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Earnings management in family firms

Abstract

Our study investigates the earnings managemenibhaby listed family firms. Based on the
most commonly used accounting theory for familynr namely agency theory, we develop
the hypothesis that associates the different sizerily firms with the level of earnings
management and make a comparison with non-famihgsti We also examine whether the
incentives of earnings management are likely todifierent in large family firms, small
family firms, highlighting the differences from niamily firms. This study relies on United
Kingdom firms on the London Stock Exchange andhairtievel of discretional accruals. Our
findings demonstrate that large family firms hawedr earnings management, whereas small
family firms have higher earnings management ak bompared to nonfamily firms. They
confirm broad findings from US literature which iocate that large family firms face less
severe type Il agency problems than nonfamily fijrras well as findings in European
literature which suggest that small family firmsdamore severe type Il agency problems
than nonfamily firms. This study fills a gap in thierature, suggesting that not only the level
of family ownership, but also the family firm sisbould be considered when addressing the
incentives for earnings management.

1. Introduction

There are two major ongoing debates in accounting &nance literature in
addressing the interplay of “controlling family” érfaccounting” (Miller and Le Breton-
Miller, 2006). The first is linked to the foundirigmily’s interest in the long-term viability of
the firm, its concerns with family and firm reputat, and its enhanced power to better
monitor managers; this is resulting in higher dgyaticcounting reported by family firms.
Lack of alignment between managers and owners niightess prevalent in family firms
(Anderson and Reeb, 2003), referred to here asltggency problem.

In the second scenario, attempts to mislead ostekeholders about the actual
financial performance of the firm and to conceat txtent of wealth expropriation by
founding or controlling families are resulting iomter quality accounting reported by family
firms. The controlling family may have incentivesdathe ability to extract private benefits at
the expense of minority shareholders (Fama andederd®83; Shleifer and Vishny, 1997),
referred to here as type Il agency problem.

These two broad alternative views of how the “actimg” and “controlling family”
entities may interact have been conceptually addcesind empirically tested, yielding rich
yet sparse and often contradictory insights. Firrscandals in the United States and Europe
in firms that are widely held (e.g., Enron, XeromdaWorldcom) as well as in family
controlled firms (e.g., Cirio and Parmalat) havghtighted the importance of the quality of
accounting information, with the especial emphasis earnings management practice.
Nevertheless earnings management is a major résegoic in the financial accounting field,

www.congressousp.fipecafi.org



Sdo Paulo/SP - 25 e 26 de Julho de 2013
Congresso . R .
@ Desafios e Tendéncias
T e da Normatizacdo Contabil

Contabilidade

the stream of research has directed only limitadntibn to the antecedents of earnings
management in family firms.

The problem of earnings management in family filsyparticularly important (e.qg.,

Ali et al., 2007; Prencipe et al., 2008) in ligttthe scare recent studies and its important
consequences for accounting practice. The quesfiovhether family firms have a lower or
higher level of earnings management than non-fafiritys remains unanswered. Among the
large United States corporations (Wang, 2006; Alale, 2007; Tong, 2007; Jiraporn and
Datalt, 2009) empirical evidence shows that farfifips have a fewer incentives for earnings
management than non-family firms. In other econginile evidence is scarce and provides
mixed results (Cascino et al., 2010; Principe £t2408; Principe et al., 2011). Gabrielsen et
al. (2002) concluded that the effect of firms’ owstep on earnings management in Danish
firms is different from in the United States. Thelers attribute their findings to the different
size of firms found in the United States and Derkm@he impact of earnings management in
large family firms is expected to be different from small family firms. However, none of
the previous studies has thoroughly investigatee ¢ffect of firm size on earnings
management in family firms.

This study investigates whether the incentivesanhigs management are likely to be
different in large family firms, small family firmshighlighting the differences from
nonfamily firms. No large scale empirical study l@mlyzed this basic issue. Based on the
most commonly used accounting theory for familynB; namely agency theory, we develop
the hypothesis that associates the different sizerily firms with the level of earnings
management and make a comparison with non-fanitysi

We use the discretionary accruals model to medhkerkevel of earnings management;
this corresponds to the value of the differencewben the levels of total and non-
discretionary accruals. The latter were estimate@tinary Least Square method, based on
the Modified Jones Model proposed by Kothary et(2005), a model frequently used to
measure earnings management practices. A multigastatistical analysis was applied using
the traditional multiple regression technique.

