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Abstract

Purpose — The purpose of this paper is to assess the association between country-level corporate
governance and earnings management (EM). It aims to investigate whether the Governance Metrics
International (GMI; acquired by Morgan Stanley Capital International in 2014) rating for national corporate
governance on a country level is a significant explanatory variable for the country-level EM score
or otherwise.

Design/methodology/approach — In a sample of 280 country-year observations during the period from
2000 to 2009, the paper measures national corporate governance quality using GMI ratings scores and
whether the corporate governance model is Anglo Saxon or otherwise.

Findings — The findings of this study show that corporate governance is a significant indicator of lower EM
levels in a country.

Practical implications — Corporate governance rating firms play a vital role in public markets.
GMI provides country-level corporate governance ratings to assess the quality of corporate governance
in several countries. The findings of this study show preliminary evidence that GMI ratings
of corporate governance provide good guidance to investors on the quality of corporate governance in
a country.

Originality/value — This paper is the first empirical attempt to examine the association between
country-level corporate governance, GMI ratings for country-level corporate governance and EM.
Keywords Corporate governance, Earnings management, GMI ratings

Paper type Research paper

1. Introduction

This paper seeks to make new contributions to the extant literature by providing direct
evidence on the association between the national corporate governance model and its
quality in relation to the average level of earnings management (EM) in a sample of
28 countries. After several recent financial scandals such as Enron, Xerox and WorldCom,
there has been an international trend towards developing and implementing corporate
governance mechanisms that align the interests of managers with the interests of
shareholders to curb opportunistic reporting behaviors such as EM (Garcia-Meca and
Sanchez-Ballesta, 2009). One the one hand, several studies have investigated the association
between corporate governance and EM at the firm level (e.g. Xie et al,, 2003; Larcker et al.,
2007; Gonzalez and Garcia-Meca, 2014). On the other, studies examining country-level
antecedents and consequences of corporate governance are rare. This notwithstanding, to

JEL Classification — G34, G41

National
corporate
governance

373

Received 31 July 2017
Revised 4 March 2018
Accepted 28 March 2018

C

Asian Review of Accounting
Vol. 26 No. 3, 2018

Pp. 373-390

© Emerald Publishing Limited
13217348

DOI 10.1108/ARA-07-2017-0124



26,3

374

the best of the authors’ knowledge the literature lacks studies that provide evidence that
national corporate governance can significantly explain the variations in the quality of
reported earnings at a country level.

Prior literature argues that financial reporting standards and the accounting
environment in a country usually develop along with the country’s economic, political
and cultural development (Ball et al, 2000; Hail et al, 2010). Theoretically, operating an
efficient market depends on having transparent, timely and reliable financial reports. Since
the studies published by Jensen and Meckling (1976) and Fama and Jensen (1983), it has
been assumed that corporate governance is necessary to monitor managerial activity, which
in turn will be reflected in the quality of reported earnings. This is supported by several
studies that provide empirical evidence on the association between corporate governance
and the integrity of accounting information (e.g. Xie et al, 2003; Rahman and Ali, 2006).
However, it is still unknown whether the national governance model and its quality can
predict country level.

This study is closely related to the literature investigating the association between
legal and institutional variables and EM in a cross-country setting. For example, Leuz
et al. (2003) find that countries with strong investor protection exhibit lower levels of EM,
since strong protection restricts the ability of insiders to acquire private control
benefits. Similarly, Haw ef al (2004) and Burgstahler ef al. (2006) provide evidence that
EM is constrained in countries with a strong legal environment and high disclosure
requirements. In addition, Bushman and Piotroski (2006) find evidence that countries with
high-quality judicial regimes and a diffused ownership structure are associated with
greater conditional conservatism. The above-mentioned studies employ proxies related to
the rule of law, judicial efficiency and investor protection. However, the association
between the average quality of corporate governance in a country and the level of EM has
not yet been investigated. Similarly, there is no evidence that has been documented on
whether the model of corporate governance adopted by a country can explain variations in
the level of EM or not[1].

Thus, this paper aims to contribute to the literature by providing direct evidence to
answer the following questions:

RQ1I. Is the governance model adopted in a single country associated with the level of
EM in that country?

RQ2. Is the quality of corporate governance as assessed by country-level ratings by
Governance Metrics International (GMI) associated with EM?

This will increase understanding of the impact of national corporate governance on
the accounting environment, which varies across different countries. Variations in the
accounting environment (accounting quality, accounting enforcement, disclosures, etc.)
across countries are usually attributed to several micro-level and macro-level factors. This
study aims to contribute to this area of research by providing answers to the above-
mentioned questions while carefully controlling for other determinants of EM as indicated
by earlier studies.

The study is conducted on a country level for two main reasons. First, the relationship
between firm-level corporate governance and EM has been extensively covered in the
literature; however, studies investigating the association between corporate governance and
EM on a country level, to the best of the authors’ knowledge, do not exist. Second,
country-level GMI ratings for corporate governance are measured by averaging corporate
governance attributes from different firms residing in each country. Hence, to come up with
proper inferences on the relationship between corporate governance quality and EM at the
country level, EM scores are also computed as an average of the EM scores of firms residing
in one country.



