes with relatively poor
country-level governance and argue that the cdnflibetween large
shareholders/sponsor owners and minority sharetwlgethe primary firm-level
governance problem in such countries. In compawmés concentrated ownership,
controlling shareholders can expropriate wealtmfrminority shareholders in many
ways. For example, they can extract cash by selssgts, goods or services to the
company through self-dealing transactions, they chtain loans on preferential
terms, they can transfer assets from the listedoemyto other companies or entities
under their control, or they can dilute the intere$ minority shareholders by
acquiring shares at a preferential price (Johnsah €000).

Although these activities are not within the narrpurview of earnings
management, the argument here makes it clear thah e countries with
concentrated ownership; sponsor/owners familiese hencentives to engage in
earnings management activities to portray theipa@te performance in the best
possible light to minority shareholders. This stugses the average percentage of
common shares owned by the three largest sharebaldéhe ten largest firms in a
given country from La Porta et al. (1998 and 20@6jneasure the overall extent of
ownership concentration (OWN) as the proxy for lénel of agency costs in that
country. High values stand for higher ownershipasmrration. The relevant research

guestion is:

Does higher concentration of ownership affect earnings management?
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3.4 Summary

This chapter has set out the research questiontesting this study. The research
guestions relate to the relationship between babramand micro governance factors
and earnings management and reflect the reviewh®fliterature set out in this

chapter and earlier chapters.
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4.1 Introduction

Chapter One identified earnings management as tbadbarea of this research.
Chapter Two developed the link between governahoth(micro and macro level)
and earnings management, Chapter Three set oujuistions to be empirically
tested in this study, and this chapter describesrésearch design. The Chapter
proceeds as follows: Section 4.2 gives an overatthie research design, Section 4.3
discusses the control variables, Section 4.4 destrihe sample selection and data
collection procedures, Section 4.5 describes teeatipnalisation of the constructs in
the model and Sections 4.6 describes the analyticadedures undertaken. Section
4.7 provides the summary of the research questamd, finally Section 4.8

summarises the chapter.

4.2 Overview of research design

Signed discretionary accruals, estimated usingrtbdified Jones Model (Dechow et
al. 1995) was used as the measure of earnings m@eang Signed discretionary
accruals are used rather than unsigned discreyiawruals for two reasons. First,
we are interested primary in the use of managelimdretion to increase reported
earnings as this is the misreporting scenario niigsly to impair accounting
objectives. Finally, Hribar and Nichols (2006) repempirical evidence that signed
discretionary accruals are a better measure ofirggrquality than the unsigned
value of discretionary accruals. Importantly, nttat this model is not a random
walk expectation model in which total accruals siraply expected to be the same
dollar amount as last year’'s accruals. Ratheruat€rare assumed to have a constant

liner relationship over time with sales and gro$3ERhat can be used to predict
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current period accruals for a given level of saled gross PPE The accounting and
corporate disclosure data for the study was catectfrom the OSIRIS

(http://www.osiris.com/honje database (2009); World Economic Forum

(http://www.weforum.org/homle database (2008) and The World Bank

(http://www.worldbank.org/honje database (1999-2007) and covers the period

1998/99 to 2006/2007. Financial and mining compamere excluded from the
sample because of their special economic struetnderegulated entities because of
the nature of their operating environment.

Researchers have primarily relied on the legalgatain database compiled
by La Porta et al. (1997 and 1998) for their ingegirotection measures. Spamann
(2006), however, raises concern over the constmiatf one of the most routinely
used investor protection measures ‘AntidirectorhRipdex’ (ADRI). Following a
consistent coding process, Spamann (2006) doeBnaloany significant differences
between common law and code law countries with eeisgo ADRI values.
Moreover, Kaufmann et al. (2007) report that themere substantial changes in
governance structure over the period 1996-2006.tlisrreason this study uses the
recent World Economic Forum data (2008) and theldMBank data (1999-2007).

The general structure of the models tested is shoslow and illustrated in

diagram 5-1 and was tested using both pooled aadwise OLS regression.

Dependent variable;;- a + X p Governance Factors; + X p Controls ;;

4 Francis and Wang (2008) also adopt the same tgeésito study in a cross-country comparison.

87



Diagram 4 -1 below depicts the conceptual model uedying the thesis.

Diagram 5 — 1: Conceptual Model

Enforcement of laws
Institutional Setting
Country-level governance Political Systems
and control variables
Perceived Corruption
National Culture
Controls, eg country size Incentives and

Constraints

1. Socio-political

incentives

Ownership concentration 2. Capital market

incentives i

Firm-level governance Autor Qualty & Conives. -

-level g incentives Management
variables Board 4. Incentives to
el adoption of

IFRS

Board Independence 5. Constraints of
earnings

management

Other control variables

The following sections present the proposed modeld state the specific

research questions based on the discussions iné€&apree and Four.

4.2.1 Macro governance and earnings management
The following model is used to examine the impdanacro governance on earnings

management.

DACCR = g + BiENF++ B,INS + BsPOL+ BCOR + PsCUL+ Bs IFRS + B; SIZE +Pg LEV +

ﬁgGWTH +BlOCFO +[311CAP +B12LOSS + fiXed EffECES...cvvniiiiieiee e e (l
where,
DACCR = discretionary accruals scaled by lagged total adeefirm i in year t.
ENF = enforcement measured six ways:

() JuD = judiciary independence (WEF 2008)
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(i) SEC = enforcement of securities laws (WEF 2008)
(iiMIN = protection of minority shareholders’ interest (WEPO8 )
(iv) ACC = enforcement of accounting & auditing standards (V2B68)
(v) RLAW = rule of law (WB 999-2007)
(vi) Press =press freedom (WB 1999-2007)
INS = regulatory quality (WB 1999-2007)
POL = political stability (WB 1999-2007)
COR = control of corruption (WB 1999-2007)
CUL = ethical behaviour (WEF 2008)
IFRS = a dummy variable that takes the value of 1 fon@gicountry in the
years after mandatory IFRS adoption and 0 otherwise
SIZE = natural logarithm of total assets in $ thousanddifm i in year t
LEV = total long-term debt/equity for firmiin year t
GWTH = sales growth rate, defined as the sales in yeantisysales in t-1 and
scaled by sales in year t-1
CFO = operating cash flows for firm i in year t scaledlagged total assets
CAP = non-current (fixed) assets in year t / Total Asgetgear t
LOSS = dummy variable equals 1 if firm i reports negatin income in year.;
fixed effects = country and year fixed effects

Francis and Wang (2008), Daske et al. (2008), Ha@d. (2008) and Leuz et
al. (2003) found a significant association betwesnntry-level governance and
earnings management. Similar results are antiapatehis study. All country-level
governance variables are expected to display atimegassociation with the

magnitude of discretionary accrusls

15 As country-level governance is represented hyvaiables, there are five sub-hypotheses andgttineary hypothesis is
expressed in general terms as the directionalityhef coefficient depends on the nature of each tcpievel governance

variable.
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4.2.2 Micro governance and earnings management

The following model is used to examine the impdathero governance on earnings

management.
DACCRj = ag + 04IPO + a,LEV + 03BONUS + 04BIG4+ 0sBOD + agBIND + a;OWN + 0gSIZE +
0gGWTH +a1gCFO +0. 11CAP +0 1,LOSS + fiXxed €ffECtS....cuuiiiiiiiiie e, (D)
where,
IPO = initial public offerings (WEF 2008)
LEV = total long-term debt/equity for firmiin year t
BONUS = incentive based compensation (WEF 2008)
BIG4 = dummy variable, equal 1 if the firm audited by &B4 and 0 otherwise
BOD = no of directors on the board of a firm
BIND = board effectiveness (WEF 2008)
OWN = ownership concentration (La Porta at al. 2006)

The other variables are defined as in equationafid, the coefficients, to o,
are the basis fotests of the effects of micro-level governance a@arnegs

management.

4.2.3 Joint effect of micro and macro governancen earnings management

Ball et al. (2003) argue that adopting high qualitgndards might be a necessary
condition for achieving high quality informationytonot a sufficient one. This study

therefore examines earnings quality as a joint tiancof macro governance and

micro governance variables by using exploratorggpal component analysis (PCA)

of 10 macro governance variables, viz, judicial eippendence, enforcement of

securities laws, protection of minority sharehaddemterest, enforcement of
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accounting & auditing standards, rule of law, préssdom, regulatory quality,
political stability, control of corruption, and éthl behaviour.

The following model is used to examine this issue:

DACCR =y + y{MACRO + y,MICRO + ysMACRO * MICRO + y,SIZE +ysLEV+ + ysGWTH
+ v7;CFO +yg CAP +79LOSS + fixed ffECtS......ccoi ittt et e e s e e (iii)

All of the variables are defined as in equation$ &hd (2), and the
coefficients {. 7. ana Vs) test the joint effect of micro and macro govereron
earnings management. Equations (i) to (iii) areneded using the procedure in
Rogers (1993) to derive t-statistics and p-valuest tare robust in respect of
hetroscedasticity. In addition, since macro goveceavariables take on the same
value for every firm within a country, it is posklihat country effects are overstated
due to repeated observations within countries. Rogers (1993) procedure also
controls for the country clustering effects and tbemmon variance among
observations within a particular country. Equat{d@nto 3) is estimated as a fixed
effects model with year-specific dummy variablesctntrol for systematic time
period effects and country dummies to provide &olditi controls for omitted
variables that could affect firm-level accrualsr Baccinctness, the year and country

dummies are not reported in the tables.

4.3 Control variables
The above models include control variables whichehlbeen identified in the prior
literature as being relevant to explanation of at&wn in discretionary accruals. The

individual variables are discussed below.
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4.3.1 Size

Two opposing views exist on the role of firm sineearnings management. Kim et al.
(2003) note that the larger the firm’s size, ldsat tearnings management may be
feasible. First, the size of firms is related winternal control system. Larger sized
firms may have more sophisticated internal corgygtems and have more competent
internal auditors as compared to small sized firds. effective control system
contributes to the reliability of financial infori@n disclosed to the public (Watts
and Zimmerman 1978). Second, larger firms are Gsaalited by auditors from the
big6/5/4 accounting firms who could prevent earsingsrepresentation. Third, large
firms take into account the reputation costs whagaging in earnings management.
Finally, large firms may be less likely to managanengs relative to smaller
counterpart firms because they are followed by nfiogncial analysts.

In contrast, an opposing view suggests that lasgexd firms are more likely
to manage earnings than small-sized firms. Fiasgd-sized firms face more pressure
to meet analysts’ expectations. Second, large sizets have greater bargaining
power with auditors. Nelson et al. (2002) docunmtéat auditors are more likely to
waive earnings management attempts by large cli@isd, large sized firms have
more room to manoeuvre given the wider range obaaiing treatments available.
Finally, large- sized firms may manage earningdecrease political costs (Watts and
Zimmerman, 1978; Hagerman and Zmijewski 1979; Boweéral 1981; Dhaliwal
1988). Bathke et al (1989) document a positivetiaiahip between firm size and
earnings quality. This study uses the natural itiyarof total assets to proxy for firm
size (SIZE) and, on balance, the association betwleretionary accruals and firm

size is expected to be positive.
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4.3.2 Leverage

As discussed in section 3.3.2 on debt contractify, is included as a proxy for debt
covenant violation. LEV is measured as the ratidgotdl long term-debt to equity,
where total long term debt in the OSIRIS databagreasents all interest bearing
obligations due after the current operating cy&l€he sign of the coefficient on LEV
is expected to be positive, that is, earnings mamagt increases with leverage. Note
that while LEV is a control variable in equationsgnd (iii) it is one of the micro

governance variable in equation (ii).

4.3.3 Growth

To avoid adverse affects on the cost of capitahagars have an incentive to smooth
earnings as earnings volatility increases with hygbwth and the market tends to
punish growth firms for negative earnings surpri¢ggkan 2001; Beaver 1968).
Therefore, high growth firms are likely to haveosiy incentives to meet earnings
targets. Krishnan (2003a) documents a significangitive relationship between
firms’ growth level and earnings management. Yo(2@DO0) finds that discretionary
accruals are positively associated with firm growthce firms experiencing large
growth will incur high investment in working cagitdMoreover, firms with more
growth potential are expected to make more accaradshence discretionary accruals
choices (Firth et al. 2007; Rath and Sun 2007)s Bhudy uses the return on equity
(ROE) as a proxy for growth opportunities and tlssomiation is expected to be

positive.

16 Bank debt is not available in the OSIRIS databas
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4.3.4 Cash flow from operations

To control for firm performance, cash flow from ogitons (CFO) is included as a

control variable. This study includes cash flownfr@perations (CFO) deflated by

lagged total assets, and the coefficient on CF@xipected to be negative because
there is a well documented inverse relation betw€E@® and accruals (Francis and

Wang 2008).

4.3.5 Capital intensity

Managers’ discretionary accruals choices depenthermix of current versus non-
current assets and liabilities. Capital intensitgasures a firms’ efficiency in
deployment of its non current (fixed) assets tdatal assets. Burgstahler and Dichev
(1997) suggest that firms with a larger currenibratovide more opportunity for the
managers to manage earnings through working cagutalials than firms with large
non-current assets/liabilities. Ruth and Sun (208@J Young (1999) report a
negative relationship between capital intensity algtretionary accruals. On the
other hand, Francis and Wang (2008) report a pesitmsignificant relationship
between capital intensity and discretionary acerwdloices. Thus, no prediction is
made regarding the sign of CAP. This study incluckgsital intensity as the ratio of

non-current assets to the total assets (CAP).

4.3.6 Loss dummy
Lower reported earnings also provide the motivatarfirms to manipulate earnings
because these firms possibly facing more finandificulties. Prior research

suggests that earnings management firms tend tbiekigh profitability given the
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link to managers’ job security and accounting grbAised compensation contracts.
(Fudenberg and Tirole 1995; Rath and Sun 2007).gN2804) provides convincing
evidence that the firms’ propensity to manipulatenengs is positively related to
growth prospects and negatively to the profitapitt the firms’ current assets. The
basis for his anticipation is that firms with stgogrowth opportunities but low
profitability (or low cash flow) should have greattemand for more profit. Earnings
management is also a forward-looking exercise. darsaare more likely to consider
future earnings when they make accounting policyiads. If current earnings are
low but managers expect that future earnings wall High, they may engage in
income-increasing earnings management (borrowitgyduearnings). On the other
hand, if current earnings are high but managere@xynat future earnings will be
low, they may engage in income-decreasing earnmgsagement (saving today’s
income for tomorrow’s use). A dummy variable isdi$er firms with losses (LOSS)
as a proxy for financial distress and bankruptsk nd therefore an incentive to

increase reported earnings in the subsequent year.

4.4 Sample selection and data collection procedure
4.4.1 Study period
The study focuses on a 9-year period beginnindgnénli998-1999 financial year and
ending in the 2006-2007 financial year becaus@éefallowing reasons:

(i) The last decade was highly eventful in the dngtof accounting. It saw
some of the biggest accounting scandals in hideahyy Enron in 2001 and followed

by many high profile accounting failures around wWald.
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(i) Enron’s accounting failings not only led toetlbiggest bankruptcy in US
corporate history, it led to the demise of thehfifirgest professional accounting firm
and one of the oldest brands in the professionablwating services industry. The
regulatory response to the events surrounding Emmh Andersen was equally
spectacular. Sarbanes Oxley Act, passed in JWZ 2§ the US Congress, brought
about radical changes affecting accounting, augliind corporate governance, not
seen since the formation of US SEC in 1934. Mainewteveloped economies in
Europe, the Far East and Australia carried outlammeforms of their auditing and
corporate governance regulations. Due to the swgephanges in auditing and
corporate governance introduced by SOX, earningeagement in the US and
countries’ implementing SOX-like provisions is likgo have decreased. However, it
is also possible that earnings management has llgcinareased post-SOX as
managers have incentives to smooth the impact &f &Ofinancial performance.

(i) The reorganisation of the IASC as IASB in 20@nd the subsequent
revitalization of its activities have led to theeiof IASB as the global accounting
standard setter with IFRS adopted or permitted anenthan 100 countries around the
world. With the adoption of IFRS, internationalfdiiences in accounting are likely to
decrease and therefore it is also a useful setongxamine the effects of macro
governance on earnings quality. There has beemanon expectation that adoption
of IFRS would result in higher earnings quality. Wwéver, growing evidence
indicates that actually it may not be resultinginoreased quality. In any case, the
impact appears to be crucially dependent on theorsatting.

(iv) The Asian financial crisis of 1997 also brotigbrporate governance and

accountability to the forefront. While severalamhs have been implemented in the
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Asian region post the 1997 financial crises, ialiso possible that the incidence of

earnings management has increased in order to Brtteeffects of the crisis.

4.4.2 Sample selection
The selection procedure followed two stages. Thst fstage commenced with
selecting all countries in the OSIRIS databasey@uolntries with at least 90 firm-
year observations were selected in order to ersufigient observations to carry out
the tests planned for the study.

In the second stage, regulated, financial and mgimdustries were excluded

from the sample (Table 4-1). These industries ackuded for the following reasons:

Table 4 -1: Sample Selection

Total number of observations (1998-2007) 505594
Less: Missing values on dependent and independeiatbles (297644)
Less: Financial Institution (15490)
Less: Energy and mining sector (5032)
Less: top and bottom 1% of DACCR accruals (17844)
Less: # of observations withStudentized residuajs3 (12678)
Final # of observations used in the tests 156906

(i) Revenues in regulated industries are ofterosetccounting rates of return,
which gives firms an incentive to adopt consenatccounting practices and thus
defer income recognition. Given that the deferfalncome recognition is common
practice for regulated industries, it would be idifft to uncover opportunistic
manipulation of earnings by management.

(i) Financial entities such as banks and insuracm®mpanies are excluded
because the structure of their assets and liasilis different from firms in other

industries and because in many countries, theysabgect to different accounting
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regulations. These differences make problematic @bgmation of discretionary
accruals, as explained in prior empirical studiBgasnell et al. 1998 and 2005;
Chtourou et al. 2001; Bugshan 2005; Habib 2007 d¢tsaand Wang 2008).

(i) Mining firms also demonstrate significant tlifences from firms in other
industries because of the unique nature of thedetas Such uniqueness includes
heavy reliance on non-current assets, differencenuentory and receivables,
dominance of intangibles, and frequent incidencefimhs with negative equity.
Another reason for excluding mining companies iat tthe empirical evidence
indicates that investors recognise the value intteire operating flexibility in the
mining industry (Kelly 2004). Thus, the market \v&laf mining firms differs from
other firms in that it includes other major factossch as the value of real operating
options (Kelly 2004; Dixit and Pindyck 1994; Bremnand Schwartz 1985).

Pooled OLS regression is used to estimate diso@tyo accruals; it is
therefore necessary to include only countries \gtifficient firm observations to
ensure reasonable precision in the parameter @ssm&ollowing prior research
(Francis and Wang 2008 and Cai et al. 2008), caawyith less than 90 observations
were dropped from the sample. Due to the sensitofitregressions to extreme values,

outlier observations were deleted from the sample.

4.5 Operationalisation of the constructs

4.5.1 Macro governance

Operationalisation of macro governance attributdkows the practices previously
applied in the literature. The following table stowhe operationalisation of the

macro governance variables.
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Table 4-2: Operationalisation of explaining constrats (macro)

Macro governance

Variables

Symbols

Operationalisation

(1) Enforcement

Jub

Assessment of the efficiency and integrity of legavironment
as it affects businesses. Scale ranges from 1 twitf, lower
scores signifying lower efficiency levels. The WbEconomic
Forum (2008).

SEC

An aggregate measure of regulation of securitiehaxges in
the respective country and ranges from 1 to 7, Wislignifying
not transparent, ineffective, and subject to undhfeuence
from industry and government; and 7 signifying sj@arent,
effective and independent of undue influence fradustry and
government. The World Economic Forum (2008).

MIN

A measure of the protection of the interest of miiyo
shareholders’ and ranges from 1 to 7, with 1 signif not
protected by law and 7 signifying protected by kwvd actively
enforced. The World Economic Forum (2008).

ACC

An aggregate measure of auditing and financial ntemp
standards relevant to company financial performaacel
ranging from 1 to 7, with 1 signifying extremely akeand 7
signifying extremely strong enforcement. The Wdgltbnomic
Forum (2008).

RLAW

Measures the extent to which agents have confiden@nd
abide by the rules of society, and in particulae tuality of
contract enforcement, the police, and the coursswall as
likelihood of crime and violence. It ranges from34 to 2.03,
with higher scores indicating strong rule of lavwd atice-versa
The World Bank (1999-2007).

PRESS

Measures the extent to which a country’s citizere able tq
participate in selection of their government, adlvas enjoy
freedom of expression, freedom of association aftdeamedial.
It ranges from -1.66 to 1.72, with higher scoredidating
freedom of association and a free media aiog-versa The
World Bank (1999-2007).

(2) Institutional
setting

INS

It measures the ability of the government to fomeil and
implement sound policies and regulations that peramd
promote private sector development. It ranges frdm35 to
1.85, with higher scores indicating strong institoal setting
andvice-versaThe World Bank (1999-2007).
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(3) Political
system

POL

Measures the perception of the likelihood that gbgernmen
will be destabilized or overthrown by unconstituiid or violent
means, including politically-motivated violence aedrorism. It
ranges from -1.99 to 1.51, with higher scores iatilig greatef
political stability and control anglice-versa The World Bank
(1999-2007).

(4) Corruption

COR

Measures the perception of the extent to whichipyimwer is
exercised for private gain, including both pettyl gmand forms
of corruption, as well as “capture” of the state dlites ang
private interests. It ranges from -1.29 to 2.5thwigher score
indicating least corrupt practices taking place ammb-versa
The World Bank (1999-2007).

[%2)

(5) Culture

CUL

An aggregate measure of therporate ethics (ethical behavic
in interactions with public officials, politiciansand othef
enterprises) of firms in the country, ranging frano 7, with 1
signifying among the world worst, and 7 signifyiaghong thg
best in the world. The World Economic Forum (2008).

(6) IFRS adoption

IFRS

A dummy variable that takes the value of 1 foreegicountry
in the years after mandatory IFRS adoption andhgratise.
Deloite IAS Plus Website (2008).
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4.5.2 Micro governance

Micro governance attributes are operationlizedofwihg existing practice in the

literature. The following table shows the operatilssation of the micro governance

variables.
Table 4-3: Operationalisation of explaining constrgts (micro)
Micro governance
Variables Symbols Operationalisation
(1) Capital market IPO Total IPO (Initial public offerings) proceeds as| a
transac'gion percentage of GDP. The World Economic Forum (2008).
motive

(2) Debt contracts

LEV

Total long-term debt/equity. OSIRIS (2009).

(3) Performance based
compensation

BONUS

compensation exclusively on salary and 7 signifytimajt
a larger part of income is derived from performahased
benefits (bonus, stock options, etc.). The Worldrienic
Forum (2008).

An aggregate measure of management compensation
package and ranging from 1 to 7, with 1 signifying

(4) Auditor quality

BIG4

Dummy variable with the value of 1 if the firm isdited
by one of the BIG 4 and 0 otherwise. OSIRIS (2009).