Our empirical study is based on listed firms in tha@ted Kingdom, included in the
London Stock Exchange, in the period from 2006 @l® and using the Thomson
Worldscope Database. We applied the European Usritaria to define listed family firms,
i.e. when 25% of the firm’s social capital is hélgthe family and a family representative or
relative is heavily involved in the company managabhand board.

In general, our results are in line with expectagicAccording to our findings, type |
agency problem prevails over type Il agency probienarge family firms and this gives rise
to fewer incentives for earnings management; ondatier hand, type Il agency problem
prevails over type | agency problems in small fgnfilms which leads to greater incentives
for earnings management when compared with nonhfaimins. In relation to large family
firms, our results are consistent with the empirgtadies on companies in Anglo Saxon
countries, while our results for small family firmenfirm the empirical studies on companies
in Continental Europe.

The findings of this study contribute to the liter@ on agency theory, in that we are
among the first authors to analyze the influenctawfly firm size, with its ability to mitigate
or aggravate the different type of agency problem,the level of earnings management.

www.congressousp.fipecafi.org



Sdo Paulo/SP - 25 e 26 de Julho de 2013
Congresso . R .
@ Desafios e Tendéncias
T e da Normatizacdo Contabil

Contabilidade

Salvatto and Moores (2010) note that there i®lgtvidence in the literature on the effect of
agency problems on earnings managemgnms paper fills a gap in the literature, suggestin
that not only the level of family ownership, bus@lthe family firm size should be considered
when addressing the agency theory for earnings gesnant.

The remainder of the paper is organized as folldwsection 2 we review previous
literature and in section 3 we develop our resehygothesis. Section 4 describes the sample
selection and research design. Section 5 provigesmpirical results and discussant. Finally,
Section 6 presents the concluding remarks of tinayst

2. Previous literature
2.1 Earnings management and family versus nonfdimihg

Empirical evidence regarding earnings managemeat @arnings smoothing and
accruals) in family firms is mixed, and providegiéittle in the way of consistent results
(e.g. Wang, 2006; Ali et al., 2007; Tong, 2007agorn and Datalt, 2009; Principe et al.,
2008; Principe et al., 2011). Previous, majorityiteth States and the United Kingdom
studies, suggests that family firms tend to hawes learnings management compared to
nonfamily firms (e.g.Wang, 2006; Ali et al., 200Fpng, 2007; Jiraporn and Datalt, 2009;
Cascino et al., 2010). This findings contradictglence from Europe (Principe et al., 2008;
Principe et al., 2011) and indicate that familymi& report a higher level of earnings
management compared to nonfamily firms.

Table 1 summarize the empirical studies of earnimgsmagement in family firms
compared to nonfamily and their main findings. &n there are few studies that examined
earnings management in family as compared to nmilyfdirms. This study expands on prior
research is that it focuses on whether listed faiinins differ from nonfamily firms with
respect to earnings management.

2.2. Agency theory and family firms

Two features of family firms can determine the ektef earnings management,
according type | and Il agency problem: ownerstopcentration and chance for executive
entrenchment (Salvato and Moores, 2010). Type hageroblem consists in the separation
between ownership and controls, that leads to ergénce between management and owner
interests (Jensen and Meckling, 1976). This agepmblem arise when asymmetric
information coexist with divergent objectives beémemanagers and shareholders. Type Il
agency problem arises from conflicts between cdlimigpshareholders and non controlling
shareholders, that can result in executive entraealt and high incentives for earnings
management (Fama and Jensen, 1983; Shleifer ahdyi$997).

Concerning type | agency problem, the majority ofpé&ical research asserts that
monitoring by family owners and long-run investméotizon in family firms, improve the
guality of managerial decisions, because the poeseh concentrated ownership leads to
closer monitoring of management, implying less apputy for earnings manipulation (Stein,
1988; Stein, 1999; Demsetz and Lehn, 1985; Andesuh Reeb, 2003). Families tend to
have much longer investment horizons as comparedatoother shareholders. Stein (1988)
concluded that the long-run investment horizon arhify owners is likely to discourage
family firms from engaging in myopic and value-dasting rent seeking behaviour. Stein
(1999) develops a model of inefficient manageria@hdviour in the face of rational stock
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market, and find that managers are interestedng-term earnings, but they also care about
current stock price. Author concluded that famile$p mitigate myopic investment decisions
by managers.

For a sample of S&P 500 firms, for period from 19621999, Anderson and Reeb
(2003) concluded that the owner versus managerliatan nonfamily firms is more costly
than the conflict between family and nonfamily sfieiders in founder family firms. Overall,
authors concluded that family firms performancedyghan nonfamily firms. Families tend to
hold undiversified and concentrated equity posiiheir firms. Demsetz and Lehn (1985)
argue that concentrated investors have substatt@omic incentives to diminish agency
conflicts and maximize firm value.

Extant research assumes that type Il agency proldesent on the view that
controlling families have incentives and the apitii extract private benefits at the expense of
minority shareholders, implying greater opporturigy earnings management (Anderson and
Reeb, 2004; Setia-Atmaja et al., 2009; Setia-Atnegjal., 2011; Gomez-Mejia et al., 2007).
Founding families are likely to engage in self-deglbehaviour by directly expropriating
wealth from managers, employees, or other investsegking non-profit maximizing
objectives, or generally putting their interestemothose of the firm’s other stakeholders.
Setia-Atmaja et al. (2009) find that family conteal firms employ higher dividend payout
ratios, higher debt levels and lower levels of dosdependence compared to non-family
firms.
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Table 1 - Empirical studies on earnings managemeim family firms compared to nonfamily firms

Author(s) Concept of family firms Earnings

measurement

managate Sample Theoretical approach

Research main findings Justifications

Wang (2006) Dominant family exert strong influencé\ccruals gquality Listed S&P 500 Agency theory
on the management or owns directly oDechow and Dichew (2002) companies (1994-2002)

indirectly superior voting rights (Absolute value)

(Classification is based on Anderson and

Reeb, 2003)

Family firms report lower Lower earnings management is

absolute value of discretionaryassociated with:

accruals compared to nonfamily-Better alignment of interests

firms between family members and
other shareholders

Ali, Chen and Dominant family exert strong influence Abnormal accruals - Listed S&P 500 Agency theory Family firms report lower signed_ower earnings management is
Radhakrishnan on the management or owns directly oPerformance matched model companies (1998-2002) value of discretionary accrualsassociated with:
(2007) indirectly superior voting rights Kothary et al. (2005) compared to nonfamily firms -Less earnings management
(Classification is based on Anderson andAbsolute value; opportunistic incentives;
Reeb, 2003) Signed value)
Tong (2007) Dominant family exert strong influenceAbnormal accruals - Adapted Listed S&P 500 Agency theory Family firms report lower Lower earnings management is
on the management or owns directly odones Model with cash flow companies (1992-2003) absolute value of discretionaryassociated with:
indirectly superior voting rights from operation accruals compared to nonfamily- Long-term shareholder’s
(Classification is based on Anderson an@Absolute value) firms investment horizon;
Reeb, 2003) - Reputation concerns.
Jiraporn and Datalt Dominant family exert strong influence Abnormal accruals - Listed 1500 S&P Agency theory Family firms report lower Lower earnings management is
(2009) on the management or owns directly oModified Jones Model companies (1994-1999) absolute value of discretionaryassociated with:
indirectly  superior voting  rights Dechow et al. (1995) accruals compared to nonfamily- Long-term shareholder’s
(Classification is based on Anderson an@Absolute value) firms investment horizon;
Reeb, 2003) - Reputation concern;
-Concentrated ownership.
Cascino, Pugliese, -Dominant family (or families) owns Accrual quality — Dechow Listed Italian firms Agency theory; Family firms report higher Higher accruals quality is
Mussolino, and directly or indirectly more than 50% of and Dichev (2002) model (1998-2004) Stewardship theory. inverse absolute value of accrualsassociated with:
Sansone (2010) the voting rights; quality compared to nonfamily - Beneficial effects of ownership
-Least one member of the controlling firms concentration
family hold a managerial position.
Prencipe, -Dominant family owns directly or Specific accruals — Researchlitalian firms Agency theory; Family firms report less strong Higher earnings management is
Markarian, and indirectly more than 50% of equity and Development  cost (2001-2003) Stewardship theory. relationship between the amountassociated with:
Pozza (2008) capital; capitalization of R&D cost capitalization and -Debt-covenant motivations.
-Dominant family controls the strategic the level of profitability
decisions of the firm. compared to nonfamily firms
Prencipe, Bar- Dominant family owns directly or Income smoothing Listed Italian firms Agency theory; Family firms are less likely to Higher earnings management is
Yosef, Mazzola, indirectly more than 50% of the voting (2004) Stewardship theory smooth income compared toassociated with:
and Pozza (2011) rights nonfamily firms -Different strong earnings
management incentives;
-Different shareholder’s

investment horizon.
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Setia-Atmaja et al. (2009) suggest that familytoaled firms use either dividends or
debt as a substitute for independent directorsiraptyy that dividends and debt are viewed as
more effective mechanisms in mitigating the fansilexpropriation of minority shareholders’
wealth (i.e., prevalent type Il agency problem).

Family owners often have a deep emotional investnmetheir firms (Bubolz, 2001)
due to the fact that their fortune, personal satitshn, and reputation are tied to the firm.
Gomez-Mejia et al., (2007) report that family owstep and control in Spanish firms for the
period from 1944 to 1998 is associated with greatanagement entrenchment. The authors
find that when family firms are faced with a ségit choice dilemma that involves a high
degree of certainty of improved financial gains lests of family control, and a greater risk of
declining performance, but retention of family aohtthe clear winner is the “risk willing”
decision. At the same time, these firms tend toicavavestments that increase their
performance variability even under a negative fragnias this might exacerbate the
performance hazard that they have freely accepteséhange for continued family control.

Agency theory provides a different perspective asrahhazard problems in family
firms. On the one hand, families are assumed tbdir monitors of managers than other
types of large shareholders, suggesting that laekignment between managers and owners
(e.g., type | agency problem) might be less preatale family than in non-family firms
(Stein, 1988; Stein, 1999; Demsetz and Lehn, 1888erson and Reeb, 2003). On the other
hand, controlling families may have an incentivel &me ability to extract private benefits at
the expense of minority shareholders (e.g., typagikncy problem) (Anderson and Reeb,
2004; Setia-Atmaja et al., 2009; Gomez-Mejia et2007).

3. Hypothesis development

Firm size is regularly considered influence thetiehship between firms ownership
and earnings management (Verrecchia, 1983; Burgstahd Dichev, 1997). Regarding the
family firms, it is important factor that determgéow large the family’s holdings need to
exerted the power and dominate family firm. Thdedénces in the earnings management
between large family, small family and nonfamilgnis would depend on the difference in the
severity of their type | agency problems and tyipegency problems.

The findings of Gabrielsen et al. (2002) are patédy interesting for earnings
management literature debate. Gabrielsen et ad2(2find a negative relationship between
managerial ownership and the informativeness corgérearnings, and positive but non-
significant relationship between managerial ownigrsimd discretionary accruals in a sample
of Danish firms, which they attribute to the di#et institutional setting (i.e. greater
ownership concentration in Denmark) between thead® Denmark. Gabrielsen et al. (2002:
983) also suggest that “possible explanation for the opposing Danish resigtthe different
sizes of firms found in the US and Denmark. ..geddS firms tend to be considerably larger
than “large” Danish firms. Given that the firms ithe Warfield and Danish studies are
probably of different sizes, it is possible thatrn#ags quality varies with managerial
ownership similarly in the US and Denmark amongéirby similar sizesThat is,in large
family firms, the earnings management impact of ikanewnership is expected to be
different, than in small family firms.

The agency perspective suggests that family fimiheemitigate or exacerbate agency
problems. Large family firms face more severe tiypgency problems due to the separation
of ownership and management. Large family firmsetakto account their concern about
reputation and visibility. Proprietary costs theagveloped by Verrecchia (1983) and Dye
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(1985) supports the idea that managers of largersfiare likely to sense that the cost of
supplying non-proprietary information to the pukiBcminimal, when compared with smaller
firms’ managers. In fact, the cost of generateemde and disseminate detailed information
is believed to be relatively higher for smallenis than for larger ones (Singhvi and Desali,
1971), because generally the latter already callgas information for internal purposes and
also because it is supposed to have better resysueh as developed information systems,
that facilitate this assignment. These authors slgmest that smaller firms have a tendency
to withhold information which they consider coultidanger their competitive position.
Because large firms attract more attention fronarfmal analysts and the press, they have
more difficulty hiding their earnings managemerhdaour (Healy et al., 1999).

Large firms have stronger management power (Aklgt2007). Family owners are
better able to mitigate management myopia becalneg tan more effectively monitor
professional managers (Demsetz and Lehn, 1985)ilyramners are often as knowledgeable
as management about the firm and therefore, proeifiective checks on professional
managers. The better monitoring of managementrgeléamily firms is likely to mitigate
managerial opportunistic behaviour designed to med the managers’ own wealth,
including earnings management practice to achieettelb compensation outcomes.
Additional, larger firms may have more sophistidaieternal control systems compared to
smaller firms. An efficient internal control systamlarge firms helps to control inaccurate
disclosure of financial information to the marké&tus, both the mitigation of managerial
manipulation of accounting numbers and sophisticatéernal control systems is likely to
result in lower level of earnings management pcacbty large family firms compared to
nonfamily firms.

Family firms take into account their concern abloager investment horizons (Stein,
1988). To counter a perception of low accountabidihd to entice investors to buy non-
controlling interests, large family firms have intees to provide more precise and
transparent earnings. Therefore, a large family fis less likely to engage in low-quality
financial reporting practices in order to maintasreputation and to facilitate the long-term
viability of the firm. Consistent with this, Andens and Reeb (2003) conclude that the owner
versusmanager conflict in nonfamily firms is more costhan the conflict between family
and nonfamily shareholders in founder family firms.

The above arguments regarding large family firmamely greater visibility and
reputation, better monitor managers and longersiment horizons, suggests that, because
more severe type | agency problems, earnings marexgeof large family firms are likely to
be of lower level than that of nonfamily firms.

Small family firms face more severe type Il agemogblems, that arise between
controlling and non-controlling shareholders. Farfilms may enjoy substantial control as a
result of their concentrated equity holding in thi@ms, their voting rights exceeding their
cash flow rights, and their domination of the boafdlirectors’ membership. In small family
firms it is more easier to get and to keep the wardified and concentrated equity position
than in nonfamily firms. This control gives the dhiamily firms power and to seek private
benefits at the expense of other shareholders. &je¢he control power in small family firms
could lead to a greater earnings management peaatimpared to nonfamily firms.

Small family firms may face more severe socio eoral problems, like self-control
and other problems engendered by altruism andicts{Setia-Atmaja et al., 2009; Gomez-
Mejia et al., 2007Schulze et al., 2001 As the small family firms amenity potential cédping
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control in the family is huge, it is difficult teesolve the conflict by pushing a family member
out of the firm, since this would also have negatffects on familial relationships. Hence,
conflicts within an organization can lead to shertn thinking and short-term behaviour, and
to a greater earnings management practice in $amaily firms compared to nonfamily firms.

The above arguments regarding small family firmamaly private benefits and
control, conflicts problems, and short-term oraédiuin suggests that, because more severe
type 1l agency problems, earnings management oll $amaily firms are likely to be of higher
level than that of nonfamily firms.

In large family firms, the earnings management imhpafc family ownership is
expected to be different, than in small family fs;ncompared to nonfamily firm&iven the
competing predictions of type | and type Il agertogory and theoretical and empirical
justifications regarding firms size and earningshagement, we expect that large size family
firms provide lower level of earnings managemenmt amall size family firms provide higher
level of earnings management compared to nonfafitfgs. We testing the following
hypothesis:

Large size family firms are negatively and smathils firms are positively related to
absolute discretionary accruals, compared to nonifafirms.

4. Research design
4.1 The sample

The empirical study investigates listed firms ire thondon Stock Exchange and
comprises the five years of the adopted new acowmystandards (International Financial
Reporting Standards) from 2006 to 2010. We dorchude observations pertