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Abstract

Ongoing debate within the corporate governance literature is inconclusive on the
impact of ownership characteristics on earnings quality. The ambiguity of findings has
been widely attributed to differences in institutional settings and across different
national regimes. This thesis is concerned, therefore, with how institutional settings in
a number of different countries modify the link between ownership characteristics and
earnings quality. It focuses on the importance of the country-level institutional context
and the extent of interplay between governance mechanisms, both within firms and
between countries. Extant studies of this nature are scant and unsatisfactory, providing
a research gap that this thesis aims to fill. Such evidence is helpful to regulators in
designing governance regulations which help to improve the quality of financial
information.

By specifying and applying a contingency model, using moderating regressions, this
research aims to advance, through empirical research, our understanding of how
governance mechanisms within firms and countries impact on earnings quality. It
advances the literature by using both accruals and real earnings management as
proxies for earnings quality, showing how the differences between them enhance, or
limit, governance mechanisms. Baseline regression models are estimated at the firm
level, and are used to test the direct effect of ownership characteristics on accruals and
real earnings management. The work provides a quantitative analysis of panel data
from 2013-2017 utilising the most recent data available at the inception of the research
upon which this thesis depends. It examines secondary-source data, newly compiled
from a combination of the OSIRIS and Datastream databases, from Hong Kong,
Indonesia, South Korea, Malaysia, the Philippines, Singapore, Thailand, Taiwan, the
United Kingdom, and the United States, thus enabling novel analysis, within and
across countries, of the impact of ownership on earnings quality.

Using these data, the baseline model reveals that the incentivised behaviour of owners
towards accruals and real earnings management depends upon their self-interest. This
confirms predictions of agency theory, implying that alternative techniques of
earnings management are likely to be used strategically, depending on the ownership
characteristics of firms. Further, the results show that the same set of governance
mechanisms may not limit all techniques of earnings management. Importantly, the
moderating effects of country-level institutional attributes alter the earnings
management incentives of owners. The results confirm institutional theory, that
country-level contextual factors influence the behaviour of individuals. Further, they
shed new light on the interplay effect between ownership characteristics and country-
level institutional settings. This research develops the governance literature, in
showing how governance mechanisms within firms and countries work as an
intertwined system in reality. Such findings should be of benefit to regulators in
governance design.
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CHAPTER 1

Introduction

1.1 Research Background

“Accounting”, as a language of business, has been implemented to communicate the
financial information of the firm through financial reports to its stakeholders
(Bloomfield, 2008). Traditionally, accounting plays an important role in constraining
conflict of interest, known as a stewardship role. However, the evolution of business
practices and financing sources move the accounting role to a valuation perspective
that assists users of financial reports in making their economic decisions (Zimmerman,
2015). Considering accounting items in financial reports, earnings are a crucial item
that play an essential role in financial decisions made by a wide range of users because
this item presents a summary amount of firm performance for a particular time period
(Dichev et al., 2016). Possessing a crucial role in financial decisions, earnings are
likely to be manipulated, thereby misleading financial users, especially in the presence
of a conflict of interest. Researchers define such a circumstance as the earnings

management phenomena (Healy and Wahlen, 1999).

Specifically, managers can create the expected amount of earnings through accounting
assumptions or estimations as so-called management discretion, which is typically
needed in accounting practices (Salerno, 2014; Walker, 2013). Earnings management
might reduce the usefulness of earnings due to a lack of reliability and unreliable
financial information may cause several problems, including financial crises
mentioned by Barnes (2011), which in turn damages the economic system.

Accordingly, the quality of reported earnings is a primary concern of financial users,



financial preparers, regulators and researchers (Walker, 2013). Therefore, researchers
have devoted their attention and efforts to understanding how earnings quality can be

improved.

According to existing literature, earnings management is one of the essential practices
that influence the quality of reported earnings. Although a lack of earnings
manipulation would not completely ensure the high quality of reported earnings,
higher manipulation would lower its quality to some extent (Lo, 2008). Accruals and
real earnings management have been mentioned in literature as alternative choices of
earnings management (Kothari, Mizik and Roychowdhury, 2016). Accruals-based
earnings management (AEM) is a classic strategy employed to manipulate reported
earnings. Accruals-based principles allowed by Generally Accepted Accounting
Principles (GAAP) require management to exercise their discretion over accounting
choices (Kothari, Mizik and Roychowdhury, 2016). Management discretion, which is
flexible to some extent, can be a loophole and might enable managers to manipulate
reported earnings in their favour without violating GAAP. Therefore, AEM is a risk
inherent in the accruals basis of accounting and, until recently, was a prevalent strategy
of earnings management documented in the literature. Nevertheless, researchers have
revealed that managers are likely to switch AEM to real earnings management (REM)
in some situations (Cohen, Dey and Lys, 2008; Graham, Harvey and Rajgopal, 2005;

Gunny, 2010; Roychowdhury, 2006).

The crucial distinctions between AEM and REM are stated in the literature. AEM is
conducted by exercising management discretion over accounting policies to
misrepresent economic transactions intentionally. In this regard, managers use

accounting choices allowed by GAAP as their tool to distort the number of reported



earnings. On the other hand, real activities are managed through operating policies
under REM technique (Gunny, 2010, Roychowdhury, 2006). Although AEM and
REM have differences in their implementation, these two techniques are used for a
similar purpose - to manipulate reported earnings for beating or meeting the expected
amount. Hence, both strategies of earnings management affect the quality of reported
earnings (Gunny, 2010). Gunny (2010) explains that the limitations of AEM are likely
to motivate managers to engage in REM. In particular, managers can typically
dominate the choices of accounting treatments by exercising their discretion over it.
However, these accounting choices or practices would be later scrutinised by external
auditors and regulators. Thus, the practice of AEM might be limited by the strength of

external governance.

The empirical finding from the study of Cohen, Dey and Lys (2008) also confirms that
prior to the Sarbanes—Oxley Act (SOX hereafter) enacted in 2002, AEM continued to
increase before subsequently decreasing after the SOX enactment. In contrast, REM
rarely occurred before the introduction of SOX but it has significantly increased since
SOX. The differences in these two earnings management techniques raise a concern
about the governance system. In other words, it raises a significant question
concerning whether the same set of governance mechanisms can curb both AEM and
REM. This concern still encourages researchers to continue conducting more research
on earnings management, a dynamic topic in the accounting field. The vital purpose
is to increase the usefulness of accounting information and to promote the role of

accounting in the decision-making process.



1.2 Research Motivation

Researchers believe that good governance should improve the transparency of
financial information, including reported earnings (Bilal, Chen and Komal, 2018; Fan
and Wong, 2002; Garcia-Meca and Sanchez-Ballesta, 2009). Consequently, there has
been a growing body of research examining how governance mechanisms influence
the quality of reported earnings including this research. The primary aspect of
corporate governance that attracts much more attention from researchers is the
characteristics of corporate ownership (Aguilera, Marano and Haxhi, 2019; Garcia-
Meca and Sanchez-Ballesta, 2009; Oehmichen, 2018). Ownership is the root of agency
conflicts, according to agency theory, thus it is considered to be an important variable
in governance research (Aguilera and Crespi-Cladera, 2016). The characteristics of
ownership demonstrate how firms are monitored by the owner and represent the forms
of agency conflict (Aguilera and Crespi-Cladera, 2016; Clacher, Hillier and
McColgan, 2010; Fan and Wong, 2002). Conflict of interest is acknowledged as the
main incentive for earnings management in the extant literature when the benefits of
agents are not aligned with principal (i.e. managers and owners). Thus, agency theory
is a predominant theory applied in prior research as a theoretical framework to explain
the effect of ownership, firm-level governance, on earnings management (Bilal, Chen

and Komal, 2018; Dinh and Calabro, 2018; Oehmichen, 2018).

The effect of firm-level governance in terms of ownership characteristics on the
quality of reported earnings, therefore, has continually been examined. Interestingly,
the results reported in extant research are still inconsistent among countries. For
example, researchers have documented both positive and negative effect of majority

shareholders, which typically represents the concentration of ownership, on earnings



quality or earnings management (Dou et al., 2018; Fan and Wong, 2002). Researchers
have attributed the inconclusive findings to the differences in institutional frameworks
between countries (Ball, Kothari and Robin, 2000; Fan and Wong, 2002; Garcia-Meca
and Sénchez-Ballesta, 2009). In other words, the influence of owners on the quality of
reported earnings is likely to be contingent on the contextual environment in which
the firm is embedded. Empirically, such a claim regarding the moderating effect of
institutional settings on the link between ownership characteristics and earnings

quality is rarely investigated.

In addition, the moderating effect of institutional settings not only needs empirical
verification but also calls for the development of a theoretical framework to underpin
such an argument and in turn to explain how institutional contexts matter for
organisational behaviour, including accounting practices. Managers or owners of the
firm located in different countries are likely to behave differently due to the contextual
factors surrounding them (Bao and Lewellyn, 2017; Jackson and Deeg, 2008).
Generally, this argument emphasises a matter of contexts (Aguilera and Jackson,
2010). In particular, researchers argue that institutional settings at the country level
are likely to influence governance mechanisms at the firm level (Aguilera and Jackson,
2003; Filatotchev, Nakajima and Jackson, 2012; Kumar and Zattoni, 2013). However,
the interplay roles between these two levels of governance mechanisms has been
overlooked in prior research (Bao and Lewellyn, 2017; Ernstberger and Griining,

2013; Kumar and Zattoni, 2013).

Extant research focuses either on the effect of governance mechanisms at the firm
level or the effect of country-level governance in international studies on the quality

of reported earnings. Governance characteristics at the firm level are often omitted in



cross-country studies. Likewise, the effect of institutional arrangements is disregarded
in single-country studies (Gaio, 2010). Such research designs are referred to as the
“over-contextualised view or under-contextualised view” (Kumar and Zattoni, 2013,
p. 199). Consequently, understanding of the interaction effect between firm-level and

country-level governance on the quality of earnings is limited in existing literature.

Therefore, this research proposes to bridge such a gap, which appears when single-
country studies disregard the effect of institutional settings or international studies
ignore the variation in firm-level governance, by extending the investigation to
ascertain the role of institutional settings (country-level governance) on the link
between ownership characteristics (firm-level governance) and earnings quality (the
outcome of governance mechanisms). Considering governance mechanisms as the
intertwined system would allow researchers to better explain the inconclusive findings
regarding the effect of ownership characteristics on earnings quality documented in
prior research. It would also provide a remarkable contribution to the governance
literature in a global context (Kumar and Zattoni, 2013). Accordingly, the interplay
roles of multilevel governance are considered to be a new research avenue that needs
further exploration to contribute to theoretical and empirical verification (Aguilera,
Judge and Terjesen, 2018; Bao and Lewellyn, 2017; Filatotchev, Nakajima and
Jackson, 2012; Schiehll and Martins, 2016,). In addition, the findings would also
contribute valuable insights into earnings quality literature by considering both AEM
and REM. As mentioned earlier, the differences in REM and AEM raise concerns for
researchers and regulators due to the design of the governance system to govern these
different techniques of earnings management. The rich literature on AEM might not

apply in the case of REM and future research is needed in this regard (Zang, 2012).



In summary, this research primarily aims to investigate the effect of institutional
settings as moderator variables on the link between ownership characteristics and
earnings quality in order to verify the claim referred to in the literature that mixed
findings of the ownership effect are attributed to the differences in institutional settings
among countries. Furthermore, this current research endeavours to extend the
theoretical framework used in prior research by considering a matter of country
institutional context to shape the incentive or behaviour of owners toward financial
reporting. The research questions, research objectives, and research structure of this

study are discussed in the remainder of this chapter.

1.3 Research Questions and Research Objectives

1.3.1 The Main Research Question

As discussed in the research motivation section, prior research has reported mixed
results on the link between ownership characteristics and the quality of reported
earnings. The differences in institutional settings between countries have been deemed
to be a potential factor for altering the results. The central argument is that ownership
characteristics, firm-level governance, and country-level institutional settings are not
functioning in isolation, but are working together as an intertwined system. In
particular, the incentive or behaviour of owners towards accruals and real earnings
management does not only rely on self-interest motivation, as explained by agency
theory but is also contingent on the contextual pressure, as suggested by institutional
theory. This argument responds to the gap regarding the “over-or under-contextualised
view” mentioned in the governance research literature (Kumar and Zattoni, 2013, p.
199). The interplay roles between firm-level and country-level governance have been

overlooked in the over-or under-contextualised design in governance research.



Accordingly, it leads to the main empirical research question for this current research,

as described below.

The Main Research Question: Do institutional settings within countries modify the
link between ownership characteristics and earnings

quality?

The main research question aims to explain the variance of earnings quality in different
contexts due to the interaction effect between firm-level and country-level
governance, which have seldom been investigated in prior studies. In addition, to
complement the understanding of the main research question, the sub-question is
incorporated to examine the direct effect of ownership characteristics on earnings
quality. The direct effect would allow researchers to understand the baseline argument,
which in turn complements the logical flow of how such a baseline effect is altered by

the moderator (Andersson, Cuervo-Cazurra and Nielsen, 2014).

1.3.2 Sub-Research Question at the Firm-Level Analysis

The sub-question will be created to address whether and how ownership
characteristics influence the quality of reported earnings. Most studies regarding the
effect of governance on earnings management or earnings quality are conducted in
this manner (Achleitner et al., 2014; Di Meo, Garcia Lara and Surroca, 2017; Fan and
Wong, 2002; Gabrielsen, Gramlich and Plenborg, 2002; Warfield, Wild and Wild,
1995). Ownership is considered to represent both agency conflicts and governance
mechanisms at the firm level (Aguilera and Crespi-Cladera, 2016). Agency theory is
considered to underpin a set of testable hypotheses at this level. Although there is

much research to investigate the influence of ownership characteristics on earnings



quality, most studies measure earning quality in terms of AEM. The evidence of REM
is still insufficient. As mentioned earlier in the research background section, prior
research acknowledges that the nature of AEM and REM differs significantly, and
thus the motivation to implement AEM and REM might be dissimilar (Roychowdhury,
2006; Cohen, Dey and Lys, 2008; Zang, 2012; Graham, Harvey and Rajgopal, 2005).
Subsequently, the empirical findings of AEM may not be able to make an inference
for REM. This is also important for regulators to understand whether the same set of

governance can limit both AEM and REM. The sub-question is presented below.

Sub-Research Question: Do the earnings management strategies, AEM and REM,

vary due to the effect of ownership characteristics?

1.3.3 Research Objectives

The main research question has been outlined above, namely investigating how
institutional settings within countries modify the links between ownership
characteristics and earnings quality. This led to the sub-research question, of the
effects that ownership characteristics have on earnings management strategies, like
AEM and REM. To answer these questions, two primary research objectives were set,
as such research objectives allow researchers to operationalise research questions
(Saunders, Lewis and Thornhill, 2016). Research objective 1, is the response to the
sub-research question. It aims to investigate the effect of ownership characteristics on
different techniques of earnings management. As mentioned in section 1.3.2, owners
may have different incentives or preferences towards alternative techniques of

earnings management. Thus, it is important to study the effect of ownership



characteristics on different techniques of earnings management such as the accruals

and real earnings management used in this case.

Research objective 2, is the response to the main research question, which aims to
investigate whether (and how) institutional settings at the country level shape the
incentive or behaviour of owners to monitor the quality of reported earnings. To
advance this objective, the moderating effect of institutional settings, perceived as the
country-level context, will be studied. Specifically, research objective 2 aims to shed
light on the interaction mechanisms between firm-level and country-level governance
in order to understand how specific dimensions of institutional settings at the country
level modify the behaviour of a given owner towards accruals and real earnings
management-proxies for earnings quality. The conceptual framework will be extended
by integrating the assumptions of agency theory and institutional theory to explain the
effect of governance mechanisms on the quality of reported earnings and to underpin
the contingency design in the empirical analysis. The examination of the interplay
roles between governance mechanisms arranged within the firm and country would be
of benefit to regulators in governance design as well as to academics. In sum, the

research objectives are as follows:

Research Obijective 1. To investigate the effect of ownership characteristics on

earnings quality.

Research Objective 2: To investigate the moderating effect of institutional settings
within countries on the link between ownership characteristics

and earnings quality.
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1.4 Scope of Research

To operationalise these research questions, this research uses the dataset of companies
listed in ten countries: Hong Kong, Indonesia, South Korea, Malaysia, the Philippines,
Singapore, Thailand, Taiwan, the United Kingdom and the United States. These ten
countries are selected to reflect the varieties of ownership characteristics and
institutional settings, which are variables of interest in this research. The period of
study ranges from 2013 — 2017. The initial sample size, which is available for analysis,
covers 47,462 firm-year observations. However, a certain number of observations
reported in the analysis might vary due to the model specification (see Chapter 4
Section 4.6 for more detail). In addition, there are four aspects of ownership studied
in this research: ownership concentration, managerial ownership, domestic
institutional ownership, and foreign ownership. These four aspects will be studied
along with three salient features of institutional settings at the country level: the
efficacy of the legal environment, the degree of minority shareholders protection, and

the strength of accounting enforcement.

Earnings management, the accounting phenomenon this research aims to study, is the
proxy for earnings quality. Accruals and real earnings management are the focus in
this research to reflect the possible techniques of earnings management, which can be
used in a practical manner to alter reported earnings - the bottom line on the income
statement, in other words. Finally, the deductive approach is applied to underpin the
logical reasoning made in this research and the quantitative technique, namely

regression, is the primary technique used to analyse data.
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1.5 The Structure of Research

This section illustrates the outline of this research in order to provide an overview of
individual chapters. There are seven chapters as presented in Figure 1.1. The research
background, motivation, questions, objectives and its scope were discussed in Chapter
1. Chapter 2 presents the background of earnings management, the accounting
phenomenon this research aims to study. Such a chapter will lay the foundation of
earnings quality and earnings management. Chapter 3 reviews literature regarding the
effect of firm-level and country-level governance on the quality of reported earnings.
The review is conducted in terms of theoretical and empirical perspectives. The
primary aim is to address the gap(s) in the extant literature and, in turn, to direct
research questions. Chapter 4, discusses and justifies the research methodology, which
will be applied to operationalise research questions. The empirical analysis, findings,
and discussion on accrual and real earnings management are presented in Chapter 5
and Chapter 6 respectively. Finally, Chapter 7 recaps all crucial findings regarding the
effect of governance on accruals and real earnings management together. Research
limitations, future research recommendations, research contributions, and

implications are also discussed in Chapter 7.
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Figure 1.1 The Structure of Research
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CHAPTER 2

The Overview of Earnings Quality and Earnings
Management

2.1 Introduction

The concepts of earnings quality and earnings management are discussed in this
chapter. This underpins the understanding of crucial accounting phenomena in which
this research aims to study. The chapter is arranged by explaining the definition of
earnings quality, a dynamic word that can be defined differently depending on the
context, in Section 2.2. Section 2.3 discusses earnings management practices;
accounting phenomena that influence the quality of reported earnings. The definition,
incentive, and scope of earnings management are also reviewed and discussed in this
section. Finally, the nature of two earnings management strategies, namely accruals
and real earnings management, are presented in Section 2.4 along with their effect on

the quality of earnings.

2.2 The Definition of Earnings Quality

2.2.1 The Definition of Earnings Quality in the Literature

A report of earnings aims to capture the performance of the firm over a particular
period. It is also considered to be the most significant item on the financial report,
dominating the decision making of financial statement users (Dichev et al., 2016).
Consequently, the quality of this accounting item has received much attention from
researchers, investors, and regulators. However, researchers have acknowledged that
the definition of earnings quality is still an ongoing debate in the literature (Dechow,

Ge and Schrand, 2010). In other words, there is no single perspective to define or
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measure the quality of earnings (Dichev et al., 2013). For example, Dichev et al.
(2016) explain that the quality of reported earnings is perceived when this item can
truly capture the firm’s actual financial performance. Similarly, Dechow, Ge and
Schrand (2010) mention that if reported earnings can provide more information about
the firm’s performance in order to facilitate the function of decision making, the
quality of such an item is higher. Schipper and Vincent (2003), on the other hand,
perceive accounting earnings to be of good quality if they are reported faithfully. The
faithfulness of earnings presentation is recognised when this item can reflect the real
economic phenomena it is supposed to capture. According to these generic definitions
of earnings quality, there are three primary perspectives to explain the quality of
reported earnings: properties of earnings, market-based perspective, and external

indicator perspective (Bilal, Chen and Komal, 2018; Dechow, Ge and Schrand, 2010).

2.2.1.1 Properties of Earnings

There are five sub-characteristics of earnings under the perspective of earnings
properties: earnings persistence, accruals, earnings smoothness, earnings timeliness,
and target beating (Dechow, Ge and Schrand, 2010). Some studies describe the
features of earnings quality by focusing on its persistence or sustainability (Bradshaw,
Richardson and Sloan, 2001; Penman and Xiao-Jun, 2002; Richardson, 2003; Sloan,
1996). These two properties of earnings are linked together. Oei, Ramsay and Mather
(2008) explain the meaning of earnings persistence as the power of current reported
earnings to forecast future earnings. Similarly, Penman and Xiao-Jun (2002) mention
if earnings reported in the income statement can be a good indicator for predicting
future performance; such earnings are perceived as highly sustainable earnings from

the perspective of analysts and hence are of high quality. Comparing the
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interpretations of persistence and sustainability of reported earnings described by
researchers, the interpretations themselves are similar, but different terminologies
have been applied. Thus, one may conclude that the persistent or sustainable feature
of reported earnings is said to signal to users, especially investors, a better ability to

predict future earnings (Dechow, Ge and Schrand, 2010).

In addition to earnings persistence, accruals are one property of earnings to reflect its
quality. The basic concept is that earnings consist of accruals and cash components.
The persistence and sustainability relate to the lower level of the accruals’ component
and higher cash component in reported earnings. There is empirical evidence
documented in the literature to support this claim. For example, Sloan (1996) states
that firms with current reported earnings comprised significantly of accruals will
normally encounter a decline of earnings in the following period. In addition,
Bradshaw, Richardson and Sloan (2001) state that firms with a significant accruals
component in its earnings are likely to act against accounting requirements in
subsequent years. The flexibilities in accrual principles of allowing managers to
exercise their discretion over financial reporting may enable managers to distort
reported earnings, known as earnings management (Abdelghany, 2005). However,
Richardson et al. (2005) argue that only the less reliable accruals, which are potentially
caused by unreliable estimations or measurement errors, induce low earnings quality.
This implies that the principles of accruals are still useful for financial report
presentation (Arif, Marshall and Yohn, 2016). Only the abnormal discretionary
accruals that researchers perceived as a proxy of earnings management. The
advantages and disadvantages of accruals remain an ongoing debate in accounting

literature due to the importance of accruals in financial accounting.
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Researchers have also mentioned earning smoothness as one of the properties of
earnings quality. The important principle of income smoothing is that a lower degree
of earnings fluctuation from time to time indicates higher earnings smoothness (Leuz,
Nanda and Wysocki, 2003; Tucker and Zarowin, 2006). More precisely, a lower
variation in income stream is expected to provide financial statement users with more
useful information for predicting future earnings. Accordingly, earnings smoothness
would make the reported earnings more informative for users and in this regard, the
quality of such items is considered to be at a high level. Analysts and investors usually
view the quality of earnings from this perspective (Shaw, 2003). Consequently, it may

motivate managers to smooth their reported earnings in order to attract investors.

Earnings timeliness, the fourth attribute of earnings quality, is summarised by
Dechow, Ge and Schrand (2010). Ball and Shivakumar (2005) argue that a timely loss
recognition in financial statements would enhance the usefulness of financial
information. Financial statement users should be able to predict future cash flow by
being informed about economic gains or losses in a timely manner. Additionally,
timeliness of earnings recognition also relies on the conservative concept that bad
news, such as losses, should be quickly reflected on the financial statement, in contrast
to good news, which should not (Basu, 1997). In a practical manner, however,
managers tend to avoid recognising losses in a timely fashion because it might

influence their compensation (Ettredge, Huang and Zhang, 2012).

On the other hand, earnings target beating is also mentioned as one of the
terminologies to explain the property of earnings quality in the extant literature (e.g.
He, 2015; Gleason and Mills, 2008; Habib and Hansen, 2008; Mindak, Sen and

Stephan, 2016). Mindak, Sen and Stephan (2016) discuss there being three substantial
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earnings thresholds mentioned in the literature as significant earnings targets: zero
earnings, previous year’s earnings, and analysts’ forecast earnings. Compensation
contracts and market incentives are mentioned in prior research to be the essential
rationales for firms to beat or meet a specific earnings target (Dechow, Ge and
Schrand, 2010). In this regard, target beating may induce earnings management, which
in turn damages the quality of reported earnings. Researchers posit that firms in which
their earnings amount is slightly higher or lower than those earnings thresholds are

likely to engage in earnings management practices’.

2.2.1.2 Market-Based Perspective

There is one research stream focusing on the informativeness of earnings reflected by
how investors respond to reported earnings, known as market-based perception
(Boubaker and Sami, 2011; Fan et al., 2014; Roychowdhury and Sletten, 2012; Tucker
and Zarowin, 2006). From this perspective, the earnings informativeness echoes the
level of earnings quality and the earnings response coefficient? is used to proxy such
informativeness. The argument in this research stream is that earnings are of good
quality when it is more informative by containing useful information about economic
performance, in order to facilitate a decision-making process. Hence, capital market
research which is eager to explain the roles of earnings information in the capital

market mostly relies on this dimension of earnings quality (Kothari, 2001).

! Some studies name the firms that just meet or miss their earnings thresholds as “Suspected firm”
(See Roychowdhury, 2006, p.341).

2 Earnings response coefficient aims to capture the magnitude of the link between stock return and
earnings (Kothari, 2001).
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2.2.1.3 External Indicators Perspective

Apart from earnings properties and the market-based perspective, Dechow, Ge and
Schrand (2010) point out that there are also external indicators that define what
earnings quality is. The financial report re-issuance, which is required in case of a
financial misstatement, is perceived in the literature as an external indicator to reflect
the quality of reported earnings. Abbott, Parker and Presley (2012) discuss that the
fraud and error of accounting treatments in terms of GAAP violations cause the
financial report misstatements. In these circumstances, firms are required by the
regulators to reissue the corrected version of their financial statements. Accordingly,
the misstatements generally reflect the low quality of accounting practices (Guo et al.,
2016) and researchers perceive misstatements caused by fraud or error reduce the
reliable characteristic of financial information. In addition, Ye and Yu (2017), point
out that the financial restatement significantly decreases the trust of analysts and
investors due to the confidence in financial information. In addition to fraud and error,
the effectiveness of the internal control system is also discussed in literature to
influence the probability of financial misstatement. According to “The Sarbanes—
Oxley Act Principles of 2002”, internal control is @ mechanism in which it needs to be
placed in organisations to assure the reliability of accounting information (Jaggi, Mitra
and Hossain, 2015). Therefore, its effect is conceivably associated with financial
misstatement which, in turn, describes the quality of earnings (Doyle, Ge and McVay,

2007).

Consideration of the definitions of earnings quality mentioned in the literature can
ensure that the “earnings quality” is a multidimensional term. Therefore, it must be

defined in the specific context of decision making because “quality” might vary among
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financial statements users. Likewise, in research, it is also essential for researchers to
specifically define the definition of earnings quality in their research focus and such a
definition should be suitable within the specific research contexts or research purposes

(Nelson and Skinner, 2013).

2.2.2 The Definition of Earnings Quality in This Research Context

This research argues that the processes to prepare and report earnings are essential
factors in determining its quality. This argument is consistent with Schipper and
Vincent (2003), who state that the quality of earnings has been affected by accounting
treatments and economic transactions because earnings are constructed from both.
According to their statement, it implies that only accepted accounting treatments may
not generate the high quality of reported earnings if the real economic transactions are

distorted intentionally.

Similarly, in the circumstance that real economic transactions are not misleading but
managers manipulate accounting choices to misrepresent real economic performance,
earnings cannot be considered of high quality. Figure 2.1 illustrates how reported
earnings can be distorted through accounting and operating policies. From this point
of view, Lo (2008) also proposes a reasonable definition of earnings quality in which
earnings should be perceived to be of high quality when they are prepared neutrally
and fairly. Unfaithful preparing of earnings, by engaging in earnings management,
would cause reported earnings to significantly deviate from the permanent or
sustainable earnings, which is also deemed as earnings quality feature mentioned in
the previous section. Moreover, biased preparation of earnings by managing

accounting choices or distorting operational policies to gain the desired economic
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transactions must reduce the ability of reported earnings to capture the actual firm’s
financial performance, as presented in Figure 2.1. When earnings cannot faithfully
capture what it is supposed to capture, the usefulness of this accounting number for
the decision-making process is also destroyed. Accordingly, reported earnings are of
low quality due to the generic definitions proposed by Dechow, Ge and Schrand
(2010), Dichev et al. (2016), Schipper and Vincent (2003), as described in Section

2.1.1.

In this research, therefore, earnings quality would be perceived to be of high quality
when faithfully prepared and reported, without intentional manipulation, to capture
the actual financial performance of the firm. Such a definition obtains the sharing
attributes of earnings quality from prior research existing in the literature. It also
complies with one of the qualitative characteristics of financial information, namely
faithfulness, according to The Conceptual Framework developed by FASB® and
IASB* (Birt, Muthusamy and Bir, 2017; Nobes and Stadler, 2015). In addition, such a
definition would be suitable in this research context due to the research objectives.
The primary purposes of this research are to investigate how corporate governance
mechanisms influence the quality of reported earnings and how such influence varies
among countries due to the effect of country institutional context. Prior research has
hypothesised that governance mechanisms should support best practices, including

accounting practices, and should reduce the conflict of interest in organisations (Lau,

8 FASB stands for Financial Accounting Standards Board, the independent accounting professional
body in the United States of America, which is responsible for establishing accounting standards for
public, private companies and not-for profit organisations. The Concepts Statement No.8
containing Conceptual Framework for financial report is available at https://www.fasb.org.

4 1ASB stands for International Accounting Standards Board, independent accounting professional
committees who develop and publish International Financial Reporting Standards (IFRS). The
Conceptual Framework of financial reporting developed by IASB is applied by many countries
around the world. The Framework is available at https://www.ifrs.org.
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Shrestha and Yu, 2016). In other words, good governance is likely to improve the
faithfulness or transparency of reported earnings. Thus, the definition of earnings
quality in this research context should reflect the outcome of governance mechanisms,

which in turn allows the researcher to generate a set of testable hypotheses.

Earnings management should be the most appropriate proxy in this sense to capture
the earnings quality according to its definition in this research context. A high level of
earnings management would reduce the quality of reported earnings because such a
phenomenon damages the unbiased preparing of reported earnings and hence its
faithfulness (Chen et al., 2010). As a result, reported earnings are unlikely to capture
the actual firm’s performance (Schipper and Vincent, 2003). As mentioned earlier,
Figure 2.1 demonstrates how reported earnings are potentially manipulated by
distorting real economic transactions or by implementing unappropriated accounting
treatments through the processes of financial report preparation. Earnings
management, which will be implemented as the earnings quality proxy in this research,

is discussed in the following section.
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Figure 2.1 The Manipulation of Earnings by Distorting Real Economic
Transactions and Accounting Treatments
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2.3 Earnings Management Phenomenon

Under Generally Accepted Accounting Principles (GAAP), managers can exercise
discretion over accounting treatments (Salerno, 2014). Healy and Wahlen (1999)
suggest that allowing managers to exercise their discretion over financial reporting
would enable firms to better communicate their economic performance to financial
statements users since managers have the best knowledge of the firm economic

transactions, which might differ from firm to firm due to the core business.
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Accordingly, management discretion is necessary for financial reporting. However,
Abdelghany (2005) argues that such flexibilities in accounting principles may enable

managers to alter a reported earnings number by engaging in earnings management.

Similarly, Chen et al. (2018) discuss that allowing management discretion over
financial reporting is the primary concern of investors and regulators. In particular,
Chen et al. (2018) mention that management discretion is mainly implemented over
earnings. The empirical evidence presented in the literature has shown that
management discretion allowed by accruals principles of accounting is associated with
the quality of financial reports. For example, Cassell, Myers and Seidel (2015)
document that firms without reporting of how management discretion is exercised
over the allowance and reserve accounts are more likely to manage earnings. In
addition, the survey conducted by Graham, Harvey and Rajgopal (2005) also reveals
that managers are more likely to exercise their discretion over accounting choices
when they would like to beat earnings targets. Dechow, Myers and Shakespeare (2010)
add more comments regarding the allowance of management discretion under GAAP.
Specifically, they emphasise that it is difficult for users to reasonably understand how

management discretion is employed over financial reporting.

According to the aforementioned arguments, it is obvious that management are the
key personnel who can influence the quality of financial reports. In addition, it is
plausible to imply that the earnings management phenomenon can be performed by
giving managers flexibility in their discretion. Subsequently, earnings management
has a negative impact on the faithfulness of reported earnings which in turn reduces
the qualitative characteristic of this item (Schipper and Vincent, 2003). In general,

earnings management negatively reflects the level of earnings quality (Dechow, Ge
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and Schrand, 2010; Defond, 2010). The magnitude of abnormal discretionary accruals
has become one of the well-known proxies in the literature for capturing the earnings
management phenomenon. In other words, a higher level of abnormal discretionary
accruals captures a higher degree of earnings management or a lower level of earnings
quality. The definition of earnings management defined in prior research would
emphasise how management discretion can cause earnings management. This

discussion is presented below.

2.3.1 The Definition of Earnings Management

To date, researchers have acknowledged that there is no single definition of earnings
management. However, researchers have agreed that earnings management derives
from management discretion. Ronen and Yaari (2008) categorise the definitions of
earnings management documented in the literature into three groups, as presented in

Table 2.1.

Table 2.1 Alternative Definitions of Earnings Management

White Grey Black
“Earnings management is “Earnings management is “Earnings management
taking advantage in the choosing an accounting is the practice of using
flexibility in the choice of treatment that is either tricks to misrepresent
accounting treatment to opportunistic (maximizing | or reduce transparency

signal the manager’s private | the utility of management of the financial reports”
information on future cash | only) or economically
flows” efficient”

Source: Ronen and Yaari (2008, p.25)

Considering the three alternative definitions of earnings management presented in
Table 2.1, one may argue that earnings management under the grey area should be
classified into two groups; opportunistic behaviour (Black) or the enhancing of
financial statements informativeness (White). Ronen and Yaari (2008) differentiate

opportunistic earnings management in grey and black definitions by considering
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whether such practices violate accounting regulations. Considering the consequences,
however, some researchers argue that flexibility in management discretion over
financial reporting would be either beneficial or hazardous (e.g. Bushman and
Williams, 2012; Fields, Lys and Vincent, 2001; Jin, Kanagaretnam and Lobo, 2018;

Walker, 2013).

Jin, Kanagaretnam and Lobo (2018) refer to Bushman and Williams (2012) in order
to reinforce the black and white notions of earnings management. They mention that
earnings management by employing management discretion could be seen from two
perspectives, opportunism or efficiency, as a double-edged sword. To respond to the
definition of earnings quality in this current research, earnings management falls under
the opportunistic perspective, which erodes the faithfulness of reported earnings.
Researchers interpret the definition of earnings management in this sense. For
example, Schipper (1989) defines earnings management, in the context of external
financial reporting, as the intentional intervention in financial report preparation to
obtain some individual benefits. In addition, Healy and Wahlen (1999) explain that
the phenomenon of earnings management occurs when managers exercise their
discretion to structure or alter the financial output in a financial report. The purpose of
doing so is to mislead stakeholders about the firm’s performance or to beat the
contractual arrangements. These are two widely accepted definitions of earnings

management in academic papers (Dechow and Skinner, 2000).

Recently, Roychowdhury (2006) argues that earnings can be managed by distorting
the operating policies to the same extent that it can be distorted through accounting
policies. Accordingly, Roychowdhury (2006) explains that earnings management also

occurs when managers manage the operating policies, which in turn influence the
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economic transactions, instead of accounting policies to gain the desired earnings
amount. The ultimate purpose of doing so is to mislead stakeholders. Roychowdhury
(2006) defines such circumstances as “Real Earning Management”. Gunny (2010) also
recommends that understanding real earnings management contributes to the
perception of earnings quality as well. Real earnings management influences abnormal
cash flow from operations and hence diminishes the persistence of earnings, which is
one of earnings quality attributes. The definition of earnings management introduced
by Walker (2013) also highlights the use of management discretion over accounting
choices and real economic transactions to alter the reported earnings. Such a statement
supports the argument of Roychowdhury (2006), who proposes that earnings can be

managed via real activities.

In line with prior research, this study considers the definition of earnings management
to be the same definition discussed by Walker (2013). Typically, such a definition
covers the comprehensive view of earnings management in the real world because
managers are able to manage a reported earnings number by using their discretion over
both accounting and operating policies as previously depicted in Figure 2.1. Accruals
earnings management and real earnings management will be studied in this research
in order to capture the earnings management phenomenon, which in turn reflects the
quality of reported earnings. Zang (2012) also suggests that further research in the
earnings management field should not disregard real earnings management because
ignoring such a technique would not enable researchers to explain the earnings

management phenomenon completely.

In addition to these two earnings management techniques, researchers have mentioned

the existence of the classification shifting as one of the techniques to manage financial
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reports. However, such a technique does not alter the bottom line in the way accruals
or real earnings management does (Malikov, Manson and Coakley, 2018). Thus, it is

excluded from the scope of this study.

2.3.2 Earnings Management Incentive

In addition to the definition of earnings management, it is also important to discuss
what factors motivate or coerce management to commit earnings management
practices. The extant literature refers to many factors that can motivate or force
management to distort reported earnings. According to Healy and Wahlen (1999), they
conclude that there are three essential factors; capital markets, contracting, and

regulation, which may induce managers to engage in earnings management practices.

2.3.2.1 Capital Market Incentive

The capital market, one of the main funding sources for public corporations, can be
one logical factor behind managers’ willingness to commit earnings manipulation.
Obtaining a low cost of capital from selling the firm’s stock in the capital market
would support firm growth; and investors, as usual, need accounting information to
facilitate their buying-selling decisions. The stock price, which reflects how much
investors value the firm, is very sensitive to a reported earnings number (Beyer, 2009).
Burgstahler, Hail and Leuz (2006) posit that demands from the capital market also
shapes the way the firm’s earnings are formed and reported. The existence of
information asymmetry between market participants is also likely to influence
management behaviour in respect of earnings disclosure. Consequently, such

information affects investors’ behaviour (Bartov and Bodnar, 1996). Accordingly,
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Fischer and Stocken (2004) contend that the perceptions of firms’ performance by

investors play a significant role in earnings management motivation.

In addition, the roles of analysts in capital markets have been documented in the
literature as one rational explanation of the earnings management phenomenon. Most
prior research has revealed that in general investors count on analysts’ opinions (Yu,
2008). The survey evidence conducted by Graham, Harvey and Rajgopal (2005) also
ensures that firms with earnings announcements that do not meet analysts’
expectations suffer from negative stock price feedback. Indeed, the capital market
incentive for earnings management proposed by researchers has been empirically
proven (e.g., Dechow and Skinner, 2000; Fischer and Stocken, 2004; Healy and

Wahlen, 1999; Yu, 2008).

2.3.2.2 Contracting Incentive

The second incentive of earnings management concluded by Healy and Wahlen (1999)
is contracting. This is because the firm is the centre of contracts that illustrate the rights
and obligations between parties of contracts. According to the theory of the firm, the
behaviour of parties will likely be affected by contractual arrangements (Jensen and
Meckling, 1976). In addition, financial reports are implemented as communication
tools to convey necessary information among contract parties. Thus, if financial
reports are distorted, the parties are being misled. Healy and Wahlen (1999) further
point out that the incentive of earnings management induced by contracting mostly
increases from management compensation contracts and debt covenants. Typically,
the compensation contract is designed to align shareholders’ interests and managers’

interests by setting the compensation system based on firm performance. Given such
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a compensation system, it may drive management manipulating earnings to increase
their compensation (Qiang, Lee and Shevlin, 2016). However, Ye (2014) argues that
the differences in compensation system design induce a different effect on

management incentive and the debate remains ongoing.

Similarly, the strictness of debt covenants is frequently designed depending on
financial information. The primary purpose of such covenants is to reduce the potential
costs arising from the agency cost of debt that can exist between the firm and its
lenders (Jensen and Meckling, 1976) because lenders need to monitor managers in
order to ensure that their rights and benefits will not be exploited (Jha, 2013). Earnings
management is likely to be employed as a management strategy for avoiding the
violation of debt covenants. Empirical evidence in the extant literature supports such
a claim. For example, Franz, Hassab Elnaby and Lobo (2014) show that firms that
have recently encountered the difficulty of debt repayment have stronger incentives to
commit to higher levels of earnings management strategies, including both accruals
and real earnings manipulations. Other studies that introduce a similar finding to
Franz, Hassab Elnaby and Lobo (2014) are Kim, Lee and Lie (2017), Fung and

Goodwin (2013) and Jha (2013).

2.3.2.3 Regulatory Incentive

The demands of regulations have also been mentioned in the extant literature as a
potential influence over earnings management (Brown, Pott and Wompener, 2014;
Hermanson, 2000). Regulations might be deemed as external requirements that can
influence financial reporting within the firm. The sanction systems are designed by

regulatory bodies to control and mitigate undesirable behaviour. However, Libby,
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Rennekamp and Seybert (2015) are critical of most accounting regulations and
standards, arguing that loopholes remain for management discretion. In the
circumstance that management confronts pressure from related regulations, managers
might engage in earnings management so as not to violate such requirements
(Christensen, Hoyt and Paterson, 1999). In addition, Batiz- Lazo and Billings (2012)
discuss how in some situations, managers manipulate earnings because they would

like to evade a negative regulation outcome which would increases the firm’s costs.

These three perspectives of incentives view earnings management as opportunistic
behaviour. In fact, accounting phenomena, including earnings management, are
carried out by individuals (Watts and Zimmerman, 1990). Thus, the individuals’
incentives must be linked with the outcome of accounting procedures (Watts and
Zimmerman, 1990). Another stream of research that deliberates the incentive of
earnings management is proposed by Stolowy and Breton (2004) who point out that
the manipulation of accounts through management discretion is intentionally
performed to alter the wealth shifting between the firm’s stakeholders. There are three

such stakeholder groups: capital providers, society, and management.

Figure 2.2 demonstrates how wealth is possibly transferred from one group of
stakeholders to another. There are two primary categories of wealth transfer from
conducting accounts management according to Figure 2.2. First, firms will benefit
from minimising political and capital costs by conducting accounts manipulation. On
the other hand, managers can also make a private gain from engaging in accounts
manipulation due to their compensation plan (Stolowy and Breton, 2004). Despite
having accounts management for firm wealth, management somehow also share some

benefits in doing so because the wealth of the firm also reflects management
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competency and hence their reputations (Nieken and Sliwka, 2015). Graham, Harvey
and Rajgopal (2005) also reveal the evidence from surveys and interviews, indicating
that management engages in earnings manipulation because they care more about their
career rather than a short-term compensation plan. Accordingly, the economic self-
interest concept under agency theory is predominantly applied to explain the incentive
of earnings management (Libby, Rennekamp and Seybert, 2015; Rahman,Yammeesri
and Perera, 2010a; Walker, 2013). More detail of such theory is discussed in the

theoretical section of Chapter 3.

Overall, the proposed principles of accounts manipulation by Stolowy and Breton
(2004) are comparable with incentives summarised by Healy and Wahlen (1999). The
purpose of minimising the cost of capital between the firm and capital providers
(Equity and Debt contracts) is consistent with market enforcement and debt
contracting. Compensation contract is also mentioned as a management incentive in
both papers (Healy and Wahlen, 1999; Stolowy and Breton, 2004). In addition, the
political costs mentioned by Stolowy and Breton (2004) correspond to the regulatory

incentive concluded by Healy and Wahlen (1999).
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Figure 2.2 Principles of Accounts Manipulation

Firm
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Minimization of Political Minimization of the Cost of Maximization of the
Custs Capital Managers’ com pensation
* Cost of Regulation # [ssuing new shares * Bonus Plan
(Environment, # Debt Contracts + Stock Options
Competition, etc. )
« Taxation
| T ] | |
Managers manipulate for the firm Managers manipulate
against the firm
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Accounting Manipulation
+—  Potential Wealth Transfer

Source: Stolowy and Breton (2004, p.7)

2.3.3 The Scope of Earnings Management

Prior research discusses the distinction between earnings management and fraud by
considering accounting regulations. Perols and Lougee (2011) define accounting fraud
as the accounting practices chosen by managers that do not comply with accounting
regulations. In addition, such practices are normally illegal (Stolowy and Breton,

2004). On the other hand, the manipulation practices that still comply with GAAP are
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not considered to be fraudulent circumstances (Dechow and Dichev, 2002; Stolowy

and Breton, 2004). According to Dechow and Skinner (2000), the distinctions between

fraud and earnings management are illustrated in Table 2.2.

Table 2.2 The Difference between Earnings Management and Accounting

Fraud
Fraud Within GAAP Fraud
Violate Earnings Fair Presentation Earnings Violate
GAAP Management Management GAAP
Conservative Neutral Aggressive
An illegal Employing Earnings that Employing An illegal
transaction conservative results from a aggressive transaction
such as accounting neutral operation accounting such as fiction
overstating choices such as | of the process choices such as | sales
inventory to | overstatement understatement
reduce the of assets write- of bad debt
cost of goods | off
sold
ACCOUNTING PRACTICES

Source: Adapted from Dechow and Skinner (2000, p. 239)

This research focuses on the phenomenon of earnings management occurring within

the GAAP boundary.

2.4 The Natures of Accruals and Real Earnings
Management

This section briefly reviews two earnings management strategies, accruals and real
earnings management, which may be used to alter a reported earnings number
(Kothari, Mizik and Roychowdhury, 2016). According to Figure 2.1, management
discretion over firm policies, both accounting and operating policies, may lead to

earnings management (Dechow, Sloan and Sweeney, 1995; Healy and Wahlen, 1999).

The manifest nature of accruals earning management, the primary focus of most
research in earnings management literature, is that managers distort a reported

earnings number by exercising the flexibilities in accounting choices and estimations
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allowed under GAAP (Gunny, 2010; Kothari, Mizik and Roychowdhury, 2016).
Cohen, Dey and Lys (2008) explain that many factors can influence managerial
accounting choices such as the compensation system, market pressures, and the rigor
of governance and scrutiny. This has nothing to do with the real economic transactions
or real activities in case of accruals earnings management. Hence, managers can use
accounting choices allowed by GAAP to manipulate reported earnings, as shown in

Figure 2.1.

Researchers, however, have documented that there are some downsides of employing
accruals earnings management. For example, it is risky for managers to engage in such
earnings management because financial statements must later be scrutinised by
external auditors or the Securities and Exchange Commission (SEC) in a generic
manner (Gunny, 2010). Accruals earnings management is typically easier to detect
because there is an acceptable framework such as GAAP to govern how managers
should exercise their discretion over accounting choices, despite having flexibility
(Kothari, Mizik and Roychowdhury, 2016). Additionally, accruals earnings
management is generally performed at year-end. Thus, it has a limitation regarding the
timing (Gunny, 2010; Zang, 2012). Barton and Simko (2002) also raise a concern of
accruals to reverse in the following period as a nature of accruals accounting
principles. Therefore, it may limit managers to manipulate earnings by using accruals

in a certain period.

Real earnings management, on the other hand, focuses on real activities derived from
operating policies. However, such policies are still designed by managers, as presented
in Figure 2.1. It is obvious that management not only has the power to exercise their

discretion over accounting policies but can also influence operating policies to manage
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real economic transactions. As mentioned earlier, Roychowdhury (2006) defines real
earnings management as the deviation from regular practices, such as giving an
abnormal discount, producing more inventories, or deterring capital investment during
a specific period. Accordingly, this technique needs to be performed during the
accounting period (Zang, 2012). Kothari, Mizik, and Roychowdhury (2016) discuss
how real earnings management is more challenging in terms of detection since there
are no such external regulations to govern real earnings management. Moreover, real
earnings management conducted through operating policies must influence cash flow
from operations, which normally will not be affected by accruals management. From
this perspective, researchers argue that real earnings management is more costly in

terms of operational performance (Cohen and Zarowin, 2010; Vorst, 2016).

To summarise, accruals earnings management is prone to detection, whereas real
earnings management is more difficult to detect. On the other hand, real earnings
management alters cash flow from operations while accruals earnings management
does not. Real earnings management is riskier due to the cash flow volatility. Finally,
the timing to engage in these two earnings management techniques is also different.
Real earnings management is conducted during the accounting period. In contrast,

accruals earnings management is usually applied at the end of the accounting period.

2.5 Conclusion

To conclude, this research perceives the high quality of earnings when a reported
earnings number is faithfully prepared and reported without earnings management in
order to capture the actual firm’s financial performance. Earnings management, in

terms of accruals and real earnings management, is to be studied to reflect the quality
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of reported earnings and its definition in this research lies within the opportunistic
perspective. Following prior research, it is obvious that earnings quality and earnings
management are referred to interchangeably, although the concept of earnings quality

is broader.

Earnings quality and earnings management become more essential and controversial
issues in accounting after accounting misconducts occur. It also receives significant
concern from researchers, regulators, and practitioners (Dechow and Skinner, 2000),
because earnings management practices may reduce the reliability, one of the primary
qualitative characteristics of accounting information. As a result, unreliable financial
information may cause a financial crisis, as discussed by Barnes (2011). Accordingly,
researchers have attempted to identify what determinants can constrain earnings
management or promote a higher quality of accounting earnings on the other hand.
Dechow, Ge, and Schrand (2010) summarise that there are six primary groups of
earnings quality determinants: firm attributes, accounting and reporting practices,
governance and control mechanisms, capital market motivations, external auditors,

and external relevant factors.

This research aims to study the effect of governance mechanisms as the determinants
of earnings quality. The theoretical framework and empirical evidence underpinning
a link between governance mechanisms and earnings quality are reviewed and

discussed in Chapter 3.
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CHAPTER 3

The Link between Governance Mechanisms and
Earnings Quality: Theoretical Perspective and
Empirical Evidence

3.1 Introduction

The previous chapter reviewed the concepts of earnings quality and earnings
management in order to provide a fundamental understanding of the accounting
phenomenon, which this research aims to study. This chapter, reviews and discusses
the applicable theories, along with relevant empirical findings from literature to
underpin the association between governance mechanisms and earnings quality. The
literature review demonstrates the current state of knowledge that prior research has
provided to date. It should also enable one to evaluate the adequacy of theoretical
beliefs and its verification with empirical evidence. This chapter begins with an
overview of governance concepts (Section 3.2), followed by a theoretical discussion
(Section 3.3). Finally, the extant empirical findings are reviewed and discussed in

Section 3.4 and 3.5 in order to complement the theoretical discussion.

The critical review technique is applied in this study in order to critically evaluate the
current state of knowledge. Paré et al. (2015) explain that this literature review
technique does not simply incorporate all relevant studies together. In contrast, the
critical appraisal is required in a critical literature review so that inconsistency,
weakness, and contradictions in the existing knowledge can be identified. Apart from
Paré et al. (2015), Grant and Booth (2009) further describe that the various materials
from relevant sources will be critically analysed and synthesised under a critical

review technique. Therefore, it allows researchers to explore and discuss the adequacy
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of current knowledge extensively and critically. Turner (2018) provides more
comments regarding the effective literature review in which it should present the
critical research idea by synthesising all relevant data instead of only summarising
what prior research has been done so far. Critical synthesis is necessary for writing an

effective literature review in this sense (Maier, 2013).

Accordingly, a critical review enables researchers to address the void where further
research is needed to fulfil or to expand existing knowledge (Grant and Booth, 2009;
Paré et al., 2015; Saunders, Lewis and Thornhill, 2016). The merit of a critical review
is mainly said to strengthen the current state of knowledge. This notion is supported
by Grant and Booth (2009), who point out that knowledge typically evolves
throughout an accretion process by adding a new part to its forerunners. Therefore, the

value of prior research must be a vital foundation for knowledge development.

3.2 Overview of Governance Mechanism

In short, corporate governance is mentioned by Shleifer and Vishny (1997) as the
mechanisms introduced by financial suppliers of the firm in order to ensure that they
will obtain a return from their investments. Such mechanisms might be used to solve
a conflict of interest between principals and agents in modern corporations (Jensen
and Meckling, 1976; Morck, Shleifer and Vishny, 1988; Shleifer and Vishny, 1997).
Similarly, Renders and Gaeremynck (2012) agree that most corporate governance
mechanisms are introduced to constrain the principal-agent agency conflict. In this
respect, governance mechanisms are employed to control agency problems and other
potential risks within firms. In fact, Chen and Lin (2016) further discuss that there are

two main mechanisms; motivation and control, for which corporate governance at the
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firm level has been utilised. The compensation system is considered as a motivated
mechanism, while the concepts of ownership and board of directors fall into the
control system. All of these mechanisms aim to increase efficiency in the firm (Brown,

Beekes and Verhoeven, 2011).

There is also much evidence affirming that the three aforementioned sets of
governance influence firm outcomes, including earnings management practices (e.g.
Bilal, Chen and Komal, 2018; Garcia-Meca and Sanchez-Ballesta, 2009; Oehmichen,
2018; Schiehll and Martins, 2016)°. Among the three prevalent internal governance
mechanisms at the firm level, ownership characteristics are studied in this research as
a determinant of earnings management. The following sections will discuss the

significance of ownership under the governance perspective.

3.2.1 The Role of Ownership under Governance Mechanism

Ownership is one of the core factors in governance research because it has been
referred to as a root of agency conflict according to agency theory (Aguilera and
Crespi-Cladera, 2016). It also demonstrates a control mechanism at the firm level since
owners have the monitoring power over the management team (Donnelly and Lynch,
2002; Garcia-Meca and Sanchez-Ballesta, 2009). Researchers argue that differences
in ownership characteristics are likely to influence governance consequences in the
sense that owners direct the firm’s strategies and nominate a board of directors
(Aguilera and Crespi-Cladera, 2016; Bao and Lewellyn, 2017; Sugathan and George,

2015).

S These papers provide a review of literature concerning firm-level governance mechanisms and their
outcomes. Some also review the effect of governance mechanisms at the country level on firm
outcomes.
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A systematic review conducted by Schiehll and Martins (2016) revealed that
ownership characteristics have often been integrated with country-level governance
variable(s) to investigate the effect of multilevel governance. Aguilera and Crespi-
Cladera (2016) also note that it is easier for researchers to compare ownership
characteristics across countries instead of comparing other aspects of governance,
such as a board of directors, which is more subjective and dependent on the national
framework or requirements. Accordingly, this research aims to investigate the effect
of ownership, an internal governance mechanism at the firm level, on earnings quality;
one of the governance outcomes. Applicable theories to underpin such a link and the
empirical evidence to prove such theoretical claims are critically discussed in the

following sections.

3.3 Theoretical Framework and Theoretical Justification

There are pivotal theories that prior research has discussed and applied to underpin
research hypotheses due to the effect of governance mechanisms on the quality of
reported earnings. It is crucial to discuss each of these before the justification is
finalised. The theoretical framework enables researchers to link research findings with
research assumptions. In addition, the theoretical foundation would raise the concern
of research design (Saunders, Lewis and Thornhill, 2016). Despite many theories
discussed in literature, the applicable theory is the theory that fits well with the specific

research contexts (Alghamdi, 2012).

Consideration of the extant literature should help one to justify what theoretical
assumptions should link governance practice and the quality of accounting earnings.

Mallin (2016) discusses several theories in relation to governance mechanisms, some
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of which are in line with the alternative theories discussed in accounting research

(Hoque, 2006). Alternative theories are discussed below.

3.3.1 Stewardship Theory

The concept of “Stewardship Theory” is one of the alternative theories used to
underpin governance research (Mallin, 2016). The underlying concept of such a theory
is contradictory to the idea of agency theory (Donaldson and Davis, 1991). Agency
theory views the separation of ownership and control as a potential cause of
management opportunism and governance mechanisms must be in place to solve such
a problem. Stewardship theory, on the other hand, takes a psychological perspective
and its assumption is a goal-convergence between principals and agents (Joslin and
Miiller, 2016). Consequently, the conflict of interest will not appear under this
theoretical perspective. Managers are believed to maximise profit for the organisation
rather than seek private profit for themselves. Therefore, the core concept of this
theory relies on trust and profit alignment (Kluvers and Tippett, 2011), which may
possibly appear in some research contexts. For example, some researchers implement
stewardship theory in the context of not-for profit organisations (Kluvers and Tippett,
2011). This research, however, focuses on the earnings management phenomenon that
is perceived as opportunistic behaviour. In this respect, the assumptions of stewardship

theory are unlikely to work within this research context.

3.3.2 Stakeholder Theory

Alternatively, “Stakeholder Theory” has also been discussed in governance and
accounting literature (Hoque, 2006; Mallin, 2016). Mallin (2016) explains that the

core concept of stakeholder theory is closely associated with agency theory. However,
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stakeholder theory takes a broader view by focusing on the concept of maximising
stakeholders’ interests rather than only focusing on shareholders. Specifically, such a
concept is derived from the sociological perspective instead of the economic
perspective of agency theory (Jensen, 2010). The study conducted by Mattingly,
Harrast and Olsen (2009) is one example that implements stakeholder theory to
underpin their theoretical framework. In this case, they investigate the effect of
stakeholder management on the quality of earnings. In contrast, the focus of this study
is on the effect of shareholders rather than all the firm’s stakeholders. Thus, economic
agency theory, which mainly focuses on the conflicts of interest between principals

and agents, is likely to be more applicable in this research context.

3.3.3 Agency Theory

It is of no surprise that agency theory has been mentioned as a predominant theory that
researchers have relied on in the field of governance and earnings management (Dinh
and Calabro, 2018; Filatotchev, Nakajima and Jackson, 2012; Rahman,Yammeesri
and Perera, 2010a). The reason for this is that the essential purpose of governance
mechanisms is to solve or mitigate the agency problem, which occurs when the
benefits of principals and agents are non-aligned (Mallin, 2016). The elemental
concept of this theory was introduced by Berle and Means (1932), who underline the
divorce concept between the power of control and ownership in modern organisations.
The concept of ownership dispersion is also mentioned as a basic assumption along
with the notion of separation between control and ownership. Owners are recognised
as principals and professional managers are agents. Managers are typically nominated

by owners and respond to day-to-day business activities. Thus, the premise of agency

43



theory essentially focuses on the conflict of interest between owners and managers

(Mallin, 2016).

According to such a concept, Jensen and Meckling (1976) argue that the firm is a
nexus of contracts among its stakeholders and the separation between principals and
agents may cause agency problems due to a conflict of interest between them.
Management opportunistic behaviour should be one of the agency problems when
managers pursue their own benefits over their principals’ (Fama and Jensen, 1983;
Jensen and Meckling, 1976). Opportunistic behaviour could be even worse under the
circumstance of information asymmetry, where individual market participants do not
have symmetric information of the firm. Specifically, the agents have a superior ability
to access the private information of the firm compared to their principals (Bartov and
Bodnar, 1996). Hoque (2006) mentions two particular agency problems; moral hazard
and adverse selection, which may also arise under the circumstance of information
asymmetry. Obtaining more information about the firm may facilitate management to
manage reported earnings easily (Richardson, 2000). These concerns raise the critical
question of how principals can ensure that their agents would act in their interests and
how they can ensure an investment return (Shleifer and Vishny, 1997). Given such
questions, it encourages the firm to set up the governance mechanisms in order to

reduce potential agency conflicts.

Accordingly, agency theory has been applied in much research to explain
management’s incentives regarding the selection of accounting choices, which
eventually affect the financial reports quality (Bilal, Chen and Komal, 2018;
Kosonboon, 2004). Such a claim is consistent with the review conducted by

Oehmichen (2018) and Schiehll and Martins (2016). They reveal that agency theory
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isa commonly used theory for underpinning the link between governance mechanisms
and its outcomes at the firm level (e.g. firm performance, firm value, financial report
quality, financial disclosure, and financial risk). Altogether, the underlying concepts
in agency theory reflect how governance mechanisms would link with the quality of
reported earnings as a theoretical lens. Hence, it is selected as one theoretical
framework to underpin the hypotheses proposed in this research (see Chapter 4 Section

4.4).

3.3.3.1 Ciritical Evaluation of Agency Theory

Agency theory, however, has been criticised due to its inability to explain the conflict
of interest occurred in different contexts. Researchers have argued that the traditional
view of this theory might not be applicable in explaining the conflict of interest in
every single organisation around the globe. La Porta, Lopez-De-Silanes and Shleifer
(1999), propose and commend that the agency problem in most modern organisations
does not stem only from managers and shareholders, as the traditional agency theory
articulates. Agency conflict is also raised by majority shareholders who dominate
corporate policies, including accounting choices. These shareholders might compel
managers to implement accounting treatments that enable them to exploit the benefits
of minority shareholders. Young et al. (2008) also agree that the agency problem does
not appear in a single form for all corporations around the world. Similarly, Rahman,
Yammeesri and Perera (2010a) argue that agency theory is likely to explain

organisational conflict in specific settings.

The study by La Porta, Lopez-De-Silanes and Shleifer (1999) also confirms that the

concentrated ownership characteristic appears widely around the globe when
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compared to the dispersed ownership characteristic. Thus, researchers contend that the
traditional agency conflict (Manager-Shareholder) seems to exist in the US or the UK
where the separation of ownership and control is obvious (e.g. Bao and Lewellyn,
2017; Ernstberger and Gruning, 2013; Fan and Wong, 2002; Oehmichen, 2018;
Rahman,Yammeesri and Perera, 2010a; Renders and Gaeremynck, 2012). According
to the literature, there are two forms of conflict of interest under agency theory:
Principal-Agent conflict (Shareholders-Managers conflict or Type 1) and Principal-
Principal conflict (Majority-Minority Shareholders conflict or Type 2). These two

forms are in relation to ownership characteristics and are discussed below.

3.3.3.1.1 Type 1 Agency Problem: Shareholders and Managers

This type illustrates the traditional agency conflict, introduced by Berle and Means
(1932) and Jensen and Meckling (1976), based on their theory of the firm. The
separation between ownership and control is likely to induce management
opportunistic behaviour because of the divergence of interest between owners and
managers, especially when managers are not the owners of firms. Opportunistic
behaviour, including engaging in earnings management, which eventually reduces the
quality of reported earnings and damages the principals’ interests, is likely to be

induced by management.

The dispersed ownership characteristic is mentioned to emerge Principals-Agents
conflict (Type 1) (Aguilera and Crespi-Cladera, 2016; Fan and Wong, 2002).
Specifically, individual outside shareholders may not have enough power to discipline
the managers in such diffused ownership firms. However, La Porta, Lopez-De-Silanes

and Shleifer (1999) argue that even in US corporations, most companies do not have
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the diffused ownership, except for a few corporations. Thus, the concern of conflict of
interest, which normally stems from managers and shareholders, is likely to exist only
In some regions or even corporations.

3.3.3.1.2 Type 2 Agency Problem: Majority Shareholders and Minority

Shareholders

According to Gomes (2000), most recent literature in governance has focused on the
agency problem which occurs between majority and minority shareholders instead of
managers and owners. This is known as type 2 agency problem, which occurs in many
countries around the world (Gomes, 2000; La Porta, Lopez- De- Silanes and Shleifer,
1999; Shleifer and Vishny, 1986). The expropriation is potentially raised by
controlling shareholders who have power over the firm through voting rights. In this
case, earnings are probably managed to deceive minority shareholders who may not
have enough power to monitor the firm. Controlling shareholders might control
accounting policies by governing management discretion in their own favour. This
type of agency problem might become more hazardous in countries where legal
systems to protect the minority right are not in place or enforced (La Porta, Lopez-

De- Silanes and Shleifer, 1999).

Due to the uniqueness of ownership characteristics, agency conflicts might vary
among countries or even among firms. This raises the critical concern of whether the
perspective from agency theory is sufficient for explaining the opportunistic behaviour
induced by managers or majority shareholders. Accordingly, this research argues that
agency theory, which has been applied in previous studies, might not be able to explain
the phenomena of governance and earnings management profoundly. The universal

principle of the traditional agency theory has been critiqued and thus may cause the
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ambiguous interpretations of empirical findings conducted in different contexts. The
inconclusive findings in empirical papers are discussed later in this chapter under the
empirical part (see Section 3.4). Additionally, this research suggests that in order to
better explain why the evidence of corporate governance to support the quality of
reported earnings is mixed in the extant literature, the theoretical extension should be

required to broaden the theoretical perspective.