(5) Board size

BOD

No. of directors on the board of a firm. OSIRIS@2D

(6) Board effectiveness

BIND

A measure of corporate governance by investors
boards of directors in the country, characterizgd tho 7,
with 1 signifying management has little accounipi
and 7 signifying investors and boards exert str
supervision of management decisions. The W
Economic Forum (2008).

and

ong
orid

(7) Ownership
concentration

OWN

Measured as the median percentage of common s
owned by the top 3 shareholders in the ten lar
privately owned non-financial firms in a given coyn
High values stand for higher ownership concentratind
vice-versala Porta et al. (1998 and 2006)

hares
gest

101



4.5.3 Earnings management
Even though researchers are quite certain earmmaygagement exist, it has been
difficult to convincingly document it. Healy and Wan (1999) succinctly point it

out by commenting that:

“Despite the popular wisdom that earnings managénesrsts, it has been
remarkably difficult for researchers to convincinglocument it. The problem
arises primarily because to identify whether eaysirhave been managed,
researchers first have to estimate earnings betbee effects of earnings
management. This is not an easy task. One commummagh is tdirst identify
condition in which managers’ inducement to managmiags are likely to be
strong, and then test whether pattern of unexpeetetfuals (or accounting
choices) are consistent with these incentivesi¢gaddded).

This study tests for earnings management by theettests described above
and in each case discretionary accruals is usedh@smeasure of earnings
management’

McNichols (2000) discusses three research designsmonly used in the
earnings management literature, which are showharfollowing table. McNichols
(2000) argues that selecting a research design dasuwne earnings management
depends on the question addressed by the res@avolof the three research designs
focus on accruals management rather than earniragggement, because of the
following:

(i) Cash earnings are less likely to be managedals®e they are harder to
manipulate.

(i) Accruals are the favoured instrument for eags management (Schipper

1989; Burilovich and Kattelus 1997; Ronen and Y28a68).

17 While opportunistic accrual management is oftificult to observe directly, analysis of pattefinsaccruals may reveal to

investors that cash flow changes move in a diffed@ection from accruals (Ayres 1994).
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Table 4-4: Research designs from the earnings manaigent literature.

Research design in the
earnings management Studies implementing the design.
literature.

Aggregate Accruals Models | (Francis and Wang 2008; Habib 2008; Kothari et 2005;
DuCharme et al. 2001; Erickson and Wang 1999; bdFand
Subramanyam 1998; Becker et al. 1998; Han and W&%8;
Dechow et al. 1995; Jones 1991; DeAngelo 1986; \HE2B5).

Specific Accrual Models (Beaver and McNichols 1998; Beneish 1997; Beavdrtamgel
1996; Petroni 1992; McNichols and Wilson 1988).

Frequency Distribution (DeGeorge et al. 1999; Myers and Skinner 1999; &afder and
Approach Dichev1997).

McNichols (2000) provides the following reasonsjustify the selection of
the aggregate accruals approach over specific alscapproach:

(i) The aggregate accruals approach allows forrobot additional variables,
while the specific accruals models’ approach isflexible in investigating additional
variables (i.e. micro and macro governance).

(i) Aggregate accruals model may help the germabllity of the findings,
because the number of firms for which a specificraal is managed may be small
relative to the number of firms with aggregate aats (Beneish 2001).

(i) If it is not clear which accruals managemenight be used to manage
earnings, then the power of a specific accruals fies earnings management is

reduced?®

18 Prior studies do not specify any accruals ithat is specifically associated with corporate goaece attributes; and

therefore does not promote the use of specificuatenodels in corporate governance studies.
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(iv) If the aim is to examine the association betwearnings management
and other hypothesised factors, then a specificuats model is less tractable
because it requires a separate model for eachadd¢ely to be influenced by the
hypothesised factors.

(v) Finally, the large number of studies publishesing aggregate accruals
models indicates the wide acceptance of the agtgegaruals approach as a proper
proxy for earnings management.

The aggregate accruals approach is selected ogefreuency distribution
approach for the following reasons:

(i) The frequency distribution approach can onlyjusified where there is a
known symmetrical distribution for the data in quas (Holland 2004).

(i) There is no clear evidence supporting the tmmsassumption that the
discontinuities at zero in the frequency distribatiapproach are due to earnings
management (Durtschi and Easton 2004).

(i) The frequency distribution approach measutisgretion over earnings as
the behaviour of earnings after they are managed.

(iv) The frequency distribution approach does ndferentiate between
discretionary and non-discretionary accruals (Mtis 2000).

(v) The frequency distribution approach providesutes specifying which
group of firms will manage earnings rather thanmfimg a better measure of
discretionary accruals (McNichols 2000).

The aggregate accruals approach is selected dulerde factors. First, it
captures the net effect of all accounting estimates choices that influence reported

earnings. This factor is needed because the gavegriderature does not specify the
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accounting manipulations meaningfully related teegoance. Second, examining the
behaviour of total discretionary accruals fulfileet need to measure whether
managers had an incentive to manage earnings. Memamly manage earnings
when they have an incentive to do so (Dechow e2@D0; DeGeorge et al. 1999).
Finally, the aggregate accruals approach has beemitimary focus of earnings
management studies measuring opportunistic earnmgeagement (McNichols

2000).

4.5.3.1 Aggregate accruals model

Accruals modify the timing of accounting earningsl@re composed of discretionary
and non-discretionary accruals (Healy 1985). Extasearch documents that firms
use discretionary accruals to exercise earningsageanent (Kasznik 1999; Hall and
Johan 1997; Robinson and Grant 1997; Dechow eil385; Gaver et al. 1995;

Holthausen et al. 1995; Warfield et al. 1995; DeFand Jiambalvo 1994; Perry and
Williams 1994; Sweeny 1994; Cahan 1992; Jones 1991)

While non-discretionary accruals represents acsraflbwed by accounting
standard setting bodies and are beyond the coofrohanagement, discretionary
accruals enable managers to transfer earnings éetweriods and is proxy for
earnings management (Healy 1985; Teoh et al. 1988h 1998b). The most
commonly used discretionary accruals models by eoapistudies in the area of
earnings management are the Jones (1991) and tti#iedaJones (Dechow et al.
1995) models (Kothari et al. 2005; Bartov et al0@20Thomas and Zhang 2000;

Kasznik 1999; Becker et al. 1998; Beneish 1997;yGetaal. 1996; Subramanyam
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1996; Dechow et al. 1995; DeFond and Jiambalvo 19B&ble 4-5 summarises the
description and the limitation of each of the madel

Table 4-5: Discretionary accruals models

Model Description Limitations

Jones (1991) | Expresses accruals as a function| df assumes that revenues are unmanaged.
changes in sales revenue and tHemay provide biased accruals, becausg it
level of gross total property, plantomits expenses.
and equipment (PPE).

Modified Jones| It attempts to mitigate potential biadt assumes that all changes in credit sales

model from assuming manipulation-frgeare results of earnings management
(Dechow revenues. activity. It also may provide biased
et al. 1995) accruals, because it omits expenses.

A number of researchers argue that only the Jondsttze modified Jones
models appear to have the potential to providealtdi estimates of discretionary
accruals (Kothari 2001; Guay et al. 1996; Subraraan$996; Dechow et al. 1995).

Few of the proposed earnings management modelogedpby accounting
researchers have received as much attention as J98@1) model. The following
are noteworthy in terms of the earnings managereewtirical model development
milestones:

(i) Healy (1985) shows that compensation contraty induce management
to take measures to decrease reported income wisannot increase its bonus, thus
hoarding reported income.

(i) Schipper (1989) provides a discussion of thfferent definitions of
earnings management and critically summarizes tesapirical developments. Her
commentary appeared aftedaurnal of Accounting Researclonference, Studies on

Managements’ Ability and Incentives to Affect thaming and Magnitude of
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Accounting Accruals. The most cited paper from tbamference in the earnings
management literature is by McNichols and Wilsof8d), on manipulation of the
bad-debt expense.

(i) Jones (1991) separates discretionary adsrdiem non-discretionary
accruals when she examined the demand of regul&orgarnings information
during import relief investigations; the same apgoto to detecting earnings
management has been examined further by Decholw(@985); Bartov et al.(2000);
Dechow and Dichev (2002); Kang (2005); Kotharile{2005); Ye (2006) and Yaari

et al. (2007).

4.5.3.1. (i) Jones (1991) model

Jones (1991) is motivated to confine a larger poriof managers’ manipulations
rather than selecting a single accrual accountggested by McNichols and Wilson
(1988). Jones (1991) argues that accruals areemfled by economic circumstances.
Jones (1991) attempts to control for the effectldnging economic conditions on
accounting accruals by controlling changes in niserdtionary accruals. While sales
growth controls a firms’ non-discretionary workimgpital, the level of property,
plant, and equipment controls the firms’ non-disoreary depreciation expense
(Bernard and Skinner 1996). Jones (1991) uses idwetionary portion of total

accruals to capture earnings management.

4.5.3.1. (ii) Modified Jones (Dechow et al. 1995)adel
Dechow et al. (1995) explain that a weakness ofJtrees (1991) model lies in its

inability to capture the impact of sales-based ipalations, because Jones (1991)
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assumes changes in sales are associated with scretthnary accruals. Dechow et
al. (1995) proposes a modification that would hedkgtect sales-based earnings
management. While Jones (1991) implicitly assumdgt trevenues are

nondiscretionary, Dechow et al. (1995) assumes dn&t collected revenues are
nondiscretionary. Dechow et al. (1995) modifies flmmes model by eliminating

errors caused when discretion is exercised ovamey through credit sales.

The Jones (1991) and Dechow et al. (1995) modelsirae series. However,
recent studies (DeFond and Jiambalvo 1994; Subrgemanl996; DeFond and
Subramanyam 1998; Becker et al. 1998; Peasnall &088; Teoh et al. 1998a and
1998b; Bartov et al. 2000) prefer cross-sectionatrdtionary accruals models to
time-series models for the following reasons:

(i) The cross-sectional model generates a largapka(Peasnell et al. 2005
and Subramanyam 1996).

(i) The number of observations per model is cdesitly higher for the cross
sectional model (Subramanyam 1996; Peasnell €08l5). Some studies resort to
using a pooled sample (Erickson and Wang 1999; I€4B82; Han and Wang 1998;
Hribar and Collins 2002; and Park and Park 2004).

(iif) Since the estimation period of time seriesdabis at least ten years, it is
possible for the model to be miss-specified dubeimg non-stationary ( Peasnell et
al. 2005)

(iv) Use of time series lowers the power of testdclv examine time series
behavior in discretionary accruals, because of ibles®verlaps in estimation and

treatment periods Bartov et al. (2000).
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The above reasoning justifies the selection of drass-sectional model in

performance to time-series model.

4.5.3.2 Cross-sectional models

The cross-sectional approach adjusts for changindustry wide economic
conditions, which influence accruals independeatlgarnings management (Teoh et
al. 1998a & 1998b). However, this is based on thsumption that all firms in the
industry have a similar operating cycle. Recendlisttimeasure discretionary accruals
using cross-sectional models (DeFond and JiambaB@4; Subramanyam 1996;
DeFond and Subramanyam 1998; Becker et al. 19@8ics et al. 1999; Chambers
1999; Teoh et al. 199&nd 199§ Kasznik 1999; Klein 2000b; Bartov et al. 2000;
Chtourou et al. 2001; Kothari, S. 2001; Xie et 2003; Bedard et al. 2004; Kang
2005; Kothari et al. 2005). Details of the applicatof the cross-sectional Jones

(1991) and modified Jones (Dechow et al. 1995) rsoale set out below.

4.5.3.2. (i) Cross-sectional Jones model

Discretionary accruals are measured in two stejpsth; the Jones model measures
nondiscretionary accruals as a function of thellet@roperty, plant and equipment,
and changes in revenue. All variables in the adsrempectations model are scaled

by lagged assets to reduce heteroskedasticity 1l ).
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Equation (iv): Cross-sectional Jones (1991) non-disetionary accruals model

TA Ais = Bo (A1) + B1 (AREVi /A1) + Ba (PPE/ALL) + €vereereeeeeeeeeeeeeeeseeseeeseeeseseesnens (iv)

where

TA; is total accruals,

AREV; is the change in revenue of firm i, for the period;

PPE; is gross property, plant, and equipment of firmfioh i, for the period, all scaled by the
lagged total assets.

Discretionary accruals for each sample firmare estimated as the residual

from Equation (iv). That is,

Equation (v): Cross-sectional Jones (1991) discretary accruals model

DACCR; /Ai1 = TA¢ /A1 — [Bo (L/A1) + B1 (AREV /A1) + Bo (PPE/A)] oo, v)
where,

predicted total accruals.
Bo, B1, andp, are the fitted coefficients from Equation (iv).

4.5.3.2. (ii) Cross-sectional modified Jones model

DACCR; = discretionary accruals as measured by the diffe between total accruals and

The extension that Dechow et al. (1995) made tmtlggnal Jones (1991) model was

to adjust the change in revenues for the changeciivables in the event period.

Equation (vi): Dechow et al. (1995) modification othe cross-sectional Jones model

TA; [Ai1 = ag (/A1) + 01 (AREV; - AREG /Aiq) + 0 (PPE/A) +e (vi)

Equation (vii): Dechow et al. (1995) modification bthe cross-sectional Jones model

DACCR, /A1 = TAx /At — [6io (L/Aw1) + 61 (AREV; - AREG /A1) + éa (PPE/Aw1)]... ... (vii)

where
do, 1, anda, are the fitted coefficients from equation (vi).
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In Equation (vii), the coefficients estimated frdaguation (vi) are used to
predict expected total accruals. Expected totaluats are deducted from actual total
accruals (TA /Ai1) to obtain discretionary accruals (DACER/Ai.1).The
effectiveness of the model in measuring earningsagement depends on how well
discretionary accruals are separated from nondisoggy accruals. Dechow et al.
(1995) conclude that their version of the modiflkhes model is superior to all other
currently available models, though it remains infpetr Subramanyam (1996) finds
that results obtained from cross-sectional modifiedes model (Dechow et al. 1995)
are qualitatively similar to the results obtainedni cross-sectional Jones model.
However, estimations cannot be very precise.

Subramanyam (1996) argues that cross-sectional Imwate not free of
measurement problems, similar to all other disenetiy accruals models. It can be
argued that the Jones (1991) and the modified J@deshow et al. 1995) models
misclassify discretionary and non-discretionary raats. However, Bernard and
Skinner (1996) state that the misclassificationbfgm is common to all earnings
management studies.

The present study focuses on discretionary accfuais the modified Jones
(Dechow et al. 1995) model as the key measure danikgs management for two
reasons. First, the results obtained from the nmemtlifross-sectional Jones model are
gualitatively similar to the results obtained froomoss-sectional Jones model
(Subramanyam 1996). Second, the modified Jonesh@ect al. 1995) model
eliminates errors caused when discretion is exauicisver revenue through credit

sales.
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4.5.3.3 Measuring total accruals
To be able to estimate discretionary accruals| tataruals need to be computed.
There are two methods for computing total accrudlse first method is the
traditional balance sheet approach that has bessh inghe majority of prior studies
(Healy 1985; Jones 1991; Dechow et al. 1995; Pdasihal. 1998; Kothari 2001).
The second method is the cash flow approach (aai. 2007; Subramanyam 1996;
DeFond and Subramanyam 1997; Becker et al. 19%8n RI0O02b).

Under the traditional balance sheet approach, tatatuals are measured as
follows:

Equation (viii): Balance sheet approach.

TA = (ACA — A Cash) — ACL — ASTD) — depreciation.............ooeeeeeeeiiiiii e e e (viii)

where

TA representsotal Accruals

ACA representshange in current assets

A Cashdenoteshange in cash and cash equivalents

ACL denotes change in current liabilities, and

ASTD refers to change short-term debt included in current liabilities.

Under the cash flow approach, total accruals ar@sored as follows:

Equation (ix): Cash flow approach

TAZ EBIT = OCF ... oo e e et e (ix)

where

TA representsotal accruals,

EBIT represents earnings before interest and taxek,
OCF denotes operating cash flow.

However, recent studies prefer the cash flow ampro@ the traditional

balance sheet approach because of the followirsprsa
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() The balance sheet approach omits non-curremtuats (except for
deprecation and amortisation), the cash flow apgr@ccounts for both current and
non-current accruals.

(iNThe balance sheet approach is less efficieahtthe cash flow approach
when firms experience mergers or acquisitions {@®hnd Hribar 2002).

(i) The balance sheet approach is biased in meagwaccruals for firms
experiencing discontinuing operations (Collins &trbar 2002).

Collins and Hribar (2002) point out that the fregog and magnitude of
errors introduced when using the balance sheebapprcan be substantial. For the
reasons discussed above, the cash flow approadkers in the present study to
calculate total accruafs.

Total accruals’, using the cash flow approach, iisddd into discretionary
and non-discretionary accruals by using the madlifienes model. The level of

discretionary accruals is then used as the empindaator of earnings management.

4.6 Analytical procedures
The analysis of the data was carried out in fostimlct steps. Each of these steps and

the associated research question to be testediisenubelow:

4.6.1 Step one: Data collection and descriptive gistics
Data for this study were collected from a combimatf sources-all secondary. Firm-

level accounting data were collected from the OSIB&tabase while country-level

19 Data results support Collins and Hribar's (206@jlings that the cash flow approach has less thias the balance sheet

approach.
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data were collected from the World Economic Forunmd alhe World Bank.

Descriptive statistics are computed to profile dia¢a.

4.6.2 Step two: Computing discretionary accruals

The second step of the analysis is to compute etiscary accruals. As mentioned
above, the study uses the modified Jones (Dechoal. €i995) model to compute

discretionary accruals. Estimation of discretionacgruals involves two steps. First
nondiscretionary accruals are estimated using tlossesectional version of the

modified Jones model, as in Krishnan (2003a). Tiislel estimates total accruals as
a function of the change in revenue (adjusted lHerdhange in receivables) and the
level of property, plant and equipment. Furthecperelation analysis is performed to
examine the relationship between the dependentralgghendent variables. This test
examines the extent to which the dependent varigbleelated to each of the

independent variables in the study. Prior to cotidgcthe correlation analysis, the

variables are examined to check for distributions.

4.6.3 Step three: Regression analysis
The proposed models are tested using both poolddyear-wise specifications of
pooled OLS regression. To test the effect of gowece on earnings management,

this study regress the DACCR on governance andrdauof control variables.

4.6.4 Step four: Robustness checks
The fourth step in the analysis is to test theagsgjon assumptions and adjust the data

for outliers and test for collinearity. For exampthe regression assumptions are
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tested by examining the residuals of the model l{Redr 1997). The assumptions
are: normality, linearity, homoskedasticity, andependence of residuals (Pedhazur
1997).

Distributions with infinite variance tend to havedk tails, implying outliers
(Malinvaud 1980; Rogers 1993). Relatively heavyghés can be placed on outliers
(Judge et al. 1988). Thus, their presence tentsatbto bias and extremely sensitive
least square estimates. Following prior studiesar{€is and Wang 2008), if the
earnings level or change in earnings, scaled binhegy total assets, is above 1.0 or
below -1.0, then it is considered to be an outliEnis approach is proposed by
Malinvaud (1980) to transfer infinite variance irftoite variance by assuming that
the distribution of the disturbances is bounded.

Macro and micro governance attributes could berneksed leading to
collinearity problems. Several methods are employ@dreduce the severity of

collinearity problems.

4.7 Research questions

Table 4-6 below shows the list of research questtested. In each case the effect of
a single explanatory variable is tested. This fledint from the test equations (i) and
(i) developed above. However, the data limitationgross country studies are such
that it is common to focus on one variable (or stb®f the variables) rather than
incorporating all of them in a single test. Thetites of multiple variables gives
greater confidence if the results found are coestsacross variable¥Vhen testing
each research question, pooled regressions asawejear wise cross section are

reported. The joint effect of macro and micro gosgice on earnings management is
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tested by using explanatory p

macro governance variables to

rincipal componentysia (PCA) to reduce the ten

a single composiiahla.

Table 4-6

Summary of research questions

(1) Enforcement

Does a strong system of enforcem
affect earnings management?

DACCR; = Bo+ P1ENF + BSIZE; + BsLEV + BSGWTH;
+ BsCFQ; + BsCAP; + B,LOSS; + fixed effects
ent

(2) Institutional Setting

Does the institutional setting affe
earnings management?

DACCR; = Bo+ B1INS + BSIZE; + BsLEV + B4.GWTH; +
BsCFQ; + BsCAP; + B,LOSS, + fixed effects
Ct

(3) Political system

Does the political system affe
earnings management?

DACCR: = Bo+ p1POL + B,SIZE; + BsLEVi + Bs.GWTH;
+ BsCFQ; + BsCAP; + B,LOSS; + fixed effects
Ct

(4) Corruption

Does perceived corruption affe
earnings management?

DACCR;=Bo+ B1COR + B,SIZE; + BsLEV; + B4GWTH;
+ BsCFQ; + BsCAP, + B,LOSS; + fixed effects
ct

(5) Culture

Does national culture affect earnin
management?

DACCR; = Bo+ B1CUL + BSIZE; + BsLEV i + Bs.GWTH;
+ BsCFQ; + BsCAP; + B,LOSS; + fixed effects
o

(6) IFRS

Does adoption of IFRS affect earnin
management?

DACCR; = Bo+ P1lFRS + B,SIZE; + BsLEV;; + Bs.GWTH;
+ sCFQ; + BsCAP; + B,.LOSS; + fixed effects
s

(7) IPO

Does manager manage earnir

during initial public offerings?

DACCR; = Bo+ B1IPO + B,SIZE; + BsLEV + Bs.GWTH; +
BsCFQ; + BsCAP; + B,LOSS, + fixed effects
gs

(8) Debt contracts

Do managers manage earnings

DACCR:=Bo+ B1LEV + B,SIZE; + BsGWTH; + BsCFQ;
+ BsCAP; + BsLOSS; + fixed effects
to

avoid violating debt covenants?
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(9) Performance based DACCR; = o+ B:BONUS + B,SIZE; + BsLEV; +
compensations BsGWTH; + BsCFQ, + BCAP; + B;LOSS; + fixed effects

Do managers manage earnings |to
increase performance based
compensations?

(10) Audit quality DACCR; = Bo+ P1BIG4 + B,SIZE; + BsLEV; + B4GWTH;
+ BsCFQ; + BsCAP; + B,LOSS; + fixed effects

Do quality auditors affect earnings
management?

(11) Board size DACCR; = Bo+ p1BOD + B,SIZE; + BsLEV + B4GWTH;
+ BsCFQ; + BsCAP; + B,LOSS; + fixed effects

Does board size affect earnings

management?

(12) Board effectiveness DACCR; = o+ B:BIND + B,SIZE; + BsLEV +
BsGWTH;+ BsCFQ; + BsCAP; + B,.LOSS; + fixed effects
Does board effectiveness affgct

earnings management?