According to GMI president and CEO at the time of this study, Howard Sherman,
country rankings are only a guide, as there are still variations within a country that exist
between firms in the quality of corporate governance. This study exploits the presence of
this guide to assess whether it is also useful in predicting the level of EM in a country or not.
The study develops a data set of 28 countries to investigate whether adopting a corporate
governance model has an impact on the level of EM in a country, and whether the quality of
corporate governance is a significant predictor of the level of EM. It measures the
quality of corporate governance using GMI ratings and EM using the EM scores provided
by Cai et al (2014).

The results show that adopting an Anglo-Saxon corporate governance model and higher
GMI ratings are both associated with lower levels of EM. The study controls for several
economic and institutional variables that are likely to affect the results, such as the legal
environment, economic development, size of capital market, as well as other accounting-
related country-level factors.

The paper is structured as follows: Section 2 reviews the relevant literature and develops
the main hypotheses. Section 3 illustrates the research design and explains the data and
variables used in this study. Section 4 discusses the univariate analysis and descriptive
statistics, Section 5 provides the main results of the study, while Section 6 presents the
robustness tests performed to assure the reliability of the findings. Finally, Section 7
summarizes and concludes the paper.

2. Literature review and hypothesis development

Recent accounting literature has been quite interested in EM/earnings quality (see Dechow
et al, 2010, for a review). A huge number of studies have investigated the determinants and
consequences of EM at the firm level, whereas prior studies attributing the differences to
country-level institutional factors are limited. For example, Leuz et al (2003) find a
significant relationship between weak investor protection and EM. In addition, Haw et al.
(2004) show that opportunistic EM resulting from a conflict of interest between controlling
and minority shareholders is less often observed in countries with strong investor
protection. Finally, Burgstahler ef al (2006) show that strong legal institutions are
successful in deterring EM.

In summary, a limited number of studies have attributed country-level EM to different
institutional variables. One of the most important institutional variables that has been used
in the accounting literature is the enforcement of accounting standards, which has a positive
association with higher accounting quality (Brown et al, 2014). Nevertheless, the link
between corporate governance and EM on a country level has not yet been investigated.

Prior studies show that common law countries (e.g. USA, UK) provide stronger
protection to investors and minority shareholders (La Porta ef al, 1998). The Anglo-Saxon
model was originally followed in the USA and the UK. It is also followed by
Commonwealth countries (Ahmad and Omar, 2014). The USA, the UK and other countries
(Australia, Canada, Malaysia, Pakistan, Singapore and others) that follow common law
exhibit strong investor protection and a strong legal environment. Prior studies show that
common law countries demonstrate lower levels of EM compared to code-law countries
(Leuz et al.,, 2003). La Porta et al. (1998) show that corporate governance is directly linked
to the legal family to which the country belongs. Therefore, this study identifies
the countries with an English legal origin (common law) as countries adopting the
Anglo-Saxon model.

This study is different from that of Leuz ef @/ (2003) in its sample period, as that research
measures EM during the period 1990-1999, while this study measures EM from 2000 to
2009. Moreover, the variables included in Leuz ef al (2003) do not capture variations in
corporate governance practices across different countries.
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However, given the variations in accounting environments and the enforcement of
accounting standards, more recent studies show that reducing EM is a function of several
other institutional attributes. For example, Christensen et al. (2013) demonstrate that EM
decreases only if proper accounting standards are accompanied by changes in enforcement,
where this would guarantee that the set of accounting standards adopted would achieve its
intended objectives. In contrast, Ahmed et al. (2013) document that International Financial
Reporting Standards (IFRS) are more associated with EM even in strong enforcement
countries. Hoque et al (2012) provide evidence that investor protection is negatively
associated with EM. Given the fact that prior studies have used different institutional
factors when attempting to explain variations in earnings quality, this study takes the view
that investigating the association between the corporate governance model adopted by each
country and the level of EM is crucial. As discussed earlier, since common law countries
adopt the Anglo-Saxon model of corporate governance and they have higher investor
protection, the study predicts a negative association between adopting an Anglo-Saxon
model and EM:

HI. The Anglo-Saxon corporate governance model is negatively and significantly
associated with EM.

GMI ratings advise clients managing several portfolios with large investments (Daines ef al,
2010). If these ratings identify corporate governance characteristics that lead to positive or
negative outcomes, users of these ratings might be able to allocate their investments
efficiently in firms or countries that are more likely to provide them with reasonable returns
on their investments. This is the objective that governance advisory firms usually claim
they provide to their clients (Daines ef al., 2010). However, the question is: Do those ratings
identify important governance effects?

Prior studies investigating the reliability of such ratings are rare. In particular, Daines
et al. (2010) examine whether several ratings provide useful information or not and offer US
firm-level evidence that such rankings (GMI and other similar rankings) do not provide
useful information to shareholders. Ashbaugh-Skaife and LaFond (2006) investigate the
association between GMI ratings and cost of equity capital, and conclude that GMI ratings
are associated with a lower cost of equity capital in a sample including both US and non-US
firms. Similarly, Derwall and Verwijmeren (2007) find that GMI ratings in 2005 are
negatively associated with cost of equity capital and firm systematic risk in a sample
of US firms. Therefore, this study concludes that investigating the association between
country-level corporate governance ratings and EM can provide a significant contribution
to the literature.

Prior evidence suggests that GMI ratings on a firm level are associated with relatively
positive outcomes such as lower cost of equity capital. Therefore, the quality of corporate
governance as measured by the GMI ratings reflects better corporate governance quality.
This implies better monitoring, which in turn will reduce the information asymmetry usually
stemming from regular principal-agent conflict. This conflict of interest triggers incentives
for firms’ insiders to misrepresent firm performance through EM (Leuz et al, 2003).

Hence, this study hypothesizes that GMI ratings are negatively and significantly
associated with country-level EM:

H2. Country-level GMI ratings are negatively and significantly associated with EM.

3. Research design

3.1 Dependent variable: earnings management (EM)

This study uses EM as the dependent variable to measure the effect of accounting
enforcement. Following Cai et al (2014) and Gopalan and Jayaraman (2012), it uses two



measures of EM. In particular, it uses the variation of accruals and the magnitude of
accruals to capture earnings smoothing and managerial discretion in reported earnings,
respectively. The effect of corporate governance as a monitoring tool is more likely to affect
how managers use their discretion over reported earnings for EM purposes. Therefore, this
study focuses on two measures that capture how this discretion is used to reduce the
variability in reported earnings and the magnitude of accruals.

Earnings smoothing captures the extent of reducing the variability of reported earnings
by adjusting the level of accruals (Leuz ef al., 2003). Following Leuz ef al (2003), this measure
is a country’s median ratio of the firm-level standard deviation of operating earnings
divided by the firm-level standard deviation of cash flows from operations. The scaling
by cash flows from operations captures and controls for heterogeneity in individual
firms’ performance. The lower this ratio, the higher is the level of EM through income
smoothing conducted in this country. EM country-level scores were obtained for the 28
countries sampled in this survey during 2000-2009 from the study conducted by Cai ef al.
(2014, pp. 162-164).

The second EM metric captures the magnitude of accruals. It is used as a measure for
management discretion over reported earnings (Leuz et al, 2003). It is measured as a
country’s median ratio of firms’ absolute value of accruals scaled by the absolute value of
cash flow from operations. The scaling controls for firm size and performance. Similar to
smoothing, country scores of magnitudes of accruals are obtained from Cai ef al. (2014).
Larger values indicate higher EM.

Finally, following Cai et al (2014) and Gopalan and Jayaraman (2012) and to reduce
measurement error, the two measures are combined into an aggregate EM proxy. To do this,
income smoothing scores are first multiplied by —1 to reverse their direction, so that higher
values indicate higher EM. Next, the scores of the reversed income smoothing are added to
the magnitude of accruals to compute the main variable (EM). EM measures the degree of
country-level EM, where higher EM values indicate more EM. A summary of all variables,
definitions and data sources is presented in Table Al

3.2 National corporate governance

As mentioned earlier, this study employs two proxies to capture national corporate
governance. The first is an indicator variable that receives the value of 1 if the country is
following the Anglo-Saxon governance model (ANGLO) and 0 otherwise. The second is the
GMI rating for the quality of corporate governance in each country (GMI).

Corporate governance practices of firms vary due to several factors. This variation in
practices creates a challenge in constructing a measure for corporate governance practices
across countries (Daniel et al, 2012). Yet, GMI has created a national corporate governance
index extrapolated from the practices of the firms within each country.

“The corporate governance practices examined include board accountability, financial
disclosures and internal controls, shareholder rights, executive compensations, takeover
defenses and ownership base, and corporate accountability” (Daniel ef al, 2012, p. 375).

The country GMI score is a composite country score that serves as an indicator for the
corporate governance practices of the firms in that country. GMI Ratings was acquired by
Morgan Stanley Capital International (MSCI) in 2014 and integrated within MSCI ESG
Governance Metrics. This metric examines company events, corporate behavior and
governance structures. The metric covers various measures organized into four pillars:
board, pay, ownership and control, and accounting. Each country, based on the average of
companies located in the country, receives a score between 0 and 10. Higher values
indicate better corporate governance. GMI does not report a country score if the number of
firms covered in the analysis is fewer than 10. GMI ratings for the countries sampled in
this study are available for 2004 and 2006[2]. For the years where GMI ratings were not
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reported, the score of the most recent available year is used. The authors note that the
sample is restricted to the 28 countries with data available for both EM scores
and GMI ratings.

3.3 Control variables

In order to insure valid results, a set of relevant control variables. First, we control for
variables that are more likely to be related to the level of EM in a country. In particular, we
control for the adoption of IFRS by countries in our data set IFRS MANDATORY). Prior
studies provide evidence that IFRS adoption is a significant determinant of EM (e.g. Lin
et al, 2012; Ahmed et al., 2013; Jeanjean and Stolowy, 2008; Doukakis, 2014). Although the
findings of prior studies are to some extent considered to be inconclusive as they provide
mixed results, we believe that IFRS adoption should be controlled for to avoid bias from
omitting a correlated variable.

Additionally, we control for the interaction between the corporate governance model
adopted (ANGLO) and IFRS adoption by introducing an interaction term IFRSANGLO to
the regression model. In this case, we would like to assess whether the corporate governance
model for countries specifically adopt IFRS has any significant association with EM.
Similarly, an interaction term was controlled for the quality of corporate governance and the
IFRS adoption, IFRSGML

Also, we control for ownership concentration (OWNERSHIP) in our sampled countries.
As argued by Leuz et al. (2003), countries with higher concentration of ownership witness
higher levels of EM due to the agency conflict between minority and controlling
shareholders. In the case of concentrated ownership, controlling shareholders can use their
controlling rights to extract private control benefits. This is followed by an attempt to utilize
their control to influence managers to use their discretion over reported earnings and
manage earnings to conceal those private control benefits. We measure ownership using the
ownership concentration scores from La Porta et al (1998).

Second, we control for the legal enforcement of the country. Leuz et al (2003) and Cai ef al.
(2014) find evidence that outside investor rights (OUTSIDE INVESTOR) as measured by
anti-director rights index by La Porta et al (1998) and legal enforcement (LEGAL
ENFORCEMENT) measured by the legal variables in La Porta et al. (1998) are significant
determinants of EM on a country level.

Third, as prior studies indicate that firms in large and developed capital markets engage
in less EM attributing this to the ability of developed capital markets to unveil firms will less
informative earnings (Burgstahler et al, 2006; Leuz et al, 2003), we control for the
development of the capital market using two proxies. In particular, following Cai ef al
(2014), we control for market liquidity measured as the total value of market trading as a
percentage of a country’s GDP (VALUE TRADED) and the ratio of stock market
capitalization as a percentage of GDP (MARKET CAP).

Fourth, capital structure can affect the level of EM. An important incentive for EM is to
reduce the possibility of violating debt covenants (Healy and Wahlen, 1999). When firms
have more debts, managers have incentives to engage in EM to comply with contractual
covenants (Watts and Zimmerman, 1978). We control for capital structure using the
country’s median ratio of long-term debt to total assets (LT DEBT/TA).

We also control for taxation. While the relationship between taxation and EM is not
clear, it is important to control for taxation as an additional source of accounting discretion
as higher tax rates increase the incentives to reduce taxable earnings (Soderstrom and Sun,
2007). Thus, we control for the country’s median ratio of total income taxes to total assets
(TOTAL TAXES/TA).

Finally, for all our tests we control for economic development and growth of countries
using four variables. Namely, we control for grow domestic product (GDP), percentage of



change in inflation INFLATION), percentage of change in imports (IMPORTS) and percent
of change in exports (EXPORTS). Additionally, all our models include year dummies to
capture any year fixed effects.

3.4 Regression models
We employ the following OLS regressions to test our hypotheses. All variables description
and data sources are described in Table AL

Models (1) and (2):

EM = f,+ B, x NATIONAL GOVERNANCE + 8, x IFRSMANDATORY

+ B3 x OWNERSHIP + 8, x OUTSIDE INVESTOR

+B5 x LEGAL ENFORCEMENT + i x VALUE TRADED

+ B, x MARKET CAP+ 5 x LTDEBT /TA + g x TOTALTAXES/TA

+ By x GDP+ By, x INFLATION + B, x IMPORTS + ;5 x EXPORTS (1)

Where NATIONAL GOVERNANCE) is measured by the variable (GMI) in model 1 and by
the variable (ANGLO) in model 2. To investigate the effect of the interaction between
national governance and IFRS adoption on EM, we re-estimate the models specified above
after introducing the interaction term measuring the combined effect of national governance
and IFRS adoption in each model similar to models (1) and (2).

Models (3) and (4):

EM = f,+f, x NATIONAL GOVERNANCE + $, x IFRSMANDATORY

+ B3 x NATIONAL GOVERNANCE x IFRS+ f, x OWNERSHIP

+B5 x OUTSIDE INVESTOR + fs x LEGAL ENFORCEMENT

+PB, x VALUE TRADED+ B4 x MARKET CAP+ f, x LTDEBT/TA

+B1o x TOTALTAXES/TA+ B;; x GDP+ B, x INFLATION

+ B3 x IMPORTS + B, x EXPORTS ©

Country-level GMI ratings that are publicly available and EM scores from Cai et al. (2014)
are used for a total of 28 countries. Countries in our data set are and their GMI ratings are
presented in Table AIL

4. Descriptive statistics and univariate analysis
Table I provides descriptive statistics for the key variables in the study. As Table I shows, the
mean (median) of EM is —0.07 (=0.037), which means that, on average, our sampled countries
exhibit a high level of EM as measured by the composite measure of income smoothing and
magnitude of accruals. This is justified by the average level of ownership concentration that
shows a mean (median) of 42 percent (48 percent) which is consistent with the findings linking
high ownership concentration with EM on both firm and country level (Leuz et al, 2003).

Our sampled countries show an observable variation in both, the corporate governance
model adopted, and the quality of governance on a country level as measured by the GMI
ratings. Around 50 percent of the countries follow the Anglo-Saxon corporate governance
model. GMI ratings range from 2.31 and 7.33 with a mean (median) 5.284 (5.410). The
maximum score a country can receive in GMI ratings is 10. This indicates that most of the
countries have an average country-level governance score as per GMI ratings.

Table II presents the correlations for the main variables of interest. We report both
Spearman and Pearson correlation coefficients. The coefficients and significance levels are
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Table I.
Descriptive statistics

Variable Mean Median SD Minimum Maximum
EM -0.070 —0.038 0.213 —0.552 0.764
ANGLO 0.480 0.000 0.501 0.000 1.000
GMI 5.284 5410 1213 2.310 7.330
IFRS Mandatory 0.260 0.000 0.438 0.000 1.000
Ownership 0419 0.480 0.150 0.120 0.680
Legal Enforcement 8.016 8.900 2115 2.900 10.000
Outside Investor 3.230 3.000 1.387 0.000 5.000
Total Taxes/TA 1.191 1123 0.661 0.000 3.378
LT Debt/TA 10.207 10.737 5.694 0.679 24.434
Market Cap 100.942 68.934 125.340 6.781 1,254.465
Value Traded 77592 58.994 94.083 2454 952.667
Inflation 2.763 2334 2.463 —3.743 17.632
GDP 2.780 2901 2912 —8.539 10.739
Imports 4589 5.385 8.824 —25.612 28.882
Exports 4272 4417 8.120 —24.895 24.949

Notes: This table provides descriptive statistics for the variables used in the main analysis. All variables are
defined as described in Table Al

similar and the correlations are averagely low to raise a flag that multicollinearity might
cause a problem to our findings. All correlations between EM and the variables of interest
exhibit the expected signs and are all significant (ANGLO, GMI, IFRS MANDATORY,
OWNERSHIP, OUTSIDE INVESTOR and LEGAL ENFORCEMENT).

5. Empirical results and discussion

Table I presents the results of our main regressions specified in Equations (1) and (2). Table III
shows the effect of national governance model and governance quality on country-level EM.
The first four columns in Table III correspond to models (1) to (4) described earlier.
In columns 1 and 3, GMI is the main independent variable of interest. In columns 2 and 4,
ANGLO is the main independent variable of interest. In the first two columns each proxy for
national governance is used as a predictor variable, then in columns 3 and 4 each proxy
interacts with IFRS adoption to investigate the incremental effect of such an interaction term.
Additionally, to assure that our results are not driven by unobservable fixed effects, we rerun
the OLS regressions specified in Equation (2) while standard errors are clustered by year.

The findings reported in Table III support our main hypotheses. Precisely, the
coefficients of both GMI and ANGLO are negative and significant at the 1 percent level. Our
interpretation to those relationships is that when a country scores a high score in the GMI
ratings (as a proxy for country wide level corporate governance quality) or follows the
Anglo-Saxon corporate governance model, it is less likely that the level of EM in this
country will be high.

The coefficients for IFRS MANDATORY) are to some extent mixed. However, similar to
prior studies, the association between IFRS adoption and EM might yield inconclusive
results in several cases. For example, some studies find that IFRS adoption reduces
accounting quality or increases EM (e.g. Lin et al, 2012; Ahmed et al, 2013; Jeanjean and
Stolowy, 2008; Capkun ef al, 2016) while other studies report evidence that IFRS are
associated with lower levels of EM (Barth et al, 2012; Barth et al, 2014). It is also worth
noting that the ability of IFRS to enhance reporting quality is dependent on several
institutional factors like pre-IFRS adoption divergence (Cai et al, 2014), accounting
enforcement (Brown et al., 2014), investor protection (Leuz et al,, 2003; Hoque et al., 2012) and
other variables related to factors that move on a country level.
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Table III.
Main tests

Variable Model 1 Model 2 Model 3 Model 4 Model 5 Model 6
GMI —0.371%%* —0.453%%* —0.080%**
ANGLO —(0.35] %% —(.345%k —0.184 %k
IFRSGMI 0.644 %% 0.060%**
IFRSANGLO —-0.020 —-0.082
IFRS Mandatory 0.086 —0.100*  —0.560*** —0.087 —(.342%k —0.066*
Ownership 0.445%%F (0 436%F*  0480%*  ().434%** 0.673%#* 0.724%%*
Outside Investor 0.026 0.045 0.031 0.047 0.000 0.030%#*
Legal Enforcement —0.28%** (. 479%F —(.256%F* —().479%** —0.020%#* —0.045%#*
Market Cap —0.024 -0.038 —0.042 —-0.033 0.000 0.000
Value Traded 0.145* 0.131 0.155* 0.126 0.000%* 0.000
LT Debt/TA —0.038 0.000 -0.013 —-0.004 0.000 —0.004+*
Total Taxes/TA —0.043 —0.112%*% —(,064 —0.112%* —0.037%* 0.047%#%
GDP —0.261%*% —(0.165%* —0.268%** —(0.167** —0.013%** —0.014%**
Inflation —0.105%  —0.252%k% —0111%* —(.248%** —0.013** —0.015%**
Imports —0.137*%  —0.042 -0.116 —-0.045 —-0.002 —-0.001
Exports 0.111 0.124%* 0.081 0.127* 0.002 0.003
Years Fixed Effects Yes Yes Yes Yes SE clustered by  SE clustered by
year year
N 280 280 280 280 280 280
R 0.662 0.557 0.639 0.557 0.596 0571

Notes: This table presents the OLS regressions results of the main variables of interest on EM. All variables
are defined as described in Table AL *** ***Sjgnificant at the 0.1, 0.05 and 0.01 levels, respectively

Therefore, we extend our analysis and examine the effect of the interaction between our
country-level variables of interest, GMI and ANGLO, and EM. The interaction term
between GMI ratings and IFRS adoption is positive and significant, but the interaction
term between the governance model adopted, ANGLO, and IFRS is negative yet
insignificant. This result supports the notion that IFRS could be associated with more EM.
Several studies have investigated the association between IFRS adoption and EM and
found evidence that EM increase after IFRS adoption (Lin ef al,, 2012; Ahmed et al., 2013;
Callao and Jarne, 2010; Capkun et al, 2016; Jeanjean and Stolowy, 2008). Also, evidence
shows that even in countries with strong enforcement IFRS did not reduce EM (Jeanjean
and Stolowy, 2008; Ahmed et al.,, 2013; Christensen et al., 2015). Barth et al. (2008) explain
that IFRS could reduce accounting quality (increase EM) because it could eliminate
alternatives that are more suitable to present the economic standing of a business in a fair
manner. Another reason that IFRS might lead to more EM is that IFRS as a set of
principle-based standards, they lack implementation guidance and hence can provide
managers greater flexibility (Ahmed et al, 2013). Since managers could utilize this
discretion to their advantage as documented in prior studies (e.g. Leuz et al., 2003), the
increase in discretion is likely to lead to more EM.

Like prior studies, we find that ownership concentration (LEGAL ENFORCEMENT) is
positively (negatively) and significantly associated with EM (Leuz ef al,, 2003). Also, results
reported in Table III show that on aggregate, economic development is negatively
associated with the level of EM in a country.

In summary, our findings suggest that national corporate governance, whether
measured by the corporate governance model adopted or the quality of governance
practices in the country is a significant determinant of country-level EM. More precisely, if a
country follows a governance model that is assumed to be of higher quality or receives a
high score in the GMI ratings, it is more likely that the EM level in this country is low
compared to other countries after controlling for all potential correlated variables noted in
prior studies.



6. Robustness checks

To determine the robustness of our results, we conduct a battery of robustness checks. The
results of our robustness tests are reported in Table IV. First, we investigate whether our
results are sensitive to the inclusion of the country-level control of corruption as measured
by Kaufmann et al. (2014). Prior studies document that corruption is negatively correlated to
accounting and audit quality (Kimbro, 2002; Malagueno et al, 2010). To identify whether our
results are affected by omitting a potential correlated variable, we re-estimate our main
regressions after controlling for KAUFMANN, which captures the extent of controlling
corruption in a country. The results of this analysis are presented in columns 1 and 2 of
Table IV. The inclusion of country-level corruption to our main models did not change the
magnitudes nor the directions of our main variables of interest (GMI and ANGLO).

Second, in columns 3 and 4, we control for the accrual rules index (ACCRUALINDEX)
used by Hung (2001). This variable allows us to control for the local rules for each country
for using accruals to accelerate the recognition of economic transactions. How each country
introduces and enforces the usage of accruals by firms residing in this country could
certainly affect the level of EM when it is measured using accrual-based EM metrics.
However, as Table IV shows, our main variables of interest are not affected by controlling
for the country level usage of accruals. It is worth mentioning that the accrual index exhibits
a significant positive relationship with EM in model 3.

Third, in columns 5 and 6, we control for the divergence between the country’s local
standards and IFRS (DIVERGENCE). Cai et al (2014) provide evidence that EM is
conditional on the pre-adoption divergence of local accounting standards from EM. They
assign an annual score for each country based on the differences between its local
accounting rules vs IFRS and in the years following the adoption of IFRS for this country

Model 1 Model 2 Model 3 Model 4  Model 5 Model 6 Model 7
GMI —0.376%** —0.415%** —0.328%**  —(),184%**
ANGLO —0.357%** —0.209%%% () 284%**
Kaufmann 0.045 —-0.109 -0.014 —0.262%%
Accrual Index 0.124* 0.144
Divergence 0.204%%%  (0.196%**
IFRS Mandatory 0.085 —-0.102* 0.158%* 0.081 0.014 0.178**  0.020
Ownership 0438%%  0445%%k  (356%**  (0538%k*  (0426%FF  (432%FF (0,569
Outside Investor 0.022 0.047 —0.068 0.110 0.043 0.037 0.341%#*
Legal Enforcement  —0.326**%* —(.375%** —0213** —0.045 —0.475%%k 207k () 409F**
Market Cap -0.023 —0.044 0.092 0.208* -0.007 0.028 -0.210*
Value Traded 0.138 0.140%* 0.131 —0.008 0.115 0.105 0.261°*
LT Debt/TA —-0.032 -0.015 -0.110 —0.340%*%  —(,026 —-0.068 —-0.106*
Total Taxes/TA —-0.050 —0.113%*%  (.133* 0.334%#  —0.117%* 0,049 —-0.032
GDP —0.263%%k  —0.168%*  —(0.259%k* —(.259%*  —(.153* —0.240%%k (. 510%**
Inflation -0.112* —0.249%%%  —0.041 —0.159%*  —0251%F* —(,112%F  —(0.187%**
Imports —0.134* —-0.039 —0.049 -0.023 —-0.040 -0.117 0.133
Exports 0.114 0.130%* 0.068 0.079 0.121%* 0.113 0.000
Years Fixed Effects Yes Yes Yes Yes Yes Yes Yes
N 280 280 200 200 280 280 280
R 0.624 0.559 0.719 0.653 0573 0.637 0.447

Notes: This table presents our robustness tests. In columns 1 and 2 we control for the level of controlling
corruption in a country. In columns 3 and 4, we control for the country-level accounting rules on the use of
accruals. In columns 5 and 6, we control for the divergence from IFRS as measured by Cai ef al. (2014).
In column 7, we use an alternative EM proxy derived from the residuals of regressing EM scores on EM
determinants and using the residuals as the dependent variable. All variables are defined as described in
Table Al *** **tSjgnificant at the 0.1, 0.05 and 0.01 levels, respectively
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the divergence score will be zero. The results of this test are reported in columns 5 and 6 of
Table IV. Our results are in line with Cai ef a/. (2014) that the level of divergence from IFRS is
positively and significantly associated with EM as the coefficient of DIVERGENCE is
positive and significant in both models. However, the significance of the pre-adoption
divergence did not affect the magnitude nor the significance levels of our national
governance proxies.

Finally, to ascertain that our results are not affected by the collinearity between
institutional variables (economic, legal and enforcement) and year fixed effects we replace
our EM proxy with the residuals of EM. We estimate the residuals by regressing EM scores
on economic controls, legal system, year fixed effects and capital market development. This
enables us to run our tests after eliminating the estimated effect of those factors on EM. The
results of this test are presented in column 7 of Table IV.

Taken together, all results are consistent in the sense that corporate governance on a
country level is a significant predictor of the level of EM within the country. Our results are
robust to the inclusion of several potential omitted correlated variables, economic
development indicators and alternative econometric designs.

7. Summary and conclusion

This paper aims to assess the relationship between national corporate governance and EM
in 28 countries for the period 2000-2009. We use two proxies for national corporate
governance: the governance model adopted in a single country being Anglo-Saxon or
otherwise, and the quality of corporate governance in a country as measured by GMI
ratings. We find that countries adopting the Anglo-Saxon corporate governance model and
those with high GMI ratings, have lower levels of EM. In other words, national corporate
governance does have a significant negative influence on EM as hypothesized in our paper.
We also find the same results after controlling for several accounting, economic and
institutional variables.

This paper contributes to the literature of EM and corporate governance being the first,
up to our knowledge, to study the relationship between the aforementioned variables on a
country level. Implications of our results are of importance to various types of investors,
regulators and academic researchers. Investors are willing to invest in countries with good
corporate governance, in other words, high GMI ratings, where this implies that companies
would also experience minimal EM practices and thus having more ethical and non-corrupt
environments. Accordingly, countries with high ratings would be more appealing to
investors and have higher opportunities for growth and development. Similarly, investors
would assess countries adopting Anglo-Saxon corporate governance models to be of lower
EM practices.

Regulators should also consider the relationship between the countries ratings in general
while setting policies and standards to prevent or curb EM. Based on the significant
association between corporate governance and EM, if regulators and policy makers aim at
enhancing the governance environment, this will indirectly lead to reduced EM. This could
be through enhancing investor protection and the legal environment, which are the
characteristics of Anglo-Saxon CG models. Our findings also have implications for future
research. First, we show that the quality of national governance assessed by GMI ratings
can be a valid proxy that can be employed in investigating the association between
institutional variables and other financial reporting outcomes. Second, it might be possible
in future studies to consider controlling for GMI ratings as a control for country-level
corporate governance. Since GMI ratings are stemming from firm-level governance
practices, it might be useful to combine them with indicators that are measured at the
country level such as legal enforcement, accounting enforcement, investor protection, rule of
law, control of corruption and other relevant factors.



Notwithstanding, it is important to be explicit about the inherent limitations of our
research. First, our research design does not allow us to claim a causal relationship between
country-level governance and EM. Like somewhat all empirical studies, regression analysis
is not capable of providing evidence on a causal relationship rather than association
between the variable of interest and the dependent variable. Therefore, we caution that our
findings are interpreted as a claim of a causal relationship between corporate governance
and EM on a country level.

Second, although we have controlled for all determinants of EM specified by prior
studies as an attempt to avoid the endogeneity that might be caused by an omitted
correlated variable bias, it is very difficult to appropriately deal with all endogeneity
concerns. The study attempts to mitigate concerns about endogeneity by including
relevant controls, adding robustness tests with alternative specifications and using EM
residuals estimated using determinants of EM and year fixed effects.