The extension of theory is also suggested in earlier research. Dinh and Calabro (2018),
for example, conduct a meta-analysis with respect to the effect of corporate
governance in family firms and 148 academic papers published between 1980 and
2015. Dinh and Calabro (2018) criticise existing research papers which rely on the
underlying assumptions of traditional agency theory that focus on the conflict between
shareholders and managers. This reveals a gap in the literature because such a conflict
is not likely to appear in every single organisation. In western organisations this
conflict may be clearly seen. The authors also suggest that the insufficiency of
theoretical assumptions to explain organisational behaviour should encourage
researchers to consider a multi-theoretical view for underpinning their conceptual
framework. The holistic theoretical perspective might be necessary for some research
contexts. Corporate governance is one of the organisational practices that may differ
among countries depending on the institutional surrounding (Dinh and Calabro, 2018).
Boyd and Solarino (2016) provide a similar suggestion with Dinh and Calabro (2018).
They mention that agency theory should be incorporated with other applicable theories

in order to expand the theoretical perspective.

Davis-Friday (2010) also notes that institutional settings among countries are likely to

moderate the extent to which agency conflict appears in a particular context. In
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particular, institutional settings are perceived as country-level governance
(Ernstberger and Grining, 2013; Martins, Schiehll and Terra, 2017;
Rahman,Yammeesri and Perera, 2010a). Thus, it is reasonable to propose that the
institutional lens can also be applied to explain the effect of governance mechanisms
on the quality of reported earnings. Recently, researchers have suggested applying the
institutional theory as one applicable theory for underpinning the link between
governance mechanisms and their outcomes. Oehmichen (2018), for example,
suggests that future research with respect to the effect of governance mechanism
should broaden the theoretical view by going beyond (but not disregarding) the
traditional agency theory. The institutional theory is recommended as the theoretical
assumption by Oehmichen (2018) and other scholars (e.g. Bao and Lewellyn, 2017;
Boyd and Solarino, 2016; Rahman, Yammeesri and Perera, 2010a) to explain why

governance outcomes vary in different contexts.

To date, researchers have applied the institutional theory for explaining the effect of
the governance mechanisms. However, most research papers focus on firm
performance (e.g. Lozano, Martinez and Pindado, 2016; Nguyen, Locke and Reddy,
2015), debt maturity (e.g. Martins, Schiehll and Terra, 2017), or firm disclosure (e.g.
Ernstberger and Griining, 2013) as the governance outcomes. According to Bilal, Chen
and Komal (2018), earnings quality should also be one of the governance outcomes.
However, the effect of governance on earnings quality is an under-researched topic

that is hardly underpinned by the holistic theoretical view.

This research, therefore, proposes that institutional settings are also crucial factors
because such national governance might conceivably influence the effect of firm-level

governance. Hence, institutional theory that explains the social framework of
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behaviour (Barley and Tolbert, 1997) should be considered together with agency
theory as the selected theories in this research. The integration between institutional
and agency theories are expected to better explain the analysis of corporate governance
and earnings management because such behaviour is potentially influenced by
external factors (Bao and Lewellyn, 2017). The improvement of theoretical
understanding is also expected to be a better guide for empirical development in
respect of governance practice, which in turn may advance the quality of financial

information. Institutional theory is discussed in detail below.

3.3.4 Overview of Institutional Theory

Institutional theory was brought to researchers’ attention when the study of exogenous
factors embedded in the macro contexts where traditional agency theory alone may
not be able to explain (Juric, Rankin and Birt, 2018). As referred to by Rahman,
Yammeesri and Perera (2010a) and Davis-Friday (2010) state that institutional settings
could explain the variation of earnings quality across countries. In essence,
institutional theory helps to explain how external environment drives organisational
behaviour (Tuttle and Dillard, 2007). Accordingly, the backbone of this theory relies
on the sociological perspective (Barley and Tolbert, 1997) and a firm is viewed as an
“adaptive vehicle” that can be shaped and can accommodate itself to respond to
external environments (Scott, 1987, p.494). In this respect, firms within a similar
environment are likely to behave in a similar manner. Consequently, researchers
mention that national institutions play a significant role in forming social patterns and

organisational behaviour (Meyer and Rowan, 1977; Wendt, 2016).
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Scott (2014) explains the definition of institution as the mechanism comprised of
regulative, normative, and cognitive aspects. These aspects also become three pillars
of the institutional theory. In short, the regulative aspect is dealing with regulations
setting, monitoring systems, and a reward-punishment system, known as a sanction.
This aspect normally supports social order and, in turn, governs individual behaviour.
Legitimacy is created by the regulative aspect (Kury, 2007). The second pillar, namely
the normative dimension, includes values and norms. Both complement each other to
determine the desired behaviour in society. The last pillar, cultural-cognitive,
informally constructs the common form of belief in society as the way people do

things.

3.3.4.1 Institutional Theory in Organisational Studies

Although institutional theory is a predominant theory in political science (Wendt,
2016), it has recently been incorporated into the studies of organisations because
national institutions can influence organisational functions and behaviour (Heugens
and Lander, 2009; Dimaggio and Powell, 1983; Scott, 2014; Siegel, Agrawal and
Rigsby, 1997; Zucker, 1987). To survive, organisations need to adapt to the external
environment, which is perceived as the legitimacy of external control (Zucker, 1987).
Moll, Burns and Major (2006) discuss the development of institutional theory derived
from “Old Institutional Theory” that originally emerged from sociology, politics, and
law. The central focus of the old view is the examination of institutions at the macro-
level contexts in social and economic systems. Another dimension of this theory is
called “New Institutional Theory”. DiMaggio and Powell (2012) point out that there
are several standpoints from scholars on the contemporary institutionalism debated in

the literature. However, “New Institutional Economics (NIE)” and “New Institutional
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Sociology (NIS)” are prominent perspectives which can be applied in organisational

and accounting studies (Moll, Burns and Major, 2006, p.183).

Briefly, new institutional economics focuses on a transaction as a unit of analysis and
institutions are constructed to economise transaction costs which may occur in the
circumstances of incomplete information (DiMaggio and Powell, 2012). From that
point of view, there are other theories that are derived from new institutional
economics and the best known is the “Transaction Cost Economics Theory” (Mallin,
2016). On the other hand, the key assumption of the new institutional sociology,
another lens of the new institutional theory, is the adaptation of organisational
behaviour to the institutional factors (Moll, Burns and Major, 2006). As mentioned
earlier, the aspects of institutions under the institutional theory are regulative,
normative, and cognitive (Moll, Burns and Major, 2006; Scott, 2014). Therefore,
institutions are represented in both formal and informal manners through social
structures and cultures. These institutions are influential factors in shaping
organisational behaviour. Firms that are embraced in similar institutions become more
homogeneous, known as “Institutional Isomorphism” (Dimaggio and Powell, 1983,
p.149). There are three key factors that drive isomorphism in organisations, which is
modelled by DiMaggio and Powell (1983) and summarised by Moll, Burns and Major

(2006). This is presented in Table 3.1.
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Table 3.1 Mechanisms of Institutional Isomorphism

Mechanisms Effect

Coercive Isomorphism “Whereby impinging external factors, (e.g.,
government policies, regulation, supplier relationships)
exert force on organisations to adopt specific internal
structures and procedures”.

Mimetic Isomorphism “Whereby organisations emulate the internal structures
and procedures adopted by other organisations”.
Normative Isomorphism | “Whereby organisations adopt the structures and
procedures advocated by dominant professions,
professional bodies and/or consultants”.

Source: Moll, Burns and Major (2006, p.183)

To summarise, the institutional perspective strongly advocates the interaction between
internal behaviour of an organisation and its external environment. It emphasises the
matter of context as the micro-explanation in organisational study. The following
section discusses the implementation of such a theory in governance and accounting

studies.

3.3.4.2 Institutional Theory in Governance and Accounting Studies

Accounting, organisations, and institutions are intertwined in nature. The
investigations of the interplay roles between accounting and organisations or between
accounting and institutions exist in the literature to ensure their association. For
example, Chapman, Cooper and Miller (2009) recommend that institutions,
organisations, and accounting should be regarded as interdependent systems. Hence,
these individual mechanisms should not be exclusively studied. This argument may
shed light on the important question as to why accounting behaviour in different
contexts varies (Rahman, Yammeesri and Perera, 2010a). In order to broaden the
interpretation of such phenomenon, national institutions, which are also deemed as the

financial reporting environment, should be considered. From this perspective,
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institutional theory is a potential theory for explaining the variation in accounting

behaviour.

This theory not only explains the divergence of accounting practices in different
contexts, but is also likely to explain the effectiveness of governance systems (Young
et al., 2008). Institutional settings are perceived as country-level governance, which
usually fluctuates between countries, and researchers believe such factors may
influence governance mechanisms at the firm level (Dinh and Calabro, 2018;
Ernstberger and Griining, 2013; Martins, Schiehll and Terra, 2017; Nguyen, Locke
and Reddy, 2015; Sugathan and George, 2015). Kumar and Zattoni (2013) also argue
that there are theoretical and empirical voids in the literature regarding the interaction
roles of governance mechanisms between the firm and country levels. Such a deficit

requires further research.

The insufficiency of theoretical perspective induced by disregarding the external
contexts, where the firm is embedded, in governance research may mislead researchers
in explaining the inconclusive findings derived from different contexts (Aguilera et
al., 2008). Likewise, the studies of earnings management or earnings quality in
accounting research have also been criticised. The reason is that the motivation of
earnings management does not solely rely on the self-interest of the agency concept.
Conversely, it may also be influenced by institution