(13) Ownership concentration DACCR; = Bo+ B1OWN + B,SIZE; + B3LEV + B4GWTH;,
+ BsCFQ; + BsCAP; + B,LOSS; + fixed effects

Does higher concentration of
ownership affect earnings
management?

4.8 Summary

This chapter has discussed the sample selectidia, clection, and research
guestion testing procedures. The chapter discuisedmethod used to test the
research question, as developed in Chapter Thrég.clear that there is a friction
regarding the economics of earnings management.eniq@rical research pays no
attention to competition in product markets andeottacets of business strategy, in

that it assumes that controlling for industry arehryin the regression analysis is
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sufficient to control for all these aspettsAs yet there is no consensus methodology
that perfectly overcomes the challenge posed byaittehat unmanaged earnings are
unobservable. However, the work of Ye (2006), whstipports the Jones model,
seems promising in this regard. Considering thevalaliscussion on all the variables
of the developed models of the study, Table 41époduced with the expected sign

of the coefficients below.

Table 4-7

List of variables

Symbol Variable Predicted Definition
sign
JubD Judicial - Assessment of the efficiency and integrity of legal
independence environment as it affects businesses. Scale rainges

1 to 7, with lower scores signifying lower efficign
levels andvice versa The World Economic Forum

(2008).
SEC Regulation of - An aggregate measure of regulation of securities
securities exchanges in the respective country and ranges from
enforcement to 7, with 1 signifying not transparent, ineffeejvand

subject to undue influence from industry and
government; and 7 signifying transparent, effectind
independent of undue influence from industry and
government. The World Economic Forum (2008).

MIN Protection of - A measure of the protection of the interest of miiyo|
minority shareholders’ and ranges from 1 to 7, with 1 sigmif
shareholders not protected by law and 7 signifying protectedidoy
right and actively enforced. The World Economic Forum

(2008).

ACC Enforcement of - An aggregate measure of auditing and financial
accounting and reporting standards relevant to company finangial
auditing performance and ranging from 1 to 7, with 1 siginify
standards extremely weak and 7 signifying extremely strgng

enforcement. The World Economic Forum (2008).

20 The economic repercussions of earnings manadedoerirm-level investment) are studied in Kedied&Philippon (2005)
and McNichols and Stubben (2005) .
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RLAW

Rule of Law

Measures the extent to which agents have confidien
and abide by the rules of society, and in particutze
quality of contract enforcement, the police, ané
courts, as well as likelihood of crime and violentte
ranges from -13.9 to 2.03, with higher scores iatiiig
strong rule of law andiice-versa The World Bank
(1999-2007).

PRESS

Press freedom

Measures the extent to which a country’s citizeres
able to participate in selection of their governtmexs
well as enjoy freedom of expression, freedom
association and a free media. It ranges from -106
1.72, with higher scores indicating greater pgvtition

and freedom andice versa The World Bank (1999:

2006).

INS

Institutional
setting

Measures the ability of the government to formu
and implement sound policies and regulations

permit and promote private sector development.

ranges from -1.35 to 1.85, with higher scores iatiliy
greater potential for government to create
environment conducive to economic development
vice versaThe World Bank (1999-2007).

ce

th

a

of

ate
that
It

an
and

POL

Political
system

Measures the perception of the likelihood that
government will be destabilized or overthrown
unconstitutional or violent means, including patly-

motivated violence and terrorism. It ranges fron991

to 1.51, with higher scores indicating greater tjal
stability and control andice versa The World Bank
(1999-2007).

the
by

COR

Corruption

Measures the perception of the extent to whichip
power is exercised for private gain, including bp#ity|
and grand forms of corruption, as well as “captuné
the state by elites and private interests. It rarfgem -
1.29 to 2.57, with higher scores indicating leastupt
practices taking place andce versa The World Ban
(1999-2007).

CUL

National culture

An aggregate measure of the corporate ethics éthic

behaviour in interactions with public official
politicians, and other enterprises) of firms in
country, ranging from 1 to 7, with 1 signifying angp
the world worst, and 7 signifying among the bestha
world. World Economic Forum (2008).

S!
the

IFRS

IFRS Adoption

A dummy variable that takes the value of 1 for\eegi
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country in the years after mandatory IFRS adopdioth
0 otherwise. Deloite IAS Plus Website (2008).

IPO Capital market + Total IPO (Initial public offerings) proceeds as| a
transaction percentage of GDP. World Economic Forum (2008)
motive

LEV Debt contract + Total long-term debt/ total equity

BONUS | Performance - An aggregate measure of management compensation
based package and ranges from 1 to 7, with 1 signifyjng
compensations compensation exclusively on salary and 7 signifying

that a larger part of income is derived fram
performance-based benefits (bonus, stock optidng, |e
The World Economic Forum (2008).

BIG4 Auditor quality - Dummy variable with the value of 1 if the firm |s
audited by one of the BIG 4 and 0 otherwise. OSIRIS
(2009).

BOD Board Size - No. of directors on the board of a firm. OSIRIS@2D

BIND Board - A measure of corporate governance by investors|and
independence boards of directors in the country, characterizgd. o

7, with 1 signifying management has litfle
accountability and 7 signifying investors and beard
exert strong supervision of management decisiohs.|T
World Economic Forum (2008).

OWN Ownership + Measured as the median percentage of common shares

concentration owned by the top 3 shareholders in the ten largest
privately owned non-financial firms in a given cogyn
High values stand for higher ownership concentratjo
La Porta et al. (1998 and 2006)

DACCR | Discretionary Discretionary accruals under modified (Dechow et|al
accruals 1995) Jones model

SIZE Firm size + Natural log of firm total assets

GWTH Return on + Net income / Total equity
equity

CFO Cash flow from - Cash flow from operations
operations

CAP Capital +/- Non-current (fixed) assets/ Total assets
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intensity

LOSS Loss Dummy +/- If net income for the previous period is negatinel &
otherwise
AREC Change in Difference between current years and preceding year
receivables receivables
AREV Change in Difference between current year and preceding year
revenues revenues.
GPPE Gross property Net property plant and equipment plus accumulated
plant and depreciation.
equipment
TACCR Total accruals Difference between earnings before interest ancutalx
operating cash flow
NDACCR | Non Non discretionary accruals
discretionary
accruals
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Chapter Five

Analysis of the Results

5.1 Introduction
5.2 Univariate analysis
5.3 Discretionary accruals

5.4 Test of the research questions

5.5 Robustness tests
5.5.1 Using cross-sectional Jones (1991) model
5.5.2 Deleting smaller countries

5.6 Summary
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5.1 Introduction

This chapter presents the results of the data sisafyom the research method
described in chapter four. Research questions onehitteen are tested and
conclusions are drawn. These research questionthé&snpact of macro governance
attributes (research questions one to six) andargavernance attributes (research
guestions seven to thirteen) with earnings manageme

When testing the research questions with governatickutes the analysis
proceeds in three stages. First, the relationskipwvden the macro governance
variables and earnings management is tested. Thendestage assesses the
relationship between micro governance variableseardings management. Finally,
the third stage of the analysis examines the j@fiéct of macro and micro
governance variables on earnings management. Tapteshproceeds as follows:
Section 5.2 presents descriptive statistics andelation coefficients. Section 5.3
describes the development of the variables forrefimmary accruals. Section 5.4
discusses testing of the research questions amtioses.5 set out the robustness

checks. Section 5.6 provides a summary of the enapt

5.2 Univariate analysis

The number of firm-year observations for each & @8 countries is reported in
Table 5-1 for analyses in the study. Three coumthi@ve from 90 to 100 firm year
observations, 34 countries have from 100 to 1008-fiear observations, and 26
countries have more than 1000 firm-year observation

[Insert Table 5-1, Panel A, See Appendix-A]
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The univariate information regarding both earninganagement and macro and
micro level governance is presented in Table 5abhefs B, C and D.
[Insert Table 5-1, Panels B and C, See Appendix-A]

The mean of ownership concentration is 26 percéiite ownership
concentration derived in this study is comparabléhat reported in previous studies
reported by (i) Farooque et al. (2007) showing Bahgladesh institution owing 18
percent of the shares of listed companies, andPégsnell et al. (2005) (UK listed
companies) of 21.6 percent. The proportion of aletsiirectors on board of 75.28
percent is comparable with that reported in Lealet(2007) of 68 percent but is
strongly dissimilar from that reported in Peasee¢lal. (2005) of 43 percent. Table 5-
1, panel C, shows that 54 percent of the sampiesfemploy Big 4 audit firms. This
result is consistent with Hope et al. (2008), 6B ert; Karim and van Zijl (2008), 33
percent; Habib (2007) and Habib and Islam (2000%3The mean board size of
8.54 is consistent with prior studies. Firm sizeeapressed by the natural log of total
assets, shows considerable variation with a meam G but standard deviation of
.8753. The average debt-equity ratio is 46.62%ufRebn equity 6.40 percent and
capital intensity ratio 33.70, and Cash flow fromperations 3.46 percent. These
values are consistent with previous studies suckrascis and Wang (2008) and
Hope et al. (2008).

[Insert Table 5-1, Panel D, See Appendix-A]

Table 5-1, panel D, shows the correlation amongséwenteen variables. Not
surprisingly the correlations are relatively highowever, there is no case with a
variance inflation factor greater than 5, and tbokinearity is not a problem in this

study.
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[Insert Table 5-2, See Appendix-A]

Table 5-2, shows that the mean (median) measudisofetionary accruals
(DACCR) in this study is -.1674 (-.1655). The™Bercentile value of discretionary
accruals is -.2756, and the"7percentile value is -.0451. Taking into accouet fect
that 81 percent of theampled companies had negative DACCR while therdtBe
percent of the companies had positive DACCR, tesult seems to suggest that
managers within the sample engaged in larger deiagaDACCR compared to
income increasing DACCR in the choice of accountiatjcies. This finding lends
support to conjectures reported in Watts and Zinnmagr (1986) that, if the target is
based on some definition of income from currentrapens (above the line), earnings
management strategies are expected to dump lossemeecurring items (below the

line).

5.3 Discretionary accruals
In order to estimate discretionary accruals, iffiist necessary to calculate total
accruals. As discussed in chapter 4, total accramdscalculated as the difference
between earnings before extraordinary items anch désvs from operations
(Equation ix). The modified Jones (Dechow et al93)9model, represented by
Equation (vi), is estimated by pooled ordinary testpiares (OLS) regression and the
resulting equation is then used in equation (w@italculate discretionary accruals as
the difference between actual and expected totabats for each firm.

The calculation of total accruals covers 156,906 fyear observations over
ten financial years. Table 5-3 presents the estichabefficients of the total accruals

model.
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Table 5-3: Estimation of the parameters of total acruals model for the full sample.

TAj [Ai1 = Po (L/Ai1) + Bait (AREV); - AREC; /A1) + B2 (PPE/Ai1) + £

Adj. RY Intercept AREV - AREC FPE
Estimate Estimate ESt'Tate
(p value) (p value) (p value)
656 .051 .079 -201
(.<01) (.<01) (.<01)

where
TA; is total accruals.

AREV; - AREG,; s the difference between change in revenue andgehim receivables of firm i, for the
periodia o,

PPE; is gross property, plant, and equipment of firnfiiwh i, for the period,

The model is significant at the 1% level. The medifJones (Dechow et al.
1995) model has an explanatory power of 65.6 %allttws for the estimation of
discretionary accruals through deducting expectedl taccruals from actual total
accruals (Equation vii).

Tests of earnings management should first idemti®/managerial incentives
for earnings management and then examine the sgmeagnitude of DACCR. For
example, if it is hypothesized that managers mamsgerings upward to avoid debt
covenant violation, then for firm observation thgproach debt covenant violation, it
is expected that DACCR should be positive and 8wnitly different from zero after

controlling for other factors that are expectedffect DACCR values.

5.4 Test of the research questions

5.4.1 Test results for research question one: Enfoement

Research question one relates macro governancablearenforcement to the
magnitude of discretionary accruals. Table 5-1,epa® appendix A, shows the

country level enforcement scores across countfiesthe case of enforcement
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variable judicial independence, Germany, Finlandustfalia, Netherlands,
Switzerland and the United Kingdom have the strjuaicial independence, while
Venezuela, Argentina, Peru, Russia and Indonesie hhe weakest judicial
independence.

The second enforcement variable, enforcement afrges law shows that
Sweden, Australia, Hong Kong , South Africa have thost transparent, effective
and independent from undue influence form of erdorent, whereas China, Russia,
Saudi Arabia, Egypt and Pakistan have the weakdstament of securities laws
that is not transparent, ineffective and subjeatiridue influence from industry and
government.

The third enforcement variable, protection of mityoshareholders rights
shows that Sweden, Germany, United Kingdom, Finlamdl Austria have the
strongest protection of minority shareholders eser On the other hand, Russia,
Argentina, China, Venezuela and Italy have the wweblprotection of minority
shareholders interest that is minority shareholdetesrest is not protected by law.
Next, enforcement of accounting and auditing steshdfaa country level shows that
Germany, Sweden, United Kingdom, Australia and Aashave extremely strong
enforcement for financial reporting and auditingnstards for company financial
performance, while China, Vietham, Russia, Argemtiienezuela and Nigeria have
extremely weak accounting and auditing standard$orezments. For the
enforcement variable rule of law, Norway, Finla@enmark, Switzerland, New
Zealand and Luxemburg have the highest scorerde Whgeria, Venezuela, Russia,
Paraguay, Colombia and Indonesia have the lowesescFinally, the enforcement

variable press freedom shows that Netherlands, Kealand, Denmark, Finland,
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Sweden and Switzerland have the highest scoret Whina, Vietnam, Saudi Arabia,
Russia, and Pakistan have the lowest scores. el (i) to 5-4 (vi), display the
pooled and year wise regression results for thecgtson between enforcement and

discretionary accruals.
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Table 5-4 (i)
Regression analysis of discretionary accruals witfudicial independence
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = o + B1JUD + B, SIZE; + BsLEV;, + BsSGWTH; + BsCFQ; + BCAP; + B;LOSS, + fixed effects

Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
Independent Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
variables (p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)
Constant -.285 -.226 =172 -.293 -.326 -.282 -.274 -.264 -.276 -.300
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
JUD -.008 -.004 -.005 -.015 -.010 -.011 -.006 -.005 -.008 -.011
(<0.01) (.039) (.023) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
SIZE .011 -.009 .004 .020 .023 .013 .006 .007 .009 .017
(<0.01) (.002) (.144) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .020 -.024 .028 .026 .024 .016 .014 .016 .018 .016
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .053 .050 .041 .049 .042 .037 .053 .056 .070 .065
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.390 -.296 -211 -.334 -.419 -.430 -.449 -.464 -.428 -.466
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP 461 .458 .408 .400 .408 467 481 465 .488 494
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -141 -.155 -.167 -.136 -.136 -.122 -.123 -.133 -.138 -.146
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incdide
Adj. R2 416 .354 .322 373 412 469 471 442 449 .459
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaepmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accruallJD = judicial independence (WEF 2008IZE = natural logarithm of total assets in $ thousafeddirm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yeanus sales in t-1 and scaled by sales in yedaF©
= operating cash flows for firm i in year t scal®dlagged total asset€AP = non-current (fixed) assets in year t / Total asseyear t.LOSS = indicator variable
with the value of 1 if firm i reports negative nietome in the previous year and O otherwise.
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Table 5-4 (ii)
Regression analysis of discretionary accruals witenforcement of securities laws
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = o + BiSEC + B, SIZE; + BsLEV;, + BsSGWTH; + BsCFQ; + BCAP; + B;LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007

variables Estimate  Estimate Estimate Estimate Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)

Constant -.304 -.196 -.173 -.342 -.356 -.330 -.310 -.291 -.297 -311
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
SEC -.004 -.019 -.010 -.006 -.004 -.002 .001 -.0004 -.004 -.008
(<0.01) (<0.01) (.017) (.325) (.319) (<0.01) (.432) (.980) (.018) (<0.01)
SIZE .011 .009 .004 .021 .023 .013 .006 .007 .009 .017
(<0.01) (.003) (.248) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .019 .024 .028 .026 .024 .015 .014 .016 .017 .016
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .053 .049 .040 .050 .042 .038 .053 .056 .071 .066
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.391 -.291 -.202 -.335 -.419 -.433 -.451 -.465 -.429 -.467
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP 464 .455 405 403 410 A71 484 468 491 497
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.141 -.158 -.170 -.137 -.135 -.123 -.124 -.134 -.138 -.147
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incldide
Adj. R? 415 .354 313 372 411 .466 471 442 448 .458
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedeypmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coeffic¢eean year and country dummies have not been eghort

DACCR = signed discretionary accruaBEC= enforcement of securities laws (WEF 2008LZE = natural logarithm of total assets in $ thousdoddirm i in
year t.LEV = total long-term debt/equity for firm i in year®WTH = sales growth rate, defined as the sales in ye#muds sales in t-1 and scaled by sales in year t.
CFO = operating cash flows for firm i in year t scalegllagged total asset€AP = non-current (fixed) assets in year t / Total assetear t.LOSS = indicator
variable with the value of 1 if firm i reports neéiya net income in the previous year and 0 othexwis
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Table 5-4 (iii)
Regression analysis of discretionary accruals withrotection of minority shareholders interests
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = o + BiMIN + B, SIZE; + BsLEV; + BsSGWTH; + BCFQ; + BCAP; + B;LOSS, + fixed effects

Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
Independent Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate
variables (p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)
Constant -.253 -.239 -.173 -.100 -.256 -.282 -.290 -.262 -.258 =277
(<0.01) (<0.01) (<0.01) (.002) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
MIN -.013 -.015 -.010 -.050 -.023 -.011 -.002 -.005 -.011 -.014
(<0.01) (.041) (.017) (<0.01) (<0.01) (<0.01) (.219) (.005) (<0.01) (<0.01)
SIZE .011 .008 .004 .019 .023 .012 .006 .006 .009 .017
(<0.01) (.004) (.248) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .020 .024 .028 .026 .024 .016 .014 .016 .018 .017
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .053 .050 .040 .049 .041 .038 .053 .056 .071 .066
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.390 -.295 -.202 -.329 -.419 -.431 -.450 -.464 -.428 -.466
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP 461 473 .405 .396 .407 .469 .483 .466 .489 .495
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.139 -.160 -.170 -.132 -.134 -121 -.123 -.133 -.137 -.145
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incldide
Adj. R? 416 .347 311 .379 413 467 471 442 .449 .459
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaepmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993).For clarity in presentation the coefficieatsyear and country dummies have not been reported

DACCR = signed discretionary accruaMdIN = protection of minority shareholders interest (WHEI08).SIZE = natural logarithm of total assets in $ thousands
for firm i in year t.LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yeanas sales in t-1 and scaled by
sales in year tCFO = operating cash flows for firm i in year t scatgdlagged total asset€AP = non-current (fixed) assets in year t / Total asseygar t.LOSS

= indicator variable with the value of 1 if firntéports negative net income in the previous yedrGaotherwise.
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Table 5-4 (iv)
Regression analysis of discretionary accruals witenforcement of accounting and auditing standards
(Dependent variable is signed discretionary accrual DACCR)

DACCR = Bo + BIACC + B, SIZE, + BsLEV; + B.GWTH, + PsCFQ, + BCAP; + B,LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
variables Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)
Constant -.255 -.278 -.218 -.123 -.245 =277 -.282 -.261 -.267 -.278
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
ACC -.013 -.007 -.011 -.043 -.024 -.011 -.004 -.005 -.009 -.014
(<0.01) (.295) (.130) (<0.01) (<0.01) (<0.01) (.041) (.003) (<0.01) (<0.01)
SIZE .011 .008 .003 .019 .023 .012 .006 .006 .009 .017
(<0.01) (.004) (.377) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .020 .024 .028 .026 .024 .016 .014 .016 .018 .017
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .053 .050 .043 .049 .041 .038 .053 .056 .071 .066
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.390 -.295 -.212 -.331 -.418 -.430 -.449 -.464 -.428 -.465
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP 461 A74 425 .396 .406 468 482 466 .489 494
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.139 -.160 -.175 -.133 -.134 -.120 -.123 -.133 -.137 -.145
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incllide
Adj. R? 416 .347 311 .378 413 .468 471 442 448 .459
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaspmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accrualsCC = enforcement of accounting and auditing stand@dsF 2008).SIZE = natural logarithm of total assets in $
thousands for firm i in year LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yednus sales in t-1 and

scaled by sales in year@FO = operating cash flows for firm i in year t scaleyllagged total asset€AP = non-current (fixed) assets in year t / Total assets

year t.LOSS = indicator variable with the value of 1 if firntéports negative net income in the previous yedrGaotherwise.
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Table 5-4 (v)
Regression analysis of discretionary accruals withule of law
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = Bo + BIRLAW + B, SIZE, + BsLEV + B.GWTH; + PsCFQ, + BCAP; + B,LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
variables Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)

Constant -.304 -.289 -.250 -.315 -.346 -.320 -.287 -.279 -.303 -.326
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)

RLAW -.027 -.027 -.025 -.046 -.032 -.024 -.019 -.021 -.025 -.027
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)

SIZE .014 .010 .004 .021 .024 .015 .008 .010 .013 .020
(<0.01) (<0.01) (.168) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)

LEV .019 .024 .028 .026 .023 .015 .015 .016 .017 .016
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)

GWTH .053 .051 .043 .048 .041 .040 .052 .055 .070 .064
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)

CFO -.449 -.308 -.220 -.331 -.419 -.439 -.450 -.467 -.448 -.481
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)

CAP 449 465 418 .390 402 .459 469 .450 472 .480
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)

LOSS -.134 -.161 -.173 .129 -.130 -.117 -121 -.126 -.132 -.139
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)

fixed effects included included included included ncluded included included included included incdide
Adj. R2 424 .353 315 .393 422 476 472 445 454 464
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaspmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficeenh year and country dummies have not been reporte

DACCR = signed discretionary accruaRLAW = rule of law (WB 1999-200751ZE = natural logarithm of total assets in $ thousdod$irm i in year t.LEV =
total long-term debt/equity for firm i in year GWTH = sales growth rate, defined as the sales in ye@ints sales in t-1 and scaled by sales in ye@FO =
operating cash flows for firm i in year t scaledlagged total asset€AP = non-current (fixed) assets in year t / Total assetear t.LOSS = indicator variable
with the value of 1 if firm i reports negative ietome in the previous year and O otherwise.
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Table 5-4 (vi)
Regression analysis of discretionary accruals withress freedom
(Dependent variable is signed discretionary accrual DACCR)

DACCR = Bo + BiPRESS+ B, SIZE, + BsLEV; + B.GWTH; + PsCFQ, + BCAP; + B,LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007

variables Estimate  Estimate Estimate Estimate Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)

Constant -.314 -.309 -.272 -.342 -.361 -.331 -.294 -.284 -.308 -.348
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
PRESS -.017 -.014 -.009 -.033 -.023 -.011 -.008 -.008 -.012 -.016
(<0.01) (.019) (.145) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
SIZE .012 .009 .003 .021 .024 .013 .006 .007 .010 .019
(<0.01) (.001) (.255) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .020 .024 .028 .026 .024 .016 .015 .016 .018 .017
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .054 .051 .043 .050 .042 .041 .053 .056 .072 .065
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.403 -.308 -.219 -.340 -.420 -.443 -.452 -.470 -.450 -.483
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP .455 471 424 .399 -.420 466 475 .459 481 .486
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.136 -.163 -.176 -.134 -131 -.120 -.123 -.129 -.135 -.142
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incldide
Adj. R2 420 .350 312 .382 417 471 468 440 448 .458
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaepmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accruaBRESS =press freedom (WB 1999-2003IZE = natural logarithm of total assets in $ thousaied<irm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yesnus sales in t-1 and scaled by sales in yeaF©
= operating cash flows for firm i in year t scaledlagged total asset€AP = non-current (fixed) assets in year t / Total asseyear t.LOSS = indicator variable
with the value of 1 if firm i reports negative nietome in the previous year and O otherwise.
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The six enforcement variable results are reporidabih pooled and year wise
cross sectional form tested one at a time. All nodee significant with adjustedR
of 31 to 47 percent, and the significance levelsdividual coefficients are reported
as two-tail p-values. The negative association betwenforcement and discretionary
accruals as the empirical indicator of earnings agement is similar to the findings
of La Porta et al. (1998; 2002 and 2006); Luealef2003) and Francis and Wang
(2008). They found that strong enforcement is gfipmassociated with lower levels
of earnings management. The findings of the curstmily are consistent with the
Daske et al. (2008) argument that country levedrgjfrenforcement decreases the
managerial discretionary behaviour. Control vaeabare in most cases consistent

with earlier studies.