Third, it is not possible to get GMI ratings for all years in the sampled period. However,
the authors argue that GMI ratings for corporate governance that represent or measure the
quality of corporate governance in the sampled countries are affected by the institutional
setting and the regulatory environment of the country and, hence, that it is more likely
that corporate governance will not significantly change in a particular country from one
year to another.

Notes

1. The authors acknowledge that the quality of corporate governance in a country and the level of
EM could be affected by several institutional variables. Therefore, the empirical analyses
control for all variables that could explain variations in the level of EM that were documented in
prior EM literature.

2. Scores for 2004 are adopted from Bauer et al. (2008) and are computed as of 2004. Scores for 2006
are adopted from Daniel et al (2012) and are computed as of 2006.
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Table Al
Variable definitions
and data sources

Appendix 1

Variable

Measure

Description

Data source

Dependent variable

National
Governance

ANGLO

GMI

Independent variables

Earnings
Management

IFRS
Mandatory
Adoption
Ownership
Concentration

Investor
Protection

Legal
Enforcement

Value of
Shares
Traded
Capital
Market Size
Capital
Structure
Divergence
from IFRS

Taxation

EM

IFRSMANDATORY

OWNERSHIP

OUTSIDE
INVESTOR

LEGAL
ENFORCEMENT

VALUE TRADED

MARKET CAP
LT DEBT/TA

IFRS
DIVERGENCE

TOTAL TAXES/
TA

An indicator variable that receives the value of 1
if the country adopts an Anglo-Saxon
governance model including Australia, Canada,
Hong Kong, Indonesia, India, Ireland, Japan,
New Zealand, Singapore, Thailand, UK, and US
and 0 otherwise including Austria, Belgium,
Denmark, Finland, France, Germany, Greece,
Italy, Netherlands, Norway, Philippines,
Portugal, Switzerland, Spain, South Korea,

and Sweden

Country-level score of quality of earnings
management calculated by GMI ratings as

the average score of companies residing in
each country

Aggregate country-level score of earnings
management as measured by the total of income
smoothing and the magnitude of accruals.
Income smoothing scores are multiplied by —1 to
reverse the direction and interpret more income
smoothing as more earnings management

An indicator variable that receives the value of
one for all country-years in which IFRS was
mandated on a country level

The median percentage of common shares
owned by the largest three shareholders in the
ten largest privately owned non-financial firms
An aggregate measure of minority shareholder
rights and ranges from 0 to 6, where 0 signifies
the weakest investor protection and 6 signifies
the strongest investor protection provided to
minority (outsider) investors

The arithmetic mean of five measures of
enforcement. Judicial efficiency, rule of law,
corruption, risk of expropriation and risk of
contract repudiation

The total value of market trading as a
percentage of GDP

The ratio of stock market capitalization to GDP

The country’s median ratio of total long-term
debt to total assets

The summary score of how domestic GAAP
differs from IAS. High scores stand for more
discrepancies between local GAAP and IFRS
The country’s median ratio of total taxes to
total assets

Hand-Collected

GMI ratings
(publicly available
on the internet)

Cai et al (2014)

Deloitte IASplus
Website (2015)
La Porta et al. (1998)

La Porta et al. (1998)

La Porta et al. (1998)

World Bank

World Bank
Cai et al (2014)

Cai et al (2014)

Cai et al (2014)

(continued)




Variable Measure

Description Data source

Corruption Kaufmann

Accrual Rules Accrual Index

Economic Controls

Control of corruption index Score. This measure Kaufmann ef al
reflects perceptions of the extent to which public (2014)

power is exercised for private gain, including

both petty and grand forms of corruption, as

well as “capture” of the state by elites and

private interest. Index score ranges from

approximately -2.5 to 2.5, with a higher score

indicating less corruption and vice-versa

The countries use of Accrual Rules to enhance Hung (2001)
the recognition of economic transactions
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GDP GDP Gross domestic product in USD current Prices World Bank (2014)
Inflation Inflation Percentage change in inflation World Bank (2014)
Imports Imports Percentage change in imports World Bank (2014)
Exports Exports Percentage change in exports World Bank (2014) Table Al
Appendix 2

Country 2004 2006
Australia 6.73 724
Austria 5.04 494
Belgium 452

Canada 7.19 7.33
Switzerland 5.66 561
Germany 558 5.66
Denmark 46 463
Spain 546 491
Finland 6.05 6
France 494 447
UK 7.12 7.3
Greece 293 252
Hong Kong 463 5.08
Indonesia 383
India 467
Ireland 6.04 713
Italy 541 5.64
Japan 357 4.01
South Korea 2.31
The Netherlands 6.58 6.51
Norway 5.23

New Zealand 5.62 6.67
Philippines 5.5
Portugal 4.55 4.36
Singapore 5.32 5.65
Sweden 542 545
Thailand 5.75
USA 7.23 7.22
Notes: This table presents the average global rating of corporate governance practices as evaluated by GML
2004 scores are adopted from Bauer ef al (2008) and are computed as of 2004. 2006 scores are adopted from Table AIL
Daniel ef al. (2012) and are computed as of 2006 Country GMI ratings
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