5.4.2 Test results for research question two: Ingtitional setting

The second research question focuses on the ingpabee institutional setting on
empirical indicator of earnings management. Singapélong Kong, Luxemburg,
Denmark, Finland and United Kingdom have the highesitutional settings scores;
Venezuela, Ecuador, Nigeria, Argentina and Bangladeve the lowest (Table 5-1,
Panel B, Appendix A).

The regression results are reported in Table 5He ihstitutional settings
variable is significant at p<.01 in all models, lbgooled and year wise and adjusted
R? range from 31 percent to 47 percent. This suggists strong country level
institutional settings reduce earnings manageniérg. negative association between

institutional settings and the empirical indicadbrearnings management is similar to
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the findings of Dyck and Zingales (2003); Shleided Vishny (1997); Peter (2004);
Belkaoui and AlNajjar (2006) recommend strengthgroh the institutional base to
reduce insiders’ private control and earnings mansnt activities. The impact of

the control variables is generally consistent wiith earlier results of prior studies.
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DACCR; = o + B1INS + B, SIZE; + BsLEV; + B.GWTH; + PsCFQ, + BCAP; + B,LOSS, + fixed effects

Independent Pooled
variables Estimate
(p-value)
Constant -.308
(<0.01)
INS -.028
(<0.01)
SIZE .015
(<0.01)
LEV .019
(<0.01)
GWTH .053
(<0.01)
CFO -.403
(<0.01)
CAP 451
(<0.01)
LOSS -.134
(<0.01)
fixed effects included
Adj. R? 417
N 156,906

Note: Coefficient p-values applied two-tail and basedeypmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accrual®S = regulatory quality (WB 1999-20073%IZE = natural logarithm of total assets in $ thousaiedgirm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yeanus sales in t-1 and scaled by sales in ydaF©
= operating cash flows for firm i in year t scaledlagged total asset€AP = non-current (fixed) assets in year t / Total asseyear t.LOSS = indicator variable

Table 5-5

Regression analysis of discretionary accruals witstitutional setting

(Dependent variable is signed discretionary accrual DACCR)

1999

Estimate
(p-value)

-.285
(<0.01)

-.032
(<0.01)

.010
(<0.01)

.024
(<0.01)

.051
(<0.01)

-.308
(<0.01)

466
(<0.01)

-.160
(<0.01)

included

.353

156,906

2000

Estimate
(p-value)

-.245
(<0.01)

-.032
(<0.01)

.005
(.128)

.028
(<0.01)

.043
(<0.01)

-.220
(<0.01)

418
(<0.01)

-.173
(<0.01)

included

315

156,906

2001 2002

-.310 -.349
(<0.01) (<0.01)
-.056 -.035
(<0.01) (<0.01)
.022 .025
(<0.01) (<0.01)
.025 .023
(<0.01) (<0.01)
.048 .041
(<0.01) (<0.01)
-.333 -.422
(<0.01) (<0.01)
.391 404
(<0.01) (<0.01)
-.129 -.129
(<0.01) (<0.01)
included ncluded

.392 421
156,906 156,906

Estimate  Estimate
(p-value)  (p-value)

2003

Estimate
(p-value)

-.322
(<0.01)

-.025
(<0.01)

.015
(<0.01)

.015
(<0.01)

.040
(<0.01)

-.442
(<0.01)

461
(<0.01)

=117
(<0.01)

included

475

2004

Estimate
(p-value)

-.289
(<0.01)

-.019
(<0.01)

.008
(<0.01)

.014
(<0.01)

.052
(<0.01)

-.452
(<0.01)

AT71
(<0.01)

=121
(<0.01)

included

AT71

156,906 56,906

with the value of 1 if firm i reports negative ietome in the previous year and O otherwise.
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2005

Estimate
(p-value)

-.282
(<0.01)

-.025
(<0.01)

.011
(<0.01)

.015
(<0.01)

.054
(<0.01)

-.468
(<0.01)

.450
(<0.01)

-.126
(<0.01)

included

445

156,906

2006

Estimate
(p-value)

-.307
(<0.01)

-.030
(<0.01)

.014
(<0.01)

.017
(<0.01)

.070
(<0.01)

-.449
(<0.01)

AT72
(<0.01)

-.131
(<0.01)

included

.455

156,906

2007

Estimate
(p-value)

-.335
(<0.01)

-.030
(<0.01)

.021
(<0.01)

.016
(<0.01)

.064
(<0.01)

-.483
(<0.01)

481
(<0.01)

-.139
(<0.01)

incllide

462

156,906



5.4.3 Test results for research question three: Rbtal system

Research question three relates the macro governaar@ble political stability to

earnings management. Table 5-6 present estimatmurits for both pooled and year
specification of the association between politstability and discretionary accruals.
Table 5-1, panel A, appendix A, provides the sunynssatistics of political stability

scores by country and show that countries suchuasraburg, Finland, Switzerland,
Netherlands and Norway have the highest scorede whgeria, Pakistan, Srilanka,
Colombia and Bangladesh have the least politicabisty. Table 5-1, panel C,

appendix A, presents Pearson correlation coeffisiéor the variables used in this
study. Panel C reports the there is a negativecedgm between country-level
political stability and discretionary accruals (D8R), significant at p<.01.

Table 5-6 reports regression results for the amalpd the relationship
between political stability and earnings managem&he political stability (POL)
variable is significant in all models both poolettiayear wise specifications and the
adjusted Rrange from 32 percent to 47 percent. This sugghstsstrong country
level political stability reduce the earnings magragnt practices. The results are
similar to the findings of Seligson (2002); AlanB@b); Rose-Ackerman (1978); and
Tanzi (1998). Shleifer and Vishny (1993) indicakatf “the first step to reduce
accounting irregularities should be to create aoating system that prevents theft
from the government”. Further Tanzi and Davoodi9@Pexplain that less political
stability encourages irregularities in governmeunddpeting - it is highly likely when
“some of the essential controlling or auditing mmgions are not well developed”.

Regarding the control variables, the coefficient@#fO is negative and statistically
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significant at (p<.01) level. The SIZE coefficiaatpositive and significant at (p<.01)
level implying that larger firms make more incom&reasing DACCR choices
consistent with larger firms having more abilitygenerate accruals. The coefficient
on LEV is positive in all the year examined andistizgally significant at (p<.01).
GWTH coefficient is positive and statistically sifycant in the pooled model
supporting McNichols hypothesis that growth firmengrate more accruals. Capital
intensity (CAP) as well as the loss dummy (LOSS) also found significant at
(p<.01) level in both the pooled and year wise Bpations.
The adjusted R values indicate that the regression model providgsod fit

to the data. White’s test for hetroscedasticityigates that the residuals from the
regression model are homoskedastic. The variatidlation factor (VIF) values

ranged from 1.09 to 2.41, and thus can reject pulltnearity in the data.
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DACCR = o + BiPOL + B, SIZE, + BsLEV; + BsSGWTH; + BsCFQ, + BCAP; + p,LOSS, + fixed effects

Independent

variables

Constant
POL

SIZE

LEV

GWTH
CFO
CAP

LOSS

fixed effects

Adj. R?

N

Note: Coefficient p-values applied two-tail and basedaspmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coeffic¢geon year and country dummies have not been eghort

DACCR = signed discretionary accruaROL = political stability (WB 1999-2007)SIZE = natural logarithm of total assets in $ thousafed<irm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yesnus sales in t-1 and scaled by sales in yeaF©
= operating cash flows for firm i in year t scal®dlagged total asset€AP = non-current (fixed) assets in year t / Total asseyear t.LOSS = indicator variable

Pooled

Estimate
(p-value)

-.323
(<0.01)

-.020
(<0.01)

.014
(<0.01)

.018
(<0.01)

.053
(<0.01)

-.406
(<0.01)

.458
(<0.01)

-.139
(<0.01)

included

420

156,906

Table 5-6

Regression analysis of discretionary accruals witholitical system

(Dependent variable is signed discretionary accrual DACCR)

1999

Estimate
(p-value)

-.255
(<0.01)

-018
(.002)

.010
(.001)

.024
(<0.01)

.050
(<0.01)

-.304
(<0.01)

458
(<0.01)

-.156
(<0.01)

included

.358

156,906

2000

Estimate
(p-value)

-.208
(<0.01)

-.014
(.026)

.006
(.066)

.028
(<0.01)

.041
(<0.01)

-.215
(<0.01)

407
(<0.01)

-.167
(<0.01)

included

.323

156,906

2001 2002
Estimate  Estimate
(p-value)  (p-value)

-.362 -.375

(<0.01) (<0.01)
-.019 -.020
(<0.01) (<0.01)
.020 .023
(<0.01) (<0.01)
.026 .023
(<0.01) (<0.01)
.050 .042
(<0.01) (<0.01)
-.341 -.422
(<0.01) (<0.01)
.405 412
(<0.01) (<0.01)
-.137 -.134
(<0.01) (<0.01)

included ncluded

.378

156,906

415

156,906

2003

Estimate
(p-value)

-.338
(<0.01)

-.014
(<0.01)

.014
(<0.01)

.015
(<0.01)

.040
(<0.01)

-.445
(<0.01)

468
(<0.01)

-123
(<0.01)

included

AT71

2004

Estimate
(p-value)

-.300
(<0.01)

-.013
(<0.01)

.007
(<0.01)

.014
(<0.01)

.052
(<0.01)

-.454
(<0.01)

476
(<0.01)

-125
(<0.01)

included

469

156,906 56,906

with the value of 1 if firm i reports negative nietome in the previous year and O otherwise.
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2005

Estimate
(p-value)

-.293
(<0.01)

-.014
(<0.01)

.009
(<0.01)

.015
(<0.01)

.055
(<0.01)

-471
(<0.01)

459
(<0.01)

-.130
(<0.01)

included

441

156,906

2006

Estimate
(p-value)

-.319
(<0.01)

-.018
(<0.01)

.012
(<0.01)

.016
(<0.01)

071
(<0.01)

-.451
(<0.01)

482
(<0.01)

-137
(<0.01)

included

449

156,906

2007

Estimate
(p-value)

-.351
(<0.01)

-.018
(<0.01)

.019
(<0.01)

.014
(<0.01)

.065
(<0.01)

-.486
(<0.01)

492
(<0.01)

-.146
(<0.01)

incllide

457

156,906



5.4.4 Test results of research question four: Cornption

To test for the impact of corruption it is necegséw have some measure of
corruption. There have been many different proX@s corruption used in the
literature: the number of political figures conedtfor abuse of power (Fisman and
Gatti 1999; Goel and Nelson 1998), management tiitle bureaucracy (Kaufmann
and Wei 2000), and a number of survey methods miegscorruption within a
country. In recent research, the latter form hanlibe preferred approach with The
World Bank control of corruption index being onetbé more popular. The control
of corruption index is a survey, taking resultsnfromany other surveys and
combining them to make an index of control of cptron (Treisman 2000). Jain
(2001) offers a review of corruption in generalgd @overs many of the different ways
that corruption has been measured.

Table 5-1, panel B, appendix A, report the sumnsayistics of corruption
scores by country and shows that countries suéhrdand, Denmark , New Zealand
and Singapore have the highest scores, while Bdegia Nigeria, Indonesia,
Venezuela and Paraguay have the lowest controbwbigtion. Table 5-1, panel D,
appendix A, presents Pearson correlation coeffisiéor the variables used in this
study. Panel D shows that there is a negative mggntT between country-level
control of corruption and discretionary accrualsA@CR), significant at p<.01.
These results also suggest that there is a significelationship between the
discretionary accruals and control of corruption.

Table 5-7 reports regression results for analylste@impact of corruption on

earnings management using both pooled and yearspisgfication. The corruption
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(COR) variable is significant at p<.01 in all masleboth pooled and year wise
specifications and the adjusted Rnges from 31 percent to 47 percent. This
suggests that strong country level control of qotinn reduces earnings management
practices. The results are similar to the findilmjsHoopes et al. (2006), who
recommend that better accounting and auditing tyuaAn reduce corruption at a
country level. The coefficient on size is positi@ed highly significant. Evidently
earnings management is prevalent in larger fireglgtive to smaller firms (Watts and
Zimmerman 1986). As hypothesized, the coefficiehthe leverage is significantly
positive (p<.01) and the coefficient of growth alsppear to impact earnings
management. CFO is significantly negative (p<.0dgpital intensity (CAP) is
significantly positive (p<.01) and the loss dummyOGES) significantly negative

(p<.01).
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Table 5-7
Regression analysis of discretionary accruals witborruption
(Dependent variable is signed discretionary accrual DACCR)

DACCR = Bo + BiPOL + B, SIZE, + BsLEV; + BsSGWTH; + BsCFQ, + BCAP; + p,LOSS, + fixed effects

Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
Independent
variables Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)
Constant -.311 -.309 -.268 -.333 -.360 -.328 -.292 -.284 -.309 -.342
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
COR -.021 -.012 -.012 -.038 -.026 -.018 -.012 -.015 -.019 -.019
(<0.01) (.002) (.003) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
SIZE .014 .010 .004 .021 .025 .014 .007 .009 .012 .020
(<0.01) (.001) (.212) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .019 .024 .028 .026 .023 .015 .015 .015 .017 .016
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .053 .051 .043 .049 .042 .040 .052 .055 .071 .065
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.403 -.308 -.220 -.337 -.422 -.441 -.451 -.468 -.449 -.483
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP .452 471 423 .396 .406 462 473 .454 A75 .484
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.134 -.162 -.175 -.132 -.131 -.119 -.123 -.128 -.134 -.142
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incdide
Adj. R? 423 .349 312 .387 .420 AT74 470 .443 .452 .460
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedeypmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers

(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accruaOR = control of corruption (WB 1999-200731ZE = natural logarithm of total assets in $ thousdod$irm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yeanus sales in t-1 and scaled by sales in yedaF©

= operating cash flows for firm i in year t scaledlagged total asset€AP = non-current (fixed) assets in year t / Total asseygar t.LOSS = indicator variable
with the value of 1 if firm i reports negative ietome in the previous year and O otherwise.
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5.4.5 Test results of research question five: Culte

The fifth research question focuses on the imphactibure on earnings management.
Table 5-1, panel B, appendix A, provides the sunyrstatistics of culture values by
country. The table shows Finland and Sweden hagkelt culture values whereas
the Philippines and Argentina have the lowest celtalues, respectively 3.51 and
3.46. Table 5-1, panel D, appendix A, reports therd is a negative correlation
between country-level culture values and discretipn accruals (DACCR),
significant at p<.01.

Table 5-8, reports regression results for analgithe relationship between
earnings management and culture. The culture (GAdtipble is significant at p<.01
in all models, both pooled and year wise specificat, and the adjusted”Ranges
from around 32 percent to 47 percent (except inydsr 1999). This suggests that
strong country level ethical practices reduce emsimanagement. The results for
culture are similar to the findings of Hopes et(2008); Nabar and Boonlert-U-Thai
(2007); and Guam et al. (2005), and suggest tHaireus an important determinant
of accounting choice and should be considered bpdsird setters enacting and
enforcing financial reporting standards. The cdntariable results are in general

consistent with earlier results.
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DACCR = o + BiCUL + B, SIZE; + BsLEV, + BSGWTH; + BsCFO, + BsCAP, + B;LOSS, + fixed effects

Independent Pooled
variables Estimate
(p-value)
Constant -.262
(<0.01)
CUL -.013
(<0.01)
SIZE .012
(<0.01)
LEV .019
(<0.01)
GWTH .053
(<0.01)
CFO -.391
(<0.01)
CAP 461
(<0.01)
LOSS -.140
(<0.01)
fixed effects included
Adj. R? 416
N 156,906

Note: Coefficient p-values applied two-tail and basedaspmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accruaBUL = ethical behaviour of firms (WEF 2008IZE = natural logarithm of total assets in $ thousdod$irm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yesnus sales in t-1 and scaled by sales in yeaF©
= operating cash flows for firm i in year t scal®dlagged total asset€AP = non-current (fixed) assets in year t / Total asgeyear t.LOSS = indicator variable

Table 5-8

Regression analysis of discretionary accruals witbulture

(Dependent variable is signed discretionary accrual DACCR)

1999

Estimate
(p-value)

-.247
(<0.01)

-.000
(.118)

.009
(.002)

.024
(<0.01)

.050
(<0.01)

-.296
(<0.01)

.050
(<0.01)

-.156
(<0.01)

included

.354

156,906

2000

Estimate
(p-value)

-.219
(<0.01)

-.000
(<0.01)

.006
(.054)

.028
(<0.01)

.041
(<0.01)

-.215
(<0.01)

411
(<0.01)

-.168
(<0.01)

included

.320

156,906

2001 2002

=271 -.308
(<0.01) (<0.01)
-.020 -.015
(<0.01) (<0.01)
.020 .024
(<0.01) (<0.01)
.026 .024
(<0.01) (<0.01)
.049 .041
(<0.01) (<0.01)
-.334 -.420
(<0.01) (<0.01)
401 .409
(<0.01) (<0.01)
-.137 -.135
(<0.01) (<0.01)
included ncluded
.373 412
156,906 156,906

Estimate  Estimate
(p-value)  (p-value)

2003

Estimate
(p-value)

-.270
(<0.01)

-.015
(<0.01)

.014
(<0.01)

.015
(<0.01)

.037
(<0.01)

-.431
(<0.01)

467
(<0.01)

-121
(<0.01)

included

469

2004

Estimate
(p-value)

-.262
(<0.01)

-.009
(<0.01)

.007
(<0.01)

.014
(<0.01)

.053
(<0.01)

-.449
(<0.01)

480
(<0.01)

-.123
(<0.01)

included

AT72

156,906 56,906

with the value of 1 if firm i reports negative nietome in the previous year and O otherwise.
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2005

Estimate
(p-value)

-.238
(<0.01)

-.011
(<0.01)

.008
(<0.01)

.016
(<0.01)

.055
(<0.01)

-.463
(<0.01)

463
(<0.01)

-.132
(<0.01)

included

443

156,906

2006

Estimate
(p-value)

-.243
(<0.01)

-.017
(<0.01)

.011
(<0.01)

.017
(<0.01)

.069
(<0.01)

-.428
(<0.01)

485
(<0.01)

-.137
(<0.01)

included

451

156,906

2007

Estimate
(p-value)

-.275
(<0.01)

-.016
(<0.01)

.018
(<0.01)

.016
(<0.01)

.065
(<0.01)

-.466
(<0.01)

493
(<0.01)

-.146
(<0.01)

incllide

.460

156,906



5.4.6 Test results of research question six: Adogtn of IFRS
Table 5-9(i) shows that IFRS adoption explains bsgntial portion (adjusted’R
ranging from0.416 to 0.445) of the variation in earnings manag& both in the
pooled and year wise specifications. The impadERIS adoption appears to increase
earnings management. This is similar to other stidf IFRS adoption such as the
reported by van Tendeloo and Vanstraelen (200%) Lamand Paananen (2007).
Regarding the control variables, the coefficient RO is negative and
statistically significant at (p<.01) level. The $Zcoefficient is positive and
significant at (p<.01) level implying that largernis make more income increasing
DACCR choices consistent with larger firms havingrenability to generate accruals.
In the year-wise specifications the coefficient Id&V is positive in all the years
examined and statistically significant at (p<.0&ydl. The GWTH coefficient is
positive and statistically significant in the padleodel supporting at (p<0.01) level,

the Larcker et al. (2007) hypothesis that growtin§éi generate more accruals.
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Table 5-9(i)

Regression Analysis of discretionary accruals witladoption of IFRS
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = o + BiIFRS + B, SIZE, + BsLEV; + B.GWTH, + PsCFQ, + BCAP; + B,LOSS, + fixed effects

Independent Pooled 2006 2007
variables
Estimate Estimate Estimate
(p-value) (p-value) (p-value)
Constant -.320 -.310 -.353
(<0.01) (<0.01) (<0.01)
IFRS .013 .004 .012
(<0.01) (.098) (<0.01)
SIZE .010 .008 .017
(<0.01) (<0.01) (<0.01)
LEV .019 .018 .015
(<0.01) (<0.01) (<0.01)
GWTH .055 .073 .066
(<0.01) (<0.01) (<0.01)
CFO -.404 -.450 -.486
(<0.01) (<0.01) (<0.01)
CAP 464 489 498
(<0.01) (<0.01) (<0.01)
LOSS -.141 -.138 -.148
(<0.01) (<0.01) (<0.01)
fixed effects included included included
Adj. R? 416 446 455
N 156,906 10,250 9,714

Note: Coefficient p-values applied two-tail and basedasgmptotic Z-statistic robust to hetroscedastiaityl country clustering
effects using the method in Rogers (1993). Foiitglém presentation the coefficients on year andntty dummies have not been
reported.

DACCR = signed discretionary accrual&RS = a dummy variable takes the value of 1 for a miyear after mandatory IFRS
adoption and O otherwise.SIZE = natural logarithm of total assets in $ thousafmisfirm i in year t.LEV = total long-term
debt/equity for firm i in year tGWTH = sales growth rate, defined as the sales in yg@nts sales in t-1 and scaled by sales in
year t.CFO = operating cash flows for firm i in year t scaleyllagged total asset€AP = non-current (fixed) assets in year t /
Total assets in year LOSS = indicator variable with the value of 1 if firnréports negative net income in the previous yedrGan
otherwise.
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In order to examines earnings quality as a jaintcfion of macro governance
and IFRS adoption, exploratory principal comporardlysis (PCA) is used to reduce
the 10 macro governance variables, to a single ositgpvariable.

Table 5-9(ii) reports on the joint effect of IFR®option and the macro
governance. The adjusted B 43.10 percent; the significance levels of il
coefficients are reported as two-tail p-values.

The macro governance variable by itself represtm@®ffect on accruals as
macro governance become stronger. The macro goweenariable is significant and
negatively related to DACCR at p<.01. IFRS is #gigantly positively related to
DACCR at p<.01, and thus adoption of IFRS redueesirgs quality.

The interaction of macro governance with the IFR®paion variable
measures the effect of IFRS adoption on earningditgurelative to non-IFRS
adopted countries as macro governance become strofige results show that the
macro governance variables mediate the impact &SIFRadoption. The control

variables are in general consistent with earlisuits.
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Table 5-9(ii)

Regression analysis of discretionary accruals witHFRS adoption and macro governance
(Dependent variable is signed discretionary accrus: DACCR)

DACCR;; = Bo + BiIMACRO + B,IFRS + BsMACRO*IFRS + B4SIZE; + BsLEV + BsGWTH; +
B/CFQ; + BsCAP; + BoLOSS+ fixed effects

Pooled
Independent
variables )
Estimate
(p-value)
Constant -.307
(<0.01)
MACRO -.008
(<.01)
IFRS .016
(<0.01)
MACRO*IFRS -.006
(<0.01)
SIZE .014
(<0.01)
LEV .019
(<0.01)
GWTH .052
(<0.01)
CFO -421
(<0.01)
CAP .454
(<0.01)
LOSS -.132
(<0.01)
fixed effects included
Adj. R? 431
N 156,906

Note: Coefficient p-values applied two-tail and based amymptotic Z-statistic robust to hetroscedastieityd country
clustering effects using the method in Rogers (1998 clarity in presentation the coefficientsy@ar and country dummies
have not been reported.

MACRO = macro governance are computed using PCA for IdonariablesIFRS = A dummy variable takes the value of
1 for a given country in years after mandatory IF&f®ption and 0 otherwis® ACCR = signed discretionary accruals.
SIZE =natural logarithm of total assets in $ thousdod$irm i in year t.LEV = total long-term debt/equity for firm i in year
t. GWTH = sales growth rate, defined as the sales in ymanus sales in t-1 and scaled by sales in ye@FO = operating
cash flows for firm i in year t scaled by laggetht@ssetsCAP = non-current (fixed) assets in year t / Total assetear t.
LOSS = indicator variable with the value of 1 if firmréports negative net income in the previous yedrGaatherwise.
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5.4.7 Test results of research question seven: fial public offerings (IPOS)

This study extends the literature by examining WweetlPOs are associated with
earnings management. Table 5-1, panel C, appendigpdrts the summary statistics
of IPO data by country. The table shows that, Feaklong Kong, Bahrain and China
have the highest IPO proceeds as a percentage Bf @GbDereas Chile, Israel and
Indonesia have the lowest IPO proceeds as a pagemf GDP respectively 0.15,
0.12 and 0.08. Table 5-1, panel D, appendix A, nispibe there is a positive relation
between country-level IPO proceeds amount as aepwrge of GDP and
discretionary accruals (DACCR), significant at (k.0

Table 5-10 reports regression results for our amlpf the relationship
between IPO issue and earnings management. ThedRa&ble is significant at p<.01
in all models, both pooled and year wise specificest, and the adjusted”Ranges
from 32 percent to 47 percent. This suggests tratager make income-increasing
discretionary accruals adjustments to portray § msture in the year of an IPO
offering to maximize the offer proceeds. Howevaéis tresult should be interpreted
with caution because country level IPO proceedsusinas a percentage of GDP is
considered rather than firm level data. The resaésthus, at best an indirect test of
comparison with the studies conducted by Teoh .e{1898) and Rangan (1998).

Control variables are in general consistent witlieraresults.
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Table 5-10
Regression analysis of discretionary accruals withnitial public offerings (IPOs)
(Dependent variable is signed discretionary accrual DACCR)

DACCR = o + B1IPO + B, SIZE; + BsLEV + BSGWTH; + BsCFOy + BsCAP, + B,LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
variables
Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)

Constant -.311 -.282 -.231 -.324 -.357 -.330 -.299 -.283 -.310 -.348
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
IPO .004 .005 .006 .007 .004 .004 .003 .004 .003 .004
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
SIZE .016 .011 .006 .025 .026 .018 .011 .012 .014 .022
(<0.01) (<0.01) (.053) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .019 .024 .028 .025 .023 .015 .014 .015 .017 .014
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .051 .049 .041 .047 .040 .035 .051 .053 .069 .062
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.388 -.288 -.205 -.317 -.409 -.431 -.452 -.465 -.433 -.461
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP 449 .457 .403 .378 .395 454 .468 .454 .480 .488
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.134 -.153 -.164 -.123 -.128 -.119 -.120 -.129 -.136 -.142
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incldide
Adj. R? 424 .356 321 .393 420 476 475 448 .455 468
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaepmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accrual®O = initial public offerings (WEF 20085IZE = natural logarithm of total assets in $ thousafeddirm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yesnus sales in t-1 and scaled by sales in yeaF©
= operating cash flows for firm i in year t scaledlagged total asset€AP = non-current (fixed) assets in year t / Total asseygar t.LOSS = indicator variable
with the value of 1 if firm i reports negative nietome in the previous year and O otherwise.

151



5.4.8 Test results of research question eight: Debontracts

As there is no comprehensive information available the use of accounting

information in debt covenants and collecting ofuatidebt covenants for the sample
is not feasible earnings management was testeddrgssing DACCR on long term

debt to total equity after controlling for othecfars known to affect DACCR. This is

obviously an indirect approach, but provided DACiSRneasured with minimum of

noise and the debt level represents the actualamali®g obligations of the borrower,

a relationship is expected between the two.

The regression results in Table 5-11 show thatenfgooled and year wise
specifications, DACCR and LEV are positively rethtén the pooled specification
LEV enters the regression with a positive and stiatilly significant coefficient of
.018 (p<.01, two-tailed test). This suggests thatcarporate leverage increases
managers make income-increasing discretionary alscrchoices to avoid costly
breaches of debt contract. Regarding the contrabbies, coefficient on CFO is
negative and statistically significant at (p<.0dydl. The SIZE coefficient is positive
and significant at (p<0.01) level implying that dar firms make more income
increasing DACCR choices consistent with largemér having more ability to
generate accruals. The variables together explantad5% variation in DACCR. In
the year wise specifications the coefficient on LE/ positive in all the year
examined and statistically significant except 200@e GWTH coefficient is positive
and statistically significant in the pooled mod®icept in 2000 and 2007 supporting
McNichols hypothesis that growth firms generate enaccruals. The yearly adjusted

R?varies from a low of 11.4% in 2005 to a high of33.in 2003.
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Table 5-11
Regression analysis of discretionary accruals witbebt contracts
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = o + BiLEV + B, SIZE, + BsLEV; + B.GWTH, + PsCFQ, + B<CAP; + B, [TACCR} B,LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
variables
Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)

Constant -.317 -.229 -3.470 -.270 -.077 -.155 .189 .160 -.452 .033
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .018 .021 .017 .012 .005 .016 .009 .009 .021 .0005
(<0.01) (<0.01) (.029) (<0.01) (.003) (<0.01) (<0.01) (<0.01) (<0.01) (.394)
SIZE .010 .002 .095 .035 .020 .016 .029 .016 .013 .014
(<0.01) (.554) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .055 .054 -.010 .010 .002 .022 .014 .030 .045 .000
(<0.01) (<0.01) (.232) (<0.01) (.358) (<0.01) (.005) (<0.01) (<0.01) (.141)
CFO -.418 -.402 -.301 -2.63 -.215 -.299 -.327 -.313 -.230 -.274
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP .468 452 2.530 -.058 -.279 .745 .159 -.041 A71 -.010
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.135 -.157 -.294 -.146 -.028 -111 -.023 -.073 -.128 -.155
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incldide
Adj. R? .450 412 429 .243 .340 .575 .097 114 .397 .194
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaeypmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accruals€V = total long-term debt/equity for firm i in year$IZE = natural logarithm of total assets in $ thouséoddirm i in
year t. GWTH = sales growth rate, defined as the sales in ye@nts sales in t-1 and scaled by sales in ye@FO = operating cash flows for firm i in year t
scaled by lagged total asse®AP = non-current (fixed) assets in year t / Total assetgear t.LOSS = indicator variable with the value of 1 if firmréports
negative net income in the previous year and Oraike.
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5.4.9 Test results of research question nine: Perfnance based compensations
There is no aggregate information available onu$e of accounting information in
executive bonus plans and it is not feasible ia #tudy to examine individual plans.
The impact on earnings management is thus testatgséyf an index of incentive-
based compensation. This provides only indirecti@awe as compared to studies
such as Healy (1985); Watts and Zimmerman (1986 )Lancker et al. (2007).

Table 5-1, panel C, appendix A, provides the surgrstatistics of the extent
of incentive-based compensation data by countrg. mikan extent of incentive-based
compensation is 5.09. The table shows that, Fra®oath Africa, Switzerland and
Germany rank highest on incentive-based compemsétnade up in larger pert of
performance-based benefits such as bonus, stodkgnogtc.), whereas Pakistan,
Nigeria, Turkey and Egypt have the lowest rankifgble 5-1, panel D, appendix A,
reports a negative relation between country-leveterg of incentive-based
compensation and discretionary accruals (DACCHRpiBcant at p<.01.

Table 5-12 shows that the BONUS variable is sigaiit at p<.01 in all
models, both pooled and year wise specifications,negative. Adjusted Ranges
from 31 to 47 percent. The results suggest thatagers do not manage earnings in
order to improve their incentive based compensatibiowever, caution in
interpretation is required @suntry level extent of incentive-based compensatias
been considered instead of firm level data. Thetrobrvariables are in general

consistent with earlier results.
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Table 5-12
Regression analysis of discretionary accruals witherformance based compensations (BONUS)
(Dependent variable is signed discretionary accrus: DACCR)

DACCR;; = Bo + p1BONUS + B, SIZE; + BsLEV;; + PSGWTH; + PsCFQ; + BsCAP; + B,LOSS; + fixed effects
Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
variables
Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)

Constant -.183 -.065 -.047 .002 -.125 -.254 -.214 -191 -.208 -.214
(<0.01) (.103) (.248) (.957) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
BONUS -.029 -.048 -.043 -.070 -.049 -.017 -.018 -.021 -.024 -.029
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
SIZE .012 .009 .003 .021 .025 .012 .007 .008 .011 .018
(<0.01) (.002) (.268) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .020 .024 .028 .025 .023 .015 .014 .016 .017 .016
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .053 .050 .042 .048 .040 .037 .053 .056 .070 .065
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.388 -.294 -.211 -.324 -.413 -.430 -.446 -.461 -.426 -.465
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP .456 .463 415 .386 .397 466 AT7 461 484 .489
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.135 -.160 -.173 -.132 -.132 -.119 -.119 -.129 -.133 -.142
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incdide
Adj. R? 419 412 314 .385 419 .468 473 444 451 462
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaspmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficgeon year and country dummies have not been eghort

DACCR = signed discretionary accruaBONUS = performance based compensation (WEF 20BI@E = natural logarithm of total assets in $ thousand$irm

i in year t.LEV = total long-term debt/equity for firm i in yearGROWTH = sales growth rate, defined as the sales in yeanus sales in t-1 and scaled by sales
in year t.CFO = operating cash flows for firm i in year t scaleyllagged total asset€AP = non-current (fixed) assets in year t / total assetgear t.LOSS =
indicator variable with the value of 1 if firm iperts negative net income in the previous yearGaatherwise.
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5.4.10 Test results of research question ten: Audifuality

Table 5-1, panel B, appendix A, shows that only 5#%he firm-year observations
are associated with a Big 4 auditor. Table 5-18fports the regression results for
BIG4 with discretionary accruals. The coefficiers negative and statistically
significant in the pooled model as well as the yweee specification, except for the
year 2004. The results suggest that BIG4 audity alvital role in shaping managers
income increasing practices choices. The positefficient on LEV implies that
firms with high leverage engage in income-incregsidiscretionary earnings
management practices to avoid the costly breachdsla contracts. The coefficient
of GWTH is positive and statistically significartt %6 level in both pooled and year-
wise specification. Since firms with growth poteidi have larger accruals
(McNichols 2000), it is important to control for GM as determinants of DACCR.
The coefficient of SIZE is statistically significaat conventional level in either the
pooled or year-wise specifications. CAP is positwel statistically significant at 1%

level in both pooled and year-wise specificatio®3S is also significant at 1% level.
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Table 5-13(i)
Regression analysis of discretionary accruals withudit quality
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = o + B1BIG4 + B, SIZE + BsLEV, + BSGWTH; + BCFO, + BsCAP, + B;LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
variables
Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)
Constant -.326 -.332 -.294 -.385 -.389 -.337 -.296 -.291 -.320 -.360
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
BIG4 -.013 -.017 -.017 -.024 -.015 -.006 -.003 -.008 -.014 -.016
(<0.01) (.001) (.002) (<0.01) (<0.01) (.028) (.188) (.001) (<0.01) (<0.01)
SIZE .013 .013 .008 .026 .026 .013 .006 .008 .012 .021
(<0.01) (<0.01) (.021) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .018 .023 .028 .025 .023 .015 .015 .016 .017 .015
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .055 .051 .043 .050 .043 .041 .053 .056 .073 .066
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.416 -.306 -.218 -.339 -.421 -.442 -.452 -.468 -.449 -.482
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP .466 A73 426 .407 413 469 A79 462 .486 .494
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.135 -.162 -.176 -.137 -.133 -.123 -.125 -131 -.138 -.147
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included inclide
Adj. R? 451 .350 312 .379 415 .468 467 .438 447 .455
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaspmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accruaBlG4 = indicator variable with the value of 1 if the firaudited by one of the BIG 4 and otherwiséS(ZE = natural
logarithm of total assets in $ thousands for firim year t.LEV = total long-term debt/equity for firm i in year®WTH = sales growth rate, defined as the sales in
year t minus sales in t-1 and scaled by salesanty€FO = operating cash flows for firm i in year t scal®dlagged total asset€AP = non-current (fixed) assets
in year t / Total assets in yearlttOSS = indicator variable with the value of 1 if firmreports negative net income in the previous year @rotherwise.
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In order to examine earnings quality as a joimiction of macro governance
and audit quality by using exploratory PCA was usedreduce the 10 macro
governance variables to a single composite variable

Table 5-13(ii) reports on the joint effect of BIGhoice and the macro
governance. The adjusted® & 43 percent; the significance levels of inditiu
coefficients are reported as two-tail p-values.

The macro governance variable by itself represtm@®ffect on accruals as
macro governance become stronger. The macro gowenariable is significant and
negatively related to DACCR at p<.01. BIG4 is imsfgantly negatively related to
DACCR at p>.10.

The interaction of macro governance with the Bl@G4iable measures the
effect of Big4 on earnings quality relative to nioig4 as macro governance become
stronger. A negative sign indicate discretionarycraals of Big 4 firms are
consistently smaller relative to the accruals af-Big 4 clients as a country’s macro
governance regime becomes stronger. The contr@blas are in general consistent

with earlier results.
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Table 5-13(ii)

Regression analysis of discretionary accruals withudit quality and macro governance
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = Bo + B1 MACRO + B, BIG4 + BsMACRO*BIG4 + B4SIZE; + BsLEV; + PBsGWTH; +
B/CFQ; + BsCAP; + BoLOSS+ fixed effects

Pooled
Independent
variables .
Estimate
(p-value)
Constant -.309
(<0.01)
MACRO -.005
(<0.01)
BIG4 -.000
(.403)
MACRO*BIG4 -.006
(<0.01)
SIZE .014
(<0.01)
LEV .019
(<0.01)
GWTH .052
(<0.01)
CFO -.420
(<0.01)
CAP .453
(<0.01)
LOSS -.132
(<0.01)
fixed effects included
Adj. R? 430
N 156,906

Note: Coefficient p-values applied two-tail and basedasymptotic Z-statistic robust to hetroscedastieityl country clustering
effects using the method in Rogers (1993). Foritglan presentation the coefficients on year andntoy dummies have not been
reported.

MACRO = macro governance are computed using PCA for 1€ranaariablesBIG4 = Indicator variable with the value of 1 if the
firm audited by one of the BIG 4 and otherwiscD®CCR = signed discretionary accrua8lZE =natural logarithm of total assets in
$ thousands for firm i in year LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales
in year t minus sales in t-1 and scaled by salggam t.CFO = operating cash flows for firm i in year t scalegllagged total assets.
CAP = non-current (fixed) assets in year t / Total asgetgear t.LOSS = indicator variable with the value of 1 if firmréports
negative net income in the previous year and Orofke.
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5.4.11 Test results of research question eleven: &d size

Table 5-1, panel B, appendix A, provides the sunynsatistics of board size by
country. The overall mean board size is 8.54. Talglet shows that, Philippines,
Thailand and Canada have high board size wheraagjiRey, Ecuador and Colombia
have lowest mean board size.

The results in Table 5-14(i) show that there iggaiicant negative relationship
between DACCR and board size in all models, bottiggband year wise specifications
and the adjusted®Ranges from 10 percent to 57 percent. The resgijests that the
larger the board, the more effective it is in itemtoring function. This finding is
consistent with the findings of Jensen (1993), dpand Lorsch (1992) and Larcker et
al. (2007) who argue that large boards are morect¥e in their oversight duties
relative to smaller boards and are susceptiblehéeo GEO’s domination over board
matters. In contrast, Yermack’s (1996) study fotimat smaller boards are associated
with better firm performance. This is particulatiye of large US (mean BOD 5.47)
industrial corporations, where market values fon§ with smaller boards are high. The

control variables are in general consistent wittieraresults.
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Table 5-14(i)

Regression analysis of discretionary accruals withoard size
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = o + P1 BOD+ B,SIZE, + BsLEV + BaSGWTH; + BsCFO, + BsCAP, + B,LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
variables
Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)
Constant -.320 -.478 -3.448 -.280 -.087 -.161 176 .149 -.434 .021
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (.008)
BOD -.000 -.001 -.003 -.000 -.003 -.000 -.003 -.003 -.001 -.002
(<0.01) (.022) (.055) (.086) (<0.01) (.167) (<0.01) (<0.01) (<0.01) (<0.01)
SIZE .012 -.006 .096 .038 .027 .017 .036 .022 .017 .019
(<0.01) (.098) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .019 123 .014 .012 .005 .016 .009 .009 .021 .0005
(<0.01) (<0.01) (.085) (<0.01) (.003) (<0.01) (<0.01) (<0.01) (<0.01) (.403)
GWTH .055 .003 -.008 .009 .001 .022 .015 .029 .046 .000
(<0.01) (.227) (.380) (<0.01) (.766) (<0.01) (.002) (<0.01) (<0.01) (.148)
CFO -.411 -.098 -.321 -.284 -.214 -.301 -.340 -.313 -.238 -.274
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP 461 .510 2.526 -.057 -.286 .743 .154 -.046 463 -.011
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.140 -.130 -.313 -.151 -.031 =111 -.020 -.071 -.123 -.153
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (.001) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included incide
Adj. R? 416 .528 427 .246 341 .570 101 118 .406 195
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaeypmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accruaBOD = no of directors on the board of a firBIZE = natural logarithm of total assets in $ thousdodgirm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yeanus sales in t-1 and scaled by sales in ysaF©
= operating cash flows for firm i in year t scaledlagged total asset€AP = non-current (fixed) assets in year t / Total asseyear t.LOSS = indicator variable
with the value of 1 if firm i reports negative ietome in the previous year and O otherwise.
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In order to examines earnings quality as a jaintcfion of macro governance
and board size by using exploratory PCA was usedettuce the 10 macro
governance variables to a single composite variable

Table 5-14(ii) reports on the joint effect of boasike and the macro
governance. The adjusted® B 43 percent; the significance levels of individua
coefficients are reported as two-tail p-values.

The macro governance variable by itself represthr@seffect on accruals as
macro governance become stronger. The macro gowenariable is significant and
negatively related to DACCR at p<.01. However, Woaize is not significantly
related to DACCR at p>.10.

The interaction of macro governance with the bcazé variable measures
the effect of larger board on earnings quality treéato smaller board as macro
governance becomes stronger. A negative sign itedidescretionary accruals of
larger board firms are consistently smaller relatio the accruals of smaller board
firms as a country’s macro governance regime besosteonger. The control

variables are in general consistent with earlisuits.
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Table 5-14(ii)
Regression analysis of discretionary accruals withoard size and macro governance
(Dependent variable is signed discretionary accrual DACCR)

DACCR =B + p1 MACRO + ,BOD + B;MACRO*BOD + B4SIZE; + BsLEV; + BgGWTH;, +
B-CFQ; + BgCAP; + BoLOSS; + fixed effects

Pooled
Independent
variables )
Estimate
(p-value)
Constant -.310
(<0.01)
BOD .001
(.287)
MACRO -.006
(<0.01)
MACRO*BOD -.007
(:129)
SIZE .014
(<0.01)
LEV .019
(<0.01)
GWTH .052
(<0.01)
CFO -421
(<0.01)
CAP .453
(<0.01)
LOSS -.132
(<0.01)
fixed effects included
R .646
Adj. R? 430
N 156,906

Note: Coefficient p-values applied two-tail and basedamymptotic Z-statistic robust to hetroscedastieityl country clustering
effects using the method in Rogers (1993). Faritglan presentation the coefficients on year aodrdry dummies have not been
reported.

MACRO = macro governance are computed using PCA for 1€raneariablesBOD = no of directors on the board of a firm.
DACCR = signed discretionary accruaBlZE =natural logarithm of total assets in $ thousaoddirm i in year t.LEV = total long-
term debt/equity for firm i in year GWTH = sales growth rate, defined as the sales in yeanus sales in t-1 and scaled by sales in
year t.CFO = operating cash flows for firm i in year t scaleglagged total asset€AP = non-current (fixed) assets in year t / Total
assets in year LOSS = indicator variable with the value of 1 if firmréports negative net income in the previous year @n
otherwise.
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5.4.12 Test results of research question twelve: Bal effectiveness

Table 5-1, panel C, appendix A, provides the sumgmstatistics of board
effectiveness data by country. The table shows, tBateden, United Kingdom,
Australia and South Africa have highest board ¢ifecess, whereas Pakistan, China,
Poland and Venezuela have the lowest board eftawss respectively. Table 5-1,
panel D, appendix A, reports a negative relatiotwben country-level board
effectiveness and discretionary accruals (DACCHR})ificant at p<.01.

Table 5-15(i) reports regression results for anslysf the relationship
between earnings management and board effectiveiiéss board effectiveness
variable is negative and significant in all moddieth pooled and year wise
specifications. Adjusted Ranges from 31 percent to 47percent. This sugdeats
board effectiveness plays a vital role in constrgn managers’ earnings
management. However, this result should be integdreith caution because country
level board effectiveness scores are consideredadsf firm level data, and these
comparison with the results of studies such asdgXie et al. (2003); Peasnell et al.
(2005); Lee et al. (2007); and Larcker et al. (90@7ust be made with caution. The

control variables are in general consistent wittheraresults.
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Table 5-15(i)
Regression analysis of discretionary accruals withoard effectiveness
(Dependent variable is signed discretionary accrual DACCR)

DACCR = o + 1 BIND + B,SIZE; + BsLEV, + BSGWTH; + BsCFOy + PsCAP, + B,LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
variables

Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)

Constant -.202 -.219 -.205 -.077 -.188 -.225 -.248 -.214 -.207 -.227
(<0.01) (<0.01) (<0.01) (<.032) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
BIND -.024 -.019 -.014 -.055 -.036 -.022 -.011 -.015 -.022 -.024
(<0.01) (.009) (.061) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
SIZE .012 .009 .003 .021 .024 .013 .006 .007 .010 .017
(<0.01) (.002) (.311) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .020 .024 .028 .026 .024 .016 .014 .016 .018 .016
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .053 .050 .042 .049 .041 .037 .053 .056 .070 .065
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.390 -.295 -.212 -.331 -.418 -.430 -.449 -.463 -.428 -.465
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP .459 472 424 .396 406 467 .480 463 .486 492
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.138 -.160 -.175 -.133 -.133 -.119 -.122 -.132 -.136 -.144
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included inclide
Adj. R2 417 347 311 379 415 469 471 443 .450 .460
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedaepmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers
(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR =signed discretionary accruaBIND = board effectiveness (WEF 2008%IZE = natural logarithm of total assets in $ thousafeddirm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in yesnus sales in t-1 and scaled by sales in yesaF©
= operating cash flows for firm i in year t scal®dlagged total asset€AP = non-current (fixed) assets in year t / Total asgeyear t.LOSS = indicator variable
with the value of 1 if firm i reports negative nietome in the previous year and O otherwise.
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In order to examine earnings quality as a joimiction of macro governance
and board effectiveness, exploratory principal congmt analysis (PCA) was used to
reduce the 10 macro governance variables to aesaughposite variable.

Table 5-15(ii) reports on the joint effect of boafflectiveness and the macro
governance. The adjusted B 43.40 percent; the significance levels of il
coefficients are reported as two-tail p-values.

The macro governance variable by itself represth@seffect on accruals as
macro governance become stronger. The macro gowenariable is significant and
negatively related to DACCR at p<.0l. Board effemtiess is also significantly
negatively related to DACCR at p<.01.

The interaction of macro governance with the bagfdctiveness variable
measures the effect of board effectiveness on mggrgquality relative to ineffective
board as macro governance becomes stronger. Aiveegagn indicate discretionary
accruals of effective board are consistently smatkdative to the accruals of
ineffective board as a country’s macro governareggme becomes stronger. The

control variables are in general consistent witthieraresults.
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Table 5-15 (i)

Regression analysis of discretionary accruals withoard effectiveness and macro governance
(Dependent variable is signed discretionary accrual DACCR)

DACCR = Bo + p1MACRO + B,BIND + BsMACRO*BIND + B4SIZE; + BsLEV;; + B§GWTH; +
B-CFQ; + BgCAP; + BLOSS; + fixed effects

Pooled
Independent
variables )
Estimate
(p-value)
Constant -.317
(<0.01)
MACRO -.015
(<0.01)
BIND -.017
(<0.01)
MACRO*BIND -.002
(.098)
SIZE .018
(<0.01)
LEV .017
(<0.01)
GWTH .051
(<0.01)
CFO -.424
(<0.01)
CAP .453
(<0.01)
LOSS -.131
(<0.01)
fixed effects included
Adj. R? 434
N 156,906

Note: Coefficient p-values applied two-tail and basedamymptotic Z-statistic robust to hetroscedastieityl country clustering
effects using the method in Rogers (1993).For tylan presentation the coefficients on year andntgudummies have not been
reported.

MACRO = macro governance are computed using PCA for ldfanzariablesBIND = board effectiveness (WEF 2008 DACCR

= signed discretionary accrualSIZE = natural logarithm of total assets in $ thousafedsirm i in year t.LEV = total long-term
debt/equity for firm i in year tGWTH = sales growth rate, defined as the sales in yedmus sales in t-1 and scaled by sales in year t.
CFO = operating cash flows for firm i in year t scaleglagged total asset€AP = non-current (fixed) assets in year t / Total assets
in year t.LOSS = indicator variable with the value of 1 if firnréports negative net income in the previous yedrGaatherwise.
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5.4.13 Test results of research question thirtee®@wnership concentration

Table 5-16(i) shows that the coefficient on OWNbioth the pooled and year wise
specifications is statistically significant at (p%). This result is consistent with La
Porta et al. (1998) who find a high degree of owhigr concentration in firms from
countries with relatively poor country-level govante and argues that the conflict
between large shareholders/sponsor owners and itgisbareholders is the primary
firm-level governance problems in such countriescdémpanies with concentrated
ownership, controlling shareholders can expropriatealth from minority
shareholders in many ways. For example, they caraaxcash by selling assets,
goods or services to the company through self-dgdhansactions, they can obtain
loan on preferential terms, they can transfer adsetn the company in focus to other
companies under their control, or they can dilbteinterest of minority shareholders
by acquiring shares at a preferential price (Johretcal. 2000). Morck et al. (1998)
also find a positive relationship between ownersbgncentration and earnings
management in the 5% to 25% range. The controabkes are in general consistent

with earlier results.
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Table 5-16(i)
Regression analysis of discretionary accruals witbwnership concentration
(Dependent variable is signed discretionary accrual DACCR)

DACCR = Bo + P1 OWN + B,SIZE; + BsLEV, + BSGWTH; + BsCFOy + PsCAP, + B,LOSS, + fixed effects

Independent Pooled 1999 2000 2001 2002 2003 2004 2005 2006 2007
variables
Estimate  Estimate  Estimate  Estimate  Estimate Estimate Estimate  Estimate  Estimate  Estimate
(p-value)  (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)  (p-value) (p-value) (p-value)
Constant -.369 -.341 -.297 -.404 -.405 -.384 -.354 -.342 -.359 -.409
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
OWN 131 .162 144 .195 120 114 119 113 110 .136
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
SIZE .014 .007 .002 .020 .023 .016 .011 .011 .012 .020
(<0.01) (.010) (.569) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LEV .018 .024 .028 .025 .023 .014 .013 .013 .016 .014
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
GWTH .052 .050 .042 .047 .041 .038 .052 .057 .068 .061
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CFO -.383 -.292 -.212 -311 -.416 -.425 .-.449 -.458 -.421 -.443
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
CAP 451 .457 413 .383 .397 .458 .466 .455 AT7 .488
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
LOSS -.133 -.158 -.172 -.130 -.132 -.118 -121 -.124 -.130 -.132
(<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01) (<0.01)
fixed effects included included included included ncluded included included included included inclide
Adj. R? 424 .353 317 .389 417 A75 .480 451 .452 .468
N 156,906 156,906 156,906 156,906 156,906 156,906 56,906 156,906 156,906 156,906

Note: Coefficient p-values applied two-tail and basedeypmptotic Z-statistic robust to hetroscedastiaity country clustering effects using the methoRagers

(1993). For clarity in presentation the coefficenh year and country dummies have not been reporte

DACCR = signed discretionary accrua®WN = ownership concentration (La Porta et al. 2008)ZE = natural logarithm of total assets in $ thousdondgirm i
in year t.LEV = total long-term debt/ equity for firm i in year@WTH = sales growth rate, defined as the sales in ygands sales in t-1 and scaled by sales in
year t.CFO = operating cash flows for firm i in year t scaleyllagged total asset€AP = non-current (fixed) assets in year t / Total asBetgear t.LOSS =

indicator variable with the value of 1 if firm iperts negative net income in the previous yearCaatherwise.
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In conducting empirical tests such as above,assumed that the relationship
between ownership level and earnings managemeatimoeh is linear. However, an
argument can be made that at different ranges okwhips either a convergence-of-
interest or entrenchment effect could dominate. dldaat al. (1988) find a positive
relation between ownership and firm value (proXigdTobin’s Q) in the 0% to 5%
board ownership range, a negative and less proeduredation in the 5% to 25%
range, and a further positive relation beyond 25%.

They interpret the findings as

. consistent with both the convergence-of-interestd entrenchment effect.
The initial rise in Q as ownership rise might retlenanager’s greater incentives
to maximize value as their stakes rise. Beyondb#eownership level, however,
increase in managerial ownership may be associafés conditions conducive
to the entrenchment of incumbent management...... ghout this range, the
incentive effect can still be operative; it is jukiminated by the entrenchment
effect. As board ownership reaches the neighbouthafo25%, managers with
even higher board ownership might not be signifisaentrenched than those
with 25% ownership.... the increase in Q for the V@ighest ownership levels
then might reflect a pure convergence-of-intereffisct.

McConnell and Servaes (1990) replicate Morck e(298) and also find a
curvilinear relation between Q and the fractiorcommon stock owned by corporate
insiders. However, they find the convergence-odiiests effect to be operative up to
50% ownership stake and then the entrenchmentt efbeces in.

In respect of audit, Lennox (2005) investigatesv lthvergence-of-interests
and entrenchment problem affect the choice of audi¢haviour. Using a sample of
1331 listed and 538 unlisted UK companies, he fitindg the relationship between
management ownership and audit firm size is siggifily negative when ownership
is low for 0-5% but high for 25-100% which is casteint with the divergence-of-

interest effect. Consistent with the entrenchmeiféceé Lennox finds that the
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relationship between management ownership and audisize is significantly more
positive when ownership is at intermediate levels.

To investigate whether the behaviour of ownersétipicture and earnings
management takes on the functional form identifigd Morck et al. (1988) a

piecewise linear regression is estimated Morckisitgan of ownership:

OWN (0-25) = actual ownership if 0% < OWR5%6
OWN (25-50) = actual ownership iP25xOWN <50%
OWN (50-100) = actual ownership if 50@WN <100%

Table 5-16(ii)) presents the impact of ownershipudtire on earnings
management for the pooled sample. The coefficiargsstatistically significant and
negative for OWN<25% but positive at OWN>25%. Tlesults suggest that with
higher levels of ownership, when ownership is medivange or the largest
shareholders have dominance in the affairs of dmepanies, and management of the
companies engage in income increasing earnings gearent strategies to maximise

the personal wealth of the larger shareholders.
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Table 5-16(ii)

Regression analysis of discretionary accruals witbwnership concentration
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = Bo + BiOWN (0-25%) + B,OWN (0-25%) + B:OWN (0-25%) + B.SIZE; + PsLEV; +
BeGWTH + B,CFQ; + BsCAP, + PLOSS; + fixed effects

Pooled
Independent variables
Estimate
(p-value)
Constant -.295
(<.01)
(0-25)% -.030
(<.01)
(25-50)% .01¢€
(<.01)
(50-100)% .024
(<.01)
SIZE .014
(<.01)
LEV .018
(<.01)
GWTH .052
(<.01)
CFO -.383
(<.01)
CAP 451
(<.01)
LOSS -.130
(<.01)
fixed effects included
Adj. R? 428
N 156,90t

Note: Coefficient p-values applied two-tail and basedaggmptotic Z-statistic robust to hetroscedastiaitg country clustering effects
using the method in Rogers (1993). For clarityriespntation the coefficients on year and countmmies have not been reported.

DACCR = signed discretionary accrua®WN = ownership concentration (La Porta et al. 20@ZE = natural logarithm of total assets
in $ thousands for firm i in year LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in
year t minus sales in t-1 and scaled by salesanty€FO = operating cash flows for firm i in year t scaleglagged total asset€AP =
non-current (fixed) assets in year t / Total asgetgear t.LOSS = indicator variable with the value of 1 if firmréports negative net
income in the previous year and 0 otherwise.
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In order to examines earnings quality as a joinmicfion of macro
governance and ownership concentration, explord&@# was used to reduce the
10 macro governance variables to a single compueariable.

Table 5-16(iii) reports on the joint effect of owskip concentration and
the macro governance. The adjustéds43.20 percent; the significance levels of
individual coefficients are reported as two-tavglues.

The macro governance variable by itself represdm@sffect on accruals
as macro governance become stronger. The macrorngmee variable is
significant and negatively related to DACCR at d<.0wnership concentration is
also but positively related to DACCR at p<.01.

The interaction of macro governance with the owmergoncentration
variable measures the effect of high ownership eotration on earnings quality
relative to low ownership concentration as macreegoance becomes stronger.
The results show that the higher ownership conagatr mediates the impact of
strong macro setting. The control variables argeaneral consistent with earlier

results.
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Table 5-16(iii)

Regression analysis of discretionary accruals witbwnership concentration and macro
governance
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = Bg + BiMACRO + B,OWN + BsMACRO*OWN + B4SIZE; + BsLEV;; + B§GWTH; +
B/CFQ; + BgCAP; + BLOSS; + fixed effects

Pooled
Independent variables
Estimate
(p-value)
Constant -.325
(<.01)
MACRO -.021
(<.01)
OWN .02t
(<.01)
MACRO*OWN .02C
(<.01)
SIZE .018
(<.01)
LEV .016
(<.01)
GWTH .050
(<.01)
CFO -.412
(<.01)
CAP 449
(<.01)
LOSS -.131
(<.01)
fixed effects included
Adj. R? 432
N 156,906

Note: Coefficient p-values applied two-tail and basedasgmptotic Z-statistic robust to hetroscedastiaity country clustering
effects using the method in Rogers (1993). Foitglar presentation the coefficients on year andntty dummies have not been
reported.

MACRO = macro governance are computed using PCA for 1&¥anaariablesOWN = ownership concentration (La Porta et al.
2006). DACCR = signed discretionary accruaBIZE = natural logarithm of total assets in $ thousafmisirm i in year t.
LEV = total long-term debt/equity for firm i in yearGWTH = sales growth rate, defined as the sales in ye#nds sales in t-1
and scaled by sales in yeailFO = operating cash flows for firm i in year t scaleyllagged total asset€AP = non-current
(fixed) assets in year t / Total assets in yehQSS = indicator variable with the value of 1 if firnréports negative net income
in the previous year and 0 otherwise.
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5.5 Robustness tests

A number of additional tests are performed to exanthe sensitivity of the
results to issues such as alternative model spatidgns, and deletion of small

countries.

5.5.1 Using cross-sectional Jones (1991) model

DeFond and Jiambalvo (1994); Subramanyam (1996 Kaistinan (2003a) finds
that parameter estimates in the cross-section@sJorodel are more precise than
their time-series counterparts. Furthermore, Bamoval. (2000) evaluate the
ability of seven accruals estimation models in cktg earnings management by
examining the association between discretionaryuats and audit qualifications
and conclude that the cross-sectional Jones modeél the cross sectional
modified Jones model both perform better than thieie-series counterparts in
detecting earnings management. The important diffez between the Jones
model and the modified Jones model is that the fisaddones model takes into
account the change in receivables in computingtiaage in revenues. The mean
(median) values of discretionary accruals undeedanodel are 0.0001 (0.0115).
The difference in mean and median values are stally significant at the
(p<.01) level. Results of the re-estimation of ta# models for macro and micro
governance with discretionary accruals obtainednfrthe Jones model are
consistent with the pooled results reported in &d&b¥ to 5-16. The re-estimation

results are reported in Table 5-17 to 5-18 (Appemi
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5.5.2 Deleting smaller countries

In order to assure that smaller countries with fealeservations do not drive the
results, the models reported in Tables 5-4 to wéfe re-estimated for the sample
with only the largest countries and having 200 arenfirm-year observations.

These additional results for the pooled specificatire reported in tables 5-19 to
5-20 (Appendix D) and are unchanged from the falhple results in terms of

both the sign and statistical significance on & wariables of interest. It thus
appears that smaller countries do not derive theltse

The following checks were made on heteroskedéastici

(i) The Studentized deleted residuals were plo#igdinst ‘standardized
predicted values’ for each regression model to khbat the values for the
‘Studentized deleted residuals’ are evenly disteduaround ‘zero’ for all levels
of the predicted values. The scatter plots formatidels showed no sign for
heteroskedasticity.

(i) The ‘unstandardized residuals’ of all regressmodels were plotted in
‘histograms’ and in all cases showed reasonablgnabdistributions.

(i) The observed unstandardized residuals weotted against expected
normal P-P plot and the results for all models werenal.

To assess the ‘goodness of fit' or ‘normality tesf each model,
‘unstandardized predicted values’ and ‘unstandartizsiduals’ were recorded in
the data window and a scatter plot constructed biting ‘unstandardized
residuals’ in the Y-axis and ‘unstandardized presticvalues’ in the X-axis. The

scatter plots for all models confirmed the fit o€ tmodels and their normality.
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5.6. Summary
This chapter has reported the results of the tdstse thirteen research questions
set out in Chapter 4. An overall summary of thaultesof the tests is presented in

chapter 6, the final chapter.
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Chapter Six

Conclusion

6.1 Introduction
6.2 Summary of the research findings
6.3 Implications of the study

6.4 Limitations of the study
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6.1 Introduction

This final chapter of the study proceeds as follo®sction 6.2 provides an
overall summary of the results and Section 6.3udises the implications of the
study for practitioners, and regulators. The chaptcludes with Section 6.4

which describes the limitations of the study.

6.2 Summary of the research findings

This thesis conducts a cross country study to tiya&te the role of macro and
micro governance in mitigating opportunistic eagsirmanagement behaviour.
Thirteen research questions were discussed andestdts of the tests were as
follows:

Research question 1: Enforcement

The results from testing research question one ghatvthe macro governance
variable enforcement is negatively associated wisicretionary accruals. This is
consistent with the findings of Hope et al. (200Bjancis and Wang (2008);
Daske et al. (2008); La Porta et al. (1998; 2002; 2006); and Luez et al. (2003).
Research question 2: Institutional setting

The results indicate that a strong institutionatiisg at the country level reduces
discretionary accruals.

Research question 3: Political system

The results suggest that political stability at theuntry level decreases
discretionary accruals.

Research question 4: Corruption

The results suggest that discretionary accrualedowthe absence of corruption

decreases.
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Research question 5: Culture

The results support the expectation that stronigureu and ethical values at
country level help reduce discretionary accruals.

Research question 6: Adoption of IFRS

The results suggest that adoption of IFRS leadsntoeased discretionary
accruals. However, the macro governance settingreagate the impact of IFRS

adoption.

Research question 7: IPOs

The results suggest that IPOs are positively rélegediscretionary accruals. This
is consistent with managers making income-increpsiiscretionary accruals
adjustments to portray a rosy picture in the ydafiering to maximize the offer

proceeds.

Research question 8: Debt contracts

The results suggest that high levels of debt arsocated with higher

discretionary accruals.

Research question 9: Performance based compensation

The results indicate that performance based comgiensdoes not lead to higher
discretionary accruals. However, this finding idjset to the limitations of the

proxy used for performance based compensation.

Research question 10: Audit quality

The results are consistent with choice of a Biguditar leading to decreased
discretionary accruals. However, the interactiofeafwith macro governance
indicates discretionary accruals of Big 4 firms eoasistently smaller relative to
the accruals of non-Big 4 clients as a country’scimagovernance regime

becomes stronger.
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Research question 11: Board size

The results suggest that a larger board leads werlaliscretionary accruals.
However, interaction effects with macro governanoesult shows that
discretionary accruals of larger board firms areststently smaller relative to the
accruals of smaller board firms as a country’s mamvernance regime becomes
stronger.

Research question 12: Board effectiveness

The results indicate that an effective board i®essed with lower discretionary
accruals. However, interaction effects with macowvegnance result shows that
discretionary accruals of effective board are cstesily smaller relative to the
accruals of ineffective board as a country’'s magowernance regime becomes
stronger.

Research question 13: Ownership concentration

The initial results indicate that concentrated owhip increases discretionary
accruals. However, further analysis indicates that is likely to apply only at

high levels of concentration.

6.3 Implications of the study

Evidence from the earnings management literaturkema clear that earnings
management is pervasive activity. This study dagsattempt to gauge the extent
of earnings management. Rather it looks at the éinpathe macro setting on

earnings management and the micro level stepsniigiit be taken to mitigate

management tendency for earnings management. Tpatamt implication of the

results of the study is that the success of anioradken to limit earnings

management at the level of the company will depemdhe macro setting. An
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important example is provided by IFRS. The genesapectation among
accounting standard setters is that adoption oSIRRI improve earnings quality.
The results show the opposite. However, this isljilkdue to the macro setting in
which IFRS is being adopted. Indeed the resultthefstudy show that positive

macro factors can mitigate the impact of adoptibH-RS.

6.4 Limitation of the study

The limitations of this study derive from threemmipal sources. Firstly, the study
relies on a financial statement data base for comfinancial data. However, that
is a common weakness for all large scale capitakets studies. The serious
limitation in this study is the use of proxies fdey variables. Firstly,
discretionary accruals for earnings management lawce earnings quality.
However, this is also a common limitation. The salelemitation in this study is
the proxies employed for the macro variables. Tioxips are largely untested in
this application and thus there is a serious hsit the results obtained may reflect

choice of these proxies rather than the underlgic@nomic reality.
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Panel A: Sample distribution by country and year

Appendix — A

Statistical Output

Table 5-1

Country 99 00 01 07 03 04 05 Q6 07 Total
Australia 81 69 52 49 17 928 917 1012 1460 4893
Argentina 20 39 49 56 6% 104 132 147 132 144
Austria 24 19 13 29 24 38 45 69 81 3B7
Bangladesh 47 43 60 0B g4 03 D2 08 06 176
Belgium 34 39 25 22 57 111 122 111 1p6 627
Bermuda 19 22 26 76 44p 518 564 562 546 2[75
Brazil 141 181 316 325 301 346 369 3p6 376 2711
Canada 230 204 168 132 826 1102 1118 1185 1194 6154
Cay. Island 05 0§ 9 24 258 375 464 477 471 2089
Chile 95 172 132 144 280 327 188 408 414 2160
China 0 0 65 131 1136 1285 1464 14p4 1634 7141
Columbia 05 05 11 06 9 59 27 36 49 207
Czech Rep 86 8¢ 56 35 42 23 Pl L4 12 77
Denmark 39 30| 21 28 94 114 25 125 126 102
Egypt 23 29 52 67 339 581 509 424 301 2324
Ecuador 0 0 19 g q 28 2P 55 40 147
Finland 14 16 111 21 67 127 130 123 117 634
France 131 149 11 284 492 609 622 588 530 3513
Germany 160 145 25 224 218 286 4380 551 634 2758
Greece 20 24 04 o4 3P 65 204 2B2 257 63
Hong Kong 08 03] 19 2( 15y 175 184 185 180 912
Indonesia 0 0 0 1 251 25p 262 276 278 1323
Ireland 20 20 19 14 12 36 45 531 54 2[70
Israel 06 9 9 23 11§ 13y 169 203 580 1205
Italy 56 76 97 163 161 3 198 230 283 1244
Jordan 01 04 74 9 104 114 119 121 140 F69
Kuwait 01 02 7 16 3] 57 5 4p 29 241
Latvia 03 02 01 02 04 04 1P 33 29 0
Luxemburg 02 03 0% 04 14 20 30 25 p7 135
Malaysia 63 66 62 93 578 842 621 945 919 4184
Mexico 70 117 127 137 135 128 137 181 117 1099
Netherlands 63 47 32 28 107 162 148 134 115 831
New Zealand 15 11 1 oy 6p 115 124 121 112 D74
Nigeria 0 01 1 03 12 22 30 2P a6 97
Norway 34 22 13 19 14 14y 167 162 162 8§62
Oman 0 01 46 6] 81 88 87 95 105 564
Pakistan 148 155 84 71 115 125 1p7 160 196 1181
Paraguay 0 Qg g q 01 34 35 41 12 153
Peru 34 26 20 19 1% 98 137 127 11 877
Philippines 0 01 02 1] 155 165 166 1y7 165 842
Portugal 12 12 07 07 oy 54 25 32 18 204
Qatar 0 0 02 04 09 15 18 22 26 D6
UAE 0 06 10 11 17 2§ 34 44 48 200
Russia 03 07 07 16 2b 50 17 153 125 463
Venezuela 07 08 09 05 15 19 16 P1 R2 121
Viet Nam 0 0 0 0 07 07 28 12D 263 425
S. Arabia 0 15 38 43 61 68 76 15 1 457
Singapore 40 24 22 11 349 497 58 578 564 26666
S. Africa 74 45 52 47 13% 191 182 213 280 1169
Spain 33 40 53 98 111 24 143 186 129 167
Srilanka 02 03 32 13 24 3R 46 51 47 250
Sweden 72 42 27 24 228 287 383 383 392 1784
Switzerland 28 24 27 58 56 88 129 163 177 145
Taiwan 05 07 08| 1§ 188 39R 1200 1549 1592 4P59
Thailand 23 01 11 1( 350 402 404 407 458 2066
UK 530 469 405 433 35¢ 724 901 1297 1460 6575
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Japan 83 81 95 104 2330 2561 3044 2622 2015 12736
USA 5132 4044 5865 4419 5237 5157 5093 4995 4681 2231%
India 22 43 80 351 813 1150 1900 20p1 g28 7278
South Korea 725 80 87D 835 1052 1230 1303 1348 3141 9576
Morocco 0 02 27 30 33 37 3p 20 20 199
Poland 12 13 19 17 30 40 43 17 L7 208
Turkey 01 01 02 01 04 40 5p 123 123 354
Total 25285| 26795 25717 21554 17863 101094 9539 Q025 9714 156906
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Table 5-1

Panel B: Measures of macro governance variables fahe 63 countries in the study

Country Enforcement

JuD SEC MIN ENF RLAW PRESS INS POL COR CuL IFRS
Australia 6.4 6.22 5.86 6.24 1.81 1.45 1.67 85 91.9 6.08 1
Argentina 2.17 4.4] 3.5 4.0 -.58 27 -4 -|03 47 - 3.46 0
Austria 6.06 5.80] 5.86 6.238 1.87 1.55 163 1,04 91.9 6.09 1
Bangladesh n.3 n. nla n.a -.B6 -52 -187 -1.60 29-1. n.a 0
Belgium 5.37 5.84] 5.61 6.0 1.45 1.46 1.32 74 1.40 5.40 1
Bermuda n.a n.g n.a nja .88 1.p8 1|33 .81 1.27 n.a 0
Brazil 3.14 5.14 4.8( 4.79 -.48 J7 .00 -.09 -33 773 0
Canada 6.0] 5.64 5.68 6.07 1.85 1/46 153 .94 1.90 5.86 0
Cayman Island n.3 n. nja n.a 1115 84 1.33 1.17 27 1. n.a 0
Chile 4.25 5.98 5.27 5.58 1.15 1.15 1.41 85 131 .46 8 0
China 3.43 3.42 3.61 3.84 -.40 -1.66 -9 -|137 153 3.71 0
Colombia 3.81 4,94 4.49 4.50 -.64 -.25 L0 -1{62 224 4.43 0
Czech Rep 4.1( 4.9 4.13 4.93 .3 96 95 .75 .36 .95 B 1
Denmark n.a| n.g n.a nja 2.03 1.[72 1(81 .82 2.39 n.a 1
Egypt 4.86 3.93] 451 4.6p .00 -1.08 -.44 -187 -141 4.34 1
Ecuador n.a n.g n.a nja -.96 -.B5 -1)/06 -.90 .75 .ajln 0
Finland 6.43 5.82 5.84 6.2p 1.95 1.63 170 1,47 725 6.63 1
Germany 6.53 5.9 6.14 6.34 1.77 1.48 139 .83 1.78 6.15 1
Greece n.ag n.g n.p nla .64 1.05 79 .48 .39 n.a
Hong Kong 5.94 6.19 5.61 6.20 1.45 .55 1/95 1.16 711. 5.82 1
India 5.30 5.52 5.31 5.64 A7 .35 -.15 -.B4 -21 194, 0
Indonesia 2.97 5.5§ 5.74 442 -.82 -.p5 -26 -1.17 =77 3.77 0
Ireland 6.01 5.95 5.71 6.21l 1.2 1.42 175 1116 01.6 5.53 1
Israel 6.03 5.52 5.4 5.98 .69 .68 D1 -1]18 83 884. 1
Italy 3.79 4.47 3.97 4.44 37 1.14 .84 .8 31 4,08 1
Japan 5.51) 5.24 4.98 5.43 1.40 P1 127 1.11 1.31 A1 5 0
Jordan n.a| N.3 n.a nja .45 -.62 4l -153 .38 n.a
Kuwait 5.23 4.42 4.4( 5.32 .7b -.36 51 .P8 167 247 1
Latvia n.a n.a n.g n.a .5p .83 1.06 81 38 n.a
Luxemburg n.a| n.g n.a n@a 1.83 1.63 1|79 1.51 2.01 n.a 1
Malaysia 5.24 5.48 5.5 5.78 .58 -.34 .67 35 38 .26 5 0
Mexico 3.58 5.10 4.44 4.68 -.49 .06 .43 -.40 -135 .354 0
Morocco n.a n.a n.3 n.a -.03 -.63 -.15 -31 -106 a |n. 0
Netherlands 6.41 5.7 5.58 6.02 1./5 1|67 1.65 77 2.05 6.15 1
New Zealand n.g n. n.@a nja 1.83 1|62 1.68 1.27 8 p.3 n.a 1
Nigeria 3.52 5.05] 4.33 4.14 -1.27 -.18 -.89 -1/99 1.29 3.79 0
Norway 6.09 5.81 5.76 6.06 2.02 1.64 1.34 1121 2.13 6.18 1
Oman n.a n.g n.a n.a 11 =17 /5 66 71 n.a
Pakistan 3.51| 3.96 4.9 4.92 -.82 -1.07 -139 -1.92 -.93 4.35 0
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Paraguay n.g n.a nja nia -.93 -136 -168 1.48 -1.02 n.a 0
Peru 2.19 5.31 4.2 4.717 - 15 .05 1 -190 135 93.9 1
Philippines 3.31 4.81 4.66 4.96 -.48 -.18 -.06 612 -.69 3.51 0
Poland 3.54] 4.95 4.25 4.38 .25 .95 b4 22 .14 4.17 1
Portugal n.a n.g n.a nfa .97 1.p7 1)00 .85 1.11 n.a 1
Qatar n.a n.g n.a n.a .93 =51 A5 86 83 n.a 1
UAE 4.98 4.80 4.64 5.2( 61 -.78 .80 .68 1]16 5.30 1
Russia 2.70 3.57 3.14 3.94 -.91 -.87 -45 -\74 1.76 3.26 0
Saudi Arabia 4.39 3.91 4.4D 4.42 L7 -142 -|02 546 .18 4.43 0
Singapore 5.60 5.99 5.5 6.10 1.82 -)07 1185 1.30 .30 R 6.30 1
South Africa 5.45 6.02 5.64 6.22 24 .60 .68 -107 56 | 4.68 1
South Korea 5.13 5.92 5.1 5.42 V2 J71 70 42 .31 5.16 0
Spain 3.76 4.93 4.61 5.2b 1.10 1.05 1)06 .33 1.18 87 4 1
Srilanka n.a n.g n.a n.g 01 -.35 - 11 -1/61 129 .ajln 0
Sweden 6.16 6.26 6.3/ 6.32 1.86 155 1144 1.13 p.24 6.45 1
Switzerland 6.30 5.85 5.34 6.13 1.96 172 1{45 1.40 2.19 6.17 0
Taiwan n.a n.a n.a n.p A7 .19 .D4 51 53 n.a 0
Thailand 4.72 5.26 4.8 5.0R .03 -.50 B7 -199 -126 4.14 0
Turkey 4.40 5.23] 4.58 4.82 .08 -.19 .21 -B5 06 644. 0

UK 6.04 5.79 5.94] 6.29 1.78 1.42 1.76 A6 186 5.83 1
USA 5.06 5.52 5.50 5.79 1.5(¢ 1.08 1.47 131 1130 051 0
Venezuela 1.19 4.49 3.89 4.06 -1.89 -/58 -1135 4-1.2 -1.05 3.31 1
Viet Nam 3.61 4.3]] 4.44 3.8P -43 -1.45 -.49 42 66 - 4.03 0
Mean 5.09 541 5.26 5.56 1.0 .80 1.05 46 108 95.0 .24
S.D .84 .61 .57 .61 74 .8p .69 .68 .87 69 42

Note: JUD = judicial independence (WEF 2008JEC = enforcement of securities laws (WEF 2008)IN = protection of minority shareholders interest (WE008). ACC =
enforcement of accounting and auditing standardER\VR2008).RLAW = rule of laws (WB 1999-2007PRESS= press freedom (WB 1999-2007TI\NS = regulatory quality (WB
1999-2007)PLO = political stability (WB 1999-2007)COR = control of corruption (WB 1999-2007¢UL = ethical behaviour of firms (WEF 2008f:RS = a dummy variable takes
the value of 1 for a given year after mandatory3rRioption and 0 otherwise.
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Panel C: Measures of micro governance variables fdhe 63 countries in the study

Table 5-1

Micro governance variables

Country
BIG4 (%) BONUS IPO BOD BIND OWN

Australia 59 05 77 8.35 5.81L .28
Argentina 65 4.73 .39 3.91L 4.67 .55
Austria 62 5.01 .88 10.39 5.683 81
Bangladesh 39 n.a nja 7.82 4.93 50
Belgium 53 4.94 .27 9.54 5.4 .62
Bermuda 64 n.g n.a 10.47 n.a n.a
Brazil 66 4.36 71 3.51 4.68 .63
Canada 75 5.37 .2y 11.72 557 R4
Cay. Island 60 n.g n.a 10.70 n.a n.a
Chile 80 4.97 .15 5.01 55 .3B
China 10 4.60 1.91 5.82 4.01 n.a
Colombia 33 3.86 n.3 2.8b 4.85 .68
Czech Rep 46 4.27 .2p 5.48 5.03 .a
Denmark 84 n.a n.a 7.9 nja .40
Egypt 24 3.79 .21 3.31 4.39 .62
Ecuador 05 n.g n.a 2.15 nia n.a
Finland 90 5.01 3.73 9.60 5.37 .24
Germany 55 5.60 .34 8.48 5.9 0
Greece 25 n.g n.a 8.06 n.a .68
Hong Kong 81 5.19 3.2 12.31 5.34 b4
India 38 4,53 .52 8.8( 5.0 .48
Indonesia 26 5.19 .08 5.60 5.36 .62
Ireland 90 4.92 .80 10.18 5.50 .36
Israel 40 5.06 12 10.87 5.28 .56
Italy 86 4.95 .39 7.28 4.32 .6D
Japan 73 4.32 43 5.92 5.15 13
Jordan 28 n.g n.a 10.25 n.a .a
Kuwait 53 471 n.a 7.84 4.60 nla
Latvia 33 n.a n.g 7.59 n.p nja
Luxemburg 87 n.a n.a 11.65 nja n.a
Malaysia 60 5.11] .16 9.47 5.39 52
Mexico 72 4.74 .22 4.5] 4.61 .7
Morocco 71 n.a| n.g 9.04 nja n.a
Netherlands 86 5.2 70 9.16 5.62 B1
New Zeal 85 n.a N.4 8.19 nja bl
Nigeria 66 3.58 .37 10.33 4.97 .45
Norway 94 4.72 .96 8.4 5.5b 31
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Oman 61 n.a Nn.3 9.88 nja na
Pakistan 45 3.55 n.a 9.23 3.57 Al
Paraguay 29 n.3 n.p 1.50 n.a n.a
Peru 55 3.94 n.a 4.93 4.68 5|7

Philippines 31 4.33 .58 13.9¢4 442 51
Poland 47 4.15 .25 5.6 4.13 n.a
Portugal 43 n.a n.a 3.96 nja b9
Qatar 72 n.a n.a| 10.11 n.a nja

UAE 74 4.33 1.06 9.37 4.59 na

Russia 56 4.57 1.74 3.78 4.96 n.a
Saudi Arabia 55 4.33 7Y 9.13 4.73 a
Singapore 71 5.18 1.7 9.9 5.61 .p3
South Africa 70 5.67| .34 10.0p 5.13 52
South Korea 36 5.4] .68 10.26 5.21 20
Spain 86 4.88 .31 4.86 5.00 50
Srilanka 87 n.a n.3 8.96 nla 61
Sweden 86 5.16 41 8.36 6.09 .28
Switzerland 90 5.61 .9 8.5p 5.41 .48
Taiwan 85 n.a| 1.04 12.2b 4.83 .48
Thailand 72 4.37 1.02 12.2b 4.83 48
Turkey 32 3.62 .21 7.2 4.34 .50

UK 63 5.36 .78 9.37 5.92 .1p

USA 61 5.51 .34 10.00 547 Ap

Venezuela 88 4.47 n.p 4.14 4.29 A9
Viet Nam 38 4.30 .19 6.62 4.46 nia
Mean 54 5.09 .64 8.54 5.2¥ .26

S.D 498 51 .69 5.5 A4 Ay

Note: BIG4 = equals 1 if the firm audited by one of the Bl@nrt otherwise BONUS = extent of incentives based compensation (WERBROPO = initial public offerings (WEF

2008).BOD = no of directors on the board of a firBIND = board effectiveness from the (WEF 20@8)VN = ownership concentration (La Porta et al. 2006).
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Table 5-1

Panel D: Pearson correlation on macro and micro garnance variables with DACCR (N = 63)

SEC MIN ACC RLAW PRESS POL COR CUL IPO LEV BONUS RS BIG4 BOD BIND OWN DACRR
JuD .681 754 .823 .758 .605 542 .688 .863 -.125 .020 .337 .243 176 .153 741 -.298 -.076
(<.01) | (<.01) | (<01) | (<.01) (<.01) | (<.01) | (<01 | (<01) | (<01) | (<01) | (<01) | (<01) | (<01 | (<.01) | (<.01) | (<.01) (<.01)
SEC .855 .870 .652 755 424 .619 717 -.167 .038 .560 .169 153 .190 .867 -.195 -071
(<.01) | (<01) | (<.01) (<.01) | (<.01) | (<01) | (<01) | (<01) | (<01) | (<01) | (<01) | (<.01) | (<.01) | (<.01) | (<.01) (<.01)
MIN .929 .725 733 .397 713 742 -.341 .037 574 A77 192 .198 .905 -.274 -.104
(<.01) | (<.01) (<01) | (<.01) | (<01) | (<01 | (<01) | (<01) | (<01 | (<01) | (<01 | (<01) | (<01) | (<.01) (<.01)
ACC .804 771 470 .785 .801 -.139 .038 .631 .229 .223 .224 .909 -.3016 -.112
(<.01) (<.01) | (<.01) | (<01) | (<01) | (<01) | (<01) | (<01 | (<01) | (<01 | (<01) | (<01) | (<.01) (<.01)
RLAW .822 773 .965 .852 -.168 .003 .611 .126 .304 .165 .820 -.623 -.166
(<.01) (<.01) (<.01) (<.01) (<.01) (.265) (<.01) (<.01) (<.01) | (<.01) | (<.01) (<.01) (<.01)
PRESS .583 .800 .646 -.310 .045 574 .051 272 .128 .803 -.610 -.132
(<.01) | (<01 | (<01 | (<01) | (<01 | (<01) | (<01) | (<01) | (<.01) | (<.01) | (<.01) (<.01)
POL .768 742 -.042 -.035 .364 .065 .324 .001 .552 -.443 -.098
(<.01) | (<01) | (<01) | (<01) | (<01) | (<01) | (<.01) | (844) | (<.01) | (<.01) (<.01)
COR .841 -.132 -.001 .604 .154 .344 139 .812 -.528 -.157
(<.01) | (<01) | (713) | (<01) | (<01) | (<01) | (<.01) | (<.01) | (<.01) (<.01)
CuL -.068 -.012 425 .264 .284 115 .793 -.325 -.084
(<.01) | (<.01) (<.01) (<.01) | (<.01) | (<.01) | (<.01) (<.01) (<.01)
IPO -.026 .003 174 -.069 -.017 -.260 .100 .024
(<.01) (.260) (<.01) (<.01) [ (<.01) | (<.01) (<.01) (<.01)
LEV -.005 .017 .062 .073 .018 .048 .149
(.054) (<.01) (<.01) [ (<.01) | (<.01) (<.01) (<.01)
BONUS .036 .091 .248 671 -.420 -.165
(<.01) | (<.01) | (<01 | (<01 | (<.01) (<.01)
IFRS .033 .009 .184 .230 -.010
(<.01) | (<01) | (<01) | (.01 (<.01)
BIG4 .164 .254 -.101 .033
(<.01) | (<.01) | (<.01) (<.01)
BOD 174 -.074 .031
(<01) | (=.01) (<.01)
BIND -.437 -.126
(<.01) (<.01)
OWN .169
(<.01)

Note: p-values are in parenthesis.

JUD = judicial independence (WEF 2008EC = enforcement of securities laws (WEF 2008)N = protection of minority shareholders interest (WH08).ACC = enforcement of
accounting and auditing standards (WEF 2088)AW = rule of laws (WB 1999-2007PRESS= press freedom (WB 1999-200REG = regulatory quality (WB 1999-2007LO

= political stability (WB 1999-2007)COR = control of corruption (WB 1999-2007¢UL = ethical behaviour (WEF 200831G4 = indicator variable with the value of 1 if the firm
audited by one of the BIG 4 and otherwiseBONUS = extent of incentive based compensation (WEF ROFRS = A dummy variable takes the value of 1 for a giyear after
mandatory IFRS adoption and 0 otherwif© = initial public offerings (WEF 2008BOD = no of directors on the board of a firBIND = board effectiveness (WEF 2008)WN

= ownership concentration (La Porta et al. 2008YCCR is the signed discretionary accruals.
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Table 5-2

Descriptive statistics

7% Percentile

Variables Mean Std. Dev. 25 Percentile Median
DACCR -.1678 24275 -.2775 -.1674 -.0471
SIZE 5.1092 .88551 4.4922 5.0923 5.7102
LEV 4732 .98672 .0102 .1805 .6071
GWTH -.0025 .59483 -.0148 .0725 1577
CFO .0342 .19394 -.0131 .0561 .1240
CAP .3367 .24780 .1295 .2848 4975
LOSS .31 .46 0 0 1

Note: DACCR = signed discretionary accruaBIZE is the natural logarithm of total assets in $ #amds for firm i in year LEV is

total liabilities / total equities for firm i in y& t. GWTH is return on equity, defined as the net income in yeaaled by total equity in
year t.CFO is the operating cash flows for firm i in year kst by lagged total asse@AP is the non-current (fixed) assets in year t /

Total assets in year LOSS takes the value of 1 if firm i reports income brefextraordinary items in the previous year negatind 0O

otherwise.
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Appendix - B: Definitions of financial number games

Label

Aggressive accounting

Earnings management

Income smoothing

Fraudulent financial reporting financial statements, done to deceive financidestent users, which

Creative accounting practicesthe aggressive choice and application of accounpmigciples,

Definition

A forceful and intentional choice and applicatioh accounting
principles done in an effort to achieve desiredultesTypically
higher current earnings, whether the practicesofadd are in
accordance with GAAP or not.

The active manipulation of earnings toward a pre-dermined
target, which may be set by management, a forecastade by
analyst, or an amount that is consistent with a srmather, more
sustainable earnings stream.

A form of earnings management designed to remoa&pand valley
from a normalearnings series, including steps to reduce ande’
profits during good years for use during slowerrgea

Intentional misstatements or omission of amountslisclosures in
are determined to be fraudulent by an administatigivil, or
criminal proceeding.

Any and all steps used to play the financial nundsemne, including

fraudulent financial reporting, and any steps tat@mards earnings
management or income smoothing.

Source: Mulford and Comiskey (2002: 3)
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Appendix - C

Brief sketch of empirical studies on earnings management
(Source: Own works based on S.P. Kothari (2001 )ather empirical studies)

03

04

05

06

07

08

09

10

Author (s) Motivation Sample Results
Copeland and Wojdak Accounting for merger to Gagnon's 55-58 data, plus 118 recen®trong support for the hypothesis of income maxatiin through a massive use of the pool
(1969) maximize future income. NYSE mergers. method.
Anderson and Purchase — pooling decision. 114 mergers of the NYSE No significant decline of the maximizing behaviftea APB 16
Louderback (1975)

Bermser (1975)

Healy (1985)

DeAngelo (1986)

McNichols and Wilson
(1988)

Dechow and Sloan
(1991)

Jones (1991)

Aharony et al. (1993)

Bartov (1993)

Use of accounting changes for EM 250 largest U.S. firms from FortuneChanging firms have a poorer pattern of profit
sample.

Effect on bonus plans on 94 firms for 239 firms’ year. If the profit is too low, managers will take a battherwise they will pick income — increasing
accounting choice. decreasing procedures

Proxy contest and management4 NYSE and American SEC proposing &he empirical evidence does not support the hypighe
buyout. management buyout (1973 - 1982)

Decrease the variance of eaningd38 firms from the printing and Results are consistent with the income decreasyppthesis although not with the smoothi
when the profit is too low, publishing industry giving a total of 2038 hypothesis.

managers will choose to take afirm — years.

bath.

CEO situation and R &D Compustat firms in specific SIC codes —Positive evidence of income increasing accountirgaes by CEO.
expenditure. 405 firms.

EM during an enquiry of the 23 firms in 5 industrial sectors Managers make income decreasing accounting chdicésy investigation.
International Trade.

EM in an IPO context 229 industrial firms (1985 -87) on aNo evidence of manipulation through the accruals.
population of 1162 U.S. firms

Income recognition from 653 firm - year observations fromHighly geared and low income firms have signifitahigher revenues from asset sales.
disposals. Compustat, classified by industrial sector.

or

ng
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11

12

13

14

15

16

17

18

19

20

21

22

Dempsey et al. (1993)

Pourciau (1993)

DeAngelo et al. (1994)

DeFond and Jiambalvo
(1994)

Friedlan (1994)

Sweeney (1994)

Dechow et al. (1995)

Gaver et al.(1995)

Holthausen et al. (1995)

Kinnunen et al. (1995)

Neill et al. (1995)

Beneish (1997)

ownership structure and EM Compustat firms with at least oneWhen management and ownership are separated avighof EM through extraordinary items
extraordinary item between 1960 and

1966. Total 248 firms.

The effect of non-routine top 73 firms from disclosure having As expected new CEO decrease income in theinf@at (big bath), unexpectedly leaving CEO
executive changes on accounting experience a non-routine CEO change. the same in their last year.

Potential problems to comply with 76 firms from the NYSE with three yearsNo real significant income increasing procedures.
debt covenant dealt throughof losses within 1980 — 85.
dividend cuts.

Possibility of a default of the debt94 firms from the NAARS databaseEM occurs the year before the default becomes gytdnows.
covenant. disclosing a violation between 1985and
1988.

EM in a IPO context 277 IPO firms from 1981 to 1984 Income increasing procedures just before the IPO

Debt covenant default possibilities 130 firms first times violators (1980 - Significant manipulation when in danger of defangti
1989) with data on Compustat.

To test the validity of available 4 samples: 2 random of 1000 each, 1 frordones modified is the best model although nonealyrcomplete.
models in detecting EM. firms having extreme performances, and 1
of 36 firms prosecuted by the SEC.

Effect on bonus plan on 102 firm between 1980 and 1990 No big bath they increase the profit when too lowd decrease it when too high
accounting choices
Effect on bonus plan on 567 firms between 1987 and 1993 Income reducing procedure at the top

accounting choices

EM and economy sectors 37 listed firm, 17 core and 20 peripheral Opportunity for and use of EM is greater in theeceector, and the sector is making a differenc

EM in IPO context Population = 2609 IPOs (1975 — 1984). Relationship between the size of the proceedstantitterality of accounting policies.

Distinguish GAAP violators from Experimental : 64 firms charged by theThe model can detect the possibility of opportunistporting among firms with large accruals.
simply aggressive accruals. SEC

Control group: Firms with high accruals

2118 firms.

D
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23

24

25

26

27

28

29

30

31

32

33

34

Burgstahler and Dichev EM around profit = 0 or a negative 64446 observation-years (1977 - 94) Strong evideh&M when earnings decrease or are negative.

(1997)

Black et al. (1998)

Cormier et al.(1998)

Han and Wang (1998)

Labelle and Thibault

(1998)

Teoh et al. (1993

Beneish (1999

Beneish (1999

Degeorge et al.(1999)

Erickson and Wang
(1999)

Jeter and Shivakumar Improve the methodology to detect1000 firms periods in each cash flowThe Jones model is not well specified or extrenss diow

(1999)

Kasznik (1999)

value

EM through asset disposals and-rom data available in Global VantageTesting of asset revaluation. No evidence of EMirstralia and New Zealand but strong one| i

accounting regulation in an 750 firms from Australia, New Zealandthe U.K.
international context. and U.K, for a total of 1199 firm- years.

Firms in financial distress and 60 Swiss firms on five years on the totaPrinciples of the agency theory (or positive ac¢mgntheory) are applicable in Switzerland
takeover attempts of 172 listed Swiss firms. well as in Anglo-Saxon countries.

EM to decrease political visibility 76 firms in predetermined SIC codes Evidence that oil companies used income decregsimgedures during the Gulf war
Environmental crises Sample of 10 firms having known asNo evidence of earnings management after the igsuin

environmental crises reported on the front
page of the New — York Times

IPOs, increased asymmetry 0f1649 IPO firms (1980 - 92) Positive evidence of Earnings management immegliafedr the issuing.
information

Consequences of earningsExperimental : 64 firms charged by theManagers are more likely to sell their holdings @xércise stock appreciation rights in perig
overstatement. SEC when earnings are overstated.

Control group: Firms with high accruals

2,118 firms.

Detection of earnings manipulation74 companies and all Compustatdentification of half of the companies involveddarnings manipulation.
companies matched by two — digit SIC
numbers. Data available for 1982 — 92

period

Manage investors impression Quarterly data on 5387 firms from 1974 tdFirms are using EM to avoid reporting earnings Wwesome threshold identified empirically in th
1996 study

Increasing stock value prior to a55 firms from 24 industries Income increasing procedures are found just beferenerger

stock merger

event- specific EM quartile

Managers will try to present 499 management earnings forecasts frofound evidence of EM to align the presented andiatfeeasted earnings
earnings to meet or beat thelLexis news.
analysts’ forecasts.

as

9]
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35

36

37

38

39

40

41

42

43

44

45

46

Lim and Matolcsy
(1999)

Magnan et al. (1999)

Navissi (1999)

Young (1999)

Bauman et al. (2001)

Yoon and Miller (2002)

Elias (2004)

Abdelghany (2005)

Koumanakos et al.

(2005)

Chen et al. (2005)

Lin et al. (2006)

Rahman and Ali (2006)

EM facing price control in 3 groups : 1 — 32 investigated, 2 — 34vidence of EM for the category 1 in year 0.
Australia subject to be inquired, 3 — not subject to
be inquired

EM by firms participating as 17 Canadian firms (1976 — 1992 period) Evidence of reduction of earnings to obtain favbileaulings
plaintiffs in antidumping
investigations.

EM under price regulation 62 firms from New Zealand Evidence of Earnings Management

To test the robustness of 5 modeld.58 firms distributed over 3 years Jones and Modified Jones models are the best model.
to measurement error

To examine earnings managemenEortune 5000 firms Existence of EM in a contextual approach.

via change in the deferred tax

asset.

EM in SEO context 249 Korean listed firms that issuedResults support the earnings management hypotioesie negative operating cash flow firms.

seasoned equity stocks from March 1995
to December 1997

Corporate ethical values and4,200 AICPA. The results indicated that CPAs employed in orgaiums with high (low) ethical standar
earnings management. viewed earnings management activities as more ica¢{ethical).

Measuring the quality of earnings 90 companies for the period 1999-2003. The results suggest that the stakeholders befokengany financing, investing decision or taking

any corrective action have to use more than oneoapp to assess the quality of earnings.

Accounting for merger to Sample of 42 acquiring firms with a totalResults provide weak evidence of biased accrugisried by managers in the year preceding
maximize future income. of 407 firm-year observations. announcement and the completion of the deal.

Audit quality and earnings 367 new issues between 1999 and 2002. It is found that big five auditors are relateddsd earnings management in the IPO year in Tai
management for Taiwan IPO
firms.

Audit committees and earningsSample consists of 212 publicly-heldNegative association between the size of audit dttews and the occurrence of earnir
restatement corporations in the USA. restatement.

the

gs

Monitoring function and earnings Sample consists of 97 firms listed on thdEarnings management is positively related to the sf the board of directors.
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47

48

49

50

51

52

53

54

55

56

57

Roychowdhury (2006)

Lang et al. (2006)

Petrovits (2006)

Hribar et al. (2006)

Asthana and Zhang Firms’ and industry's R&D 2,524 firms year for the period 1982-2001Result suggests that firms’ and industries’ R&Deimdities are both positively correlated with

(2006)
Belkaoui and AlNajjar

(2006)

Weber (2006)

Ebrahim (2007)

Meek et al. (2007)

Reed et al. (2007)

Johl et al. (2007)

management. Main Board of Bursa Malaysia over the
period 2002 — 2003.

Real activities manipulation in Compustat database between 1987 arichis study suggesting price discounts to tempgramitrease sales, overproduction to report lo
large samples. 2001 cost of goods sold, and reduction of discretioreqgyenditures to improve reported margins.

To compare US firms’ earnings Sample comprises 698 non-US firm yearfelative to the US firms, cross-listed firms repetonciled earnings that are smoother comp
with reconciled earnings for cross-1991 to 2002 to cash flows.
listed non-US firms.

Corporate philanthropy programsCorporate foundation data from theFirms reporting small earnings increases make iecimtreasing discretionary foundation funding

to achieve financial reporting foundations 990-PF, Compustat andhoices.

er

red

objectives. I/B/E/S database.

Stock repurchases to meet or bea32,536 firms year from 1988 to 2001 A disproportionately large number of accretive B#oeepurchases among firms that would have
analysts’ earnings per share (EPS) missed analysts’ forecasts without the repurchase.

forecasts.

intensity on  persistence  of persistence of abnormal earnings.
abnormal earnings.

Determinants of earnings opacityA sample of 34 countries Earnings opacity internationally is negatively tethto the levels of economic freedom and qud
internationally. of life, and positively related to rule of law, emmic growth and level of corruption.

Executive wealth sensitivity to A sample of 410 chief executive officersCEO wealth sensitivity is positively associatedmwébnormal accrual usage and the relatio
stock price fluctuations serves agCEOs) from 475 randomly selectedconsistent with income-smoothing.

an incentive for  earnings Standard and Poor’s (S&P) 1500 firms

management.

Earnings management behaviouSIC codes from 2,000 to 3,999 as listed ifEarnings management is negatively related to bo#incband audit committee independence.
and board activity. COMPUSTAT files in 2002 with fiscal
year

CEO stock option compensation4398 firms for the period 1993 - 2001 Earnings management is more likely where stoclooptare a larger part of CEO compensatior.

and earnings management.

Successor auditor appointment anéample consists of all 119 publicly tradedReplacing Laventol and Horwath with a new audigsuited in a statistically significant decreg
earnings management. clients (1985 - 1994). in DAs.

Audit quality, earnings 3256 firms covering financial periodsBig 5 auditors in Malaysia appear to qualify moregtiently than their non-Big 5 counterpa
management, and financial crises. between 1994 and 1999. when high levels of abnormal accruals are present.

lity

S

Se

225



58

59

60

61

62

63

64

65

66

67

Chia et al. (2007)

Daniel et al. (2007)

Caramanis and Lennox Audit effort and earnings Hours worked by auditors on 9,738 auditd.ow audit effort increases the extent to which nggma are able to report aggressively h

(2008)

Kerstein and Rai (2007) Earnings management and34,568 firm-year observations from theA high proportion of firms with small cumulativegdits or losses at the beginning of the four]

John andlorgensen
(2007)

Bloomfield and
Shackman (2008)

Rock and Bonneti
(2004).

Ades and Di Tella
(1997).

La Porta et al. (1998).

Hoopes et al. (2006)

Auditor quality and earnings Sample covers 383 firm-observations folThe results show that service-oriented companiegag® in income decreasing earnir
management during financial the fiscal years of 1995-1998. management during the crisis period.
crises.

Earnings management andS&P 1500 firms over the period 1992—-Firms view expected dividend levels as importambiegs thresholds
avoidance of loss reporting. 2005

management. in Greece between 1994 and 2002 earnings.

avoidance of loss reporting period 1976 to 2005. quarter report small annual profits rather thanlkamual losses

Earnings management in fiscal1l8,539 firm-year observations for theEarnings management is not confined to the immediatinity of earnings threshold but
year earnings relative to theseperiod 1981 - 2001. discernible over boarder sections of earnings andirgys change histograms.

alternative measures of firms’

annual earnings.

The relationship of NAS fees to The test population was formed byThe study did find stronger evidence that the l@fabtal fees paid to the audit firm is signifi¢a
the occurrence of financial selecting 250 financial statementin the predictability of a restatement.
statement restatements. restatements announced by public

companies for the period 2001 - 2002.

The relationship between 4,689 firm-year observations for theCorruption is more damaging to investment and gnawtsmall developing countries than in lar
corruption, investment and growth. period 1992-1996. ones.

gs

gh

pe

To examine the relationship 9,616 firm-year observations for thelt is more expensive to achieve the desired ohjeatsing active industrial policies in economies

between interventionist industrial period 1989-1992. where corruption is widespread than in corruptidree environments.
policies and corruption.

Investor protection and ownership49 countries around the world. The study results show that common-law countriesegaly have the strongest, and French ci

concentration. law countries the weakest, legal protections oégtors, with German- and Scandinavian-civil-
countries located in the middle. They also findst tboncentration of ownership of shares in
largest public companies is negatively related riwestor protections, consistent with tl
hypothesis that small, diversified shareholdersuatéely to be important in countries that fail
protect their rights.

Relationship between accountingSample consists of 67 countries aroun@etter accounting and auditing quality can redureuption.
and corruption the world.
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Robustness test
Table 5-17
(Using cross-sectional Jones (1991) model)
Regression analysis of discretionary accruals witmacro governance
(Dependent variable is signed discretionary accrual DACCR)
DACCRj; = ap + yqMACRO + 0,SIZE; + asLEV;; + a4GWTH; + asCFQ; + agCAP; + 0,LOSS; + fixed effects..... (i)

Independent JuD SEC MIN ACC RLAW PRESS INS POL COR CuUL IFRS
variables

Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate
(p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)

Constant .009 -.011 .041 .042 -.017 -.027 -.021 -.037 -.024 .033 -.034
(.023) (.027) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)

MACRO -.009 -.005 -.015 -.014 -.029 -.017 -.029 -.022 -.022 -.015 .013
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)

Size .007 .007 .006 .006 .010 .008 .010 .009 .010 .008 .006
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)

LEV .018 .018 .018 .018 .018 .018 .017 .017 .018 .018 .018
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)

GWTH .052 .053 .053 .053 .052 .054 .052 .053 .053 .052 .054
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)

CFO -.370 -.370 -.369 -.369 -.381 -.383 -.382 -.385 -.382 -.370 -.383
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)

CAP .183 .186 .183 .182 A71 177 172 .180 173 .182 .187
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)

LOSS -.146 -.145 -.144 -144 -.138 -.140 -.138 -.143 -.138 -.145 -.145

(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
fixed effects included included included included ncluded included included included included incliide included
Adj. R? .280 .281 .283 .283 .298 .290 .297 291 .296 284 284 .

N 156,906 156,906 156,906 156,906 156,906 156,90656,906 156,906 156,906 156,906 N

Note: Coefficient p-values are two-tail and based onmgptic Z-statistic robust to hetroscedasticity aodintry clustering effects using the method in
Rogers (1993). Coefficient on Year dummies and tgudummies are not reported for concision.

JUD = judicial independence (WEF 2008EC = enforcement of securities laws (WEF 2008JN = protection of minority shareholders interest (WE
2008).ENF = enforcement of accounting & auditing standak¥&F 2008).RLAW = rule of laws (WB 1999- 2007PRESS= press freedom (WB 1999-
2007).INS = regulatory quality (WB 1999-2007.0OL = political stability (WB 1999-2007)COR = control of corruption (WB 1999-2007¢UL = ethical
behaviour (WEF 2008)FRS = A dummy variable takes the value of 1 for a giyear after mandatory IFRS adoption and 0 otherid$¢CCR = signed
discretionary accrual$SIZE is the natural logarithm of total assets in $ @nds for firm i in year LEV is total liabilities / total equities for firm niyear t.
GWTH is return on equity, defined as the net income in yesaled by total equity in year@FO is the operating cash flows for firm i in year ke by
lagged total assetAP is the non-current (fixed) assets in year t / Tatsdets in year L.OSS takes the value of 1 if firm i reports income brefo
extraordinary items in the previous year negativé @ otherwise.
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Table 5-18
(Using cross-sectional Jones (1991) model)
Regression analysis of discretionary accruals witicro governance
(Dependent variable is signed discretionary accrual DACCR)

DACCRj; = ag + &sMICRO + 0,SIZE+ 0sGWTH; 0,CFO, + 05sCAP; + agLOSS, + fixed effects.........ccovveueueee.n. (ii)
BIG4 BOD BIND OWN IPO LEV BONUS
Independent
variables Estimate Estimate Estimate Estimate Estimate Estimate Estimate
(p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)
Constant -.043 -.033 .093 -.083 -.030 132 114
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
MICRO -.012 -.001 -.02¢8 .13: .00z .01t -.03C
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
Size .009 .008 .007 .009 .010 -.001 .007
(<.01) (<.01) (<.01) (<.01) (<.01) (.193) (<.01)
LEV .018 .018 .018 .017 .017 -.488 .018
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
GWTH .054 .054 .052 .051 .051 .044 .052
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
CFO -.381 -.390 -.369 -.362 -.362 -.351 -.367
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
CAP .184 .183 .181 173 172 .070 178
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
LOSS -.145 -.145 -.142 -.138 -.139 -.105 -.139
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
fixed effects included included included included ncluded included included
Adj. R? .285 .286 .285 .295 291 452 .288
N 156,90t 156,90t 156,90t 156,90t 156,90t 156,90t 156,90t

Note: Coefficient p-values are two-tail and based onrgptic Z-statistic robust to hetroscedasticity andntry clustering effects using the method
in Rogers (1993). Coefficient on Year dummies amah¢ry dummies are not reported for concision.

BIG4 = indicator variable with the value of 1 if the firaudited by one of the BIG4 and otherwiseBIOD = no of directors on the board of a firm.
BIND = board effectiveness (WEF 2008DWN = ownership concentration (La Porta et al. 2008 = initial public offerings (WEF 2008).EV

= debt divided by equity of a firnBONUS = performance based compensation (WEF 2008)CCR = signed discretionary accruaBlZE is the
natural logarithm of total assets in $ thousanddifm i in year t.LEV is total liabilities / total equities for firm hiyear t. GWTH is return on
equity, defined as the net income in year t schietbtal equity in year tCFO is the operating cash flows for firm i in year atl by lagged total
assetsCAP is the non-current (fixed) assets in year t / Tatadets in year LOSS takes the value of 1 if firm i reports income brefextraordinary
items in the previous year negative and 0 otherwise
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Table 5-19

(Deleting smaller countries)
Regression analysis of discretionary accruals witmacro governance
(Dependent variable is signed discretionary accrual DACCR)

DACCR; = ag + ;MACRO + 0,SIZE; + 05LEV}; + e4GWTH; + 0sCFO; + agCAP; + 0,LOSS, + fixed effects............ (i)
JuD SEC MIN ACC RLAW PRESS INS POL COR CuL IFRS
Inder_)et?ldent Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate Estimate
variables (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)
Constant -.324 -.371 -.357 -.349 -.358 -.363 -.363 -.359 -.362 -.304 -.364
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
MACRO -.00¢ .001 -.00z -.002 -.02¢ -.01Z -.02¢ -.021 -.017 -.012 .00¢
(<.01) (.171) (.075) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
Size .018 .018 .018 .018 .020 .019 .020 .020 .020 .018 .017
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
LEV .102 .100 .100 101 101 .100 .100 .096 .099 101 .097
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
GWTH -.033 -.033 -.033 -.033 -.030 -.031 -.030 -.031 -.030 -.033 -.031
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
CFO .374 -.375 -.375 -.375 -.386 -.386 -.387 -.388 -.386 -.375 .-.386
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
CAP 445 448 448 447 438 443 440 442 440 444 449
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
LOSS -.146 -.147 -.147 -.146 -.143 -.145 -.144 -.142 -.144 -.146 -.147

(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)

fixed effects included included included  included ncluded included included included included inclide included
Adj. R? .42¢ 428 428 428 432 42¢ 431 431 431 42¢ 427

N 115,80¢ 115,80¢ 115,80¢ 115,80¢ 115,80¢ 115,609 115,80¢ 115,80¢ 115,80¢  115,80¢  115,80¢

Note: Coefficient p-values are two-tail and based onrgmptic Z-statistic robust to hetroscedasticity aadintry clustering effects using the method in
Rogers (1993). Coefficient on Year dummies and trgudummies are not reported for concision.

JUD = judicial independence (WEF 2008EC = enforcement of securities laws (WEF 2008)N = protection of minority shareholders interest (WE
2008). ENF = enforcement of accounting & auditing standak¥&F 2008).RLAW = rule of laws (WB 1999-2007PRESS= press freedom (WB 1999-
2007).INS = regulatory quality (WB 1999-2007OL = political stability (WB 1999-2007)COR = control of corruption (WB 1999-2007¢UL = ethical
behaviour (WEF 2008)FRS = A dummy variable takes the value of 1 for a giyear after mandatory IFRS adoption and O othenil$¢CCR = signed
discretionary accrual$SIZE is the natural logarithm of total assets in $ #amds for firm i in year LEV is total liabilities / total equities for firm niyear t.
GWTH is return on equity, defined as the net income in yesmaled by total equity in year@FO is the operating cash flows for firm i in year akd by
lagged total assetAP is the non-current (fixed) assets in year t / Tatssets in year L OSS takes the value of 1 if firm i reports income befo
extraordinary items in the previous year negative @ otherwise.
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Table 5-20

(Deleting smaller countries)
Regression analysis of discretionary accruals wittmicro governance
(Dependent variable is signed discretionary accrual DACCR)

DACCRj = ag + 0;MICRO + a,SIZE;+ BsGWTH; 04CFQ; + asCAP; + agLOSS; + fixed effects.........ccccvvveenneee. (i)
BIG4 BOD BIND OWN IPO LEV BONUS
Independent
variables Estimate Estimate Estimate Estimate Estimate Estimate Estimate
(p-value) (p-value) (p-value) (p-value) (p-value) (p-value) (p-value)
Constant -.375 -.367 .305 -.413 -.365 =177 -.304
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
MICRO -.012 -.000 -.012 119 -.002 .065 -.013
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
Size .020 .018 .018 .019 .021 .009 .018
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
LEV .098 .098 102 .097 .100 -.552 101
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
GWTH -.031 -.030 -.033 -.034 -.034 -.001 -.033
(<.01) (<.01) (<.01) (<.01) (<.01) (.077) (<.01)
CFO -.386 -.395 .375 -.370 -.369 -.341 -.374
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
CAP 448 448 446 439 438 .322 445
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
LOSS -.147 -.147 -.146 -.144 -.144 -.101 -.145
(<.01) (<.01) (<.01) (<.01) (<.01) (<.01) (<.01)
fixed effects included included included included ncluded included included
Adj. R? 421 421 A42¢ 43z .43(C .55¢ 42¢
N 115,809 115,809 115,809 115,809 115,809 115,809 15,809

Note: Coefficient p-values are two-tail and based onrgptic Z-statistic robust to hetroscedasticity andntry clustering effects using the method
in Rogers (1993). Coefficient on Year dummies amahtry dummies are not reported for concision.

BIG4 = indicator variable with the value of 1 if the firaudited by one of the BIG4 and otherwiseBIOD = no of directors on the board of a firm.
BIND = board effectiveness (WEF 2008DWN = ownership concentration (La Porta et al. 2008 = initial public offerings (WEF 2008).EV

= debt divided by equity of a firnBONUS = performance based compensation index (WEF 2@D8LCR = signed discretionary accrua8lZE

is the natural logarithm of total assets in $ tlamats for firm i in year tLEV is total liabilities / total equities for firm niyear t.GWTH is return on
equity, defined as the net income in year t schietbtal equity in year tCFO is the operating cash flows for firm i in year ksl by lagged total
assetsCAP is the non-current (fixed) assets in year t / Tatdets in year LOSS takes the value of 1 if firm i reports income befextraordinary
items in the previous year negative and O otherwise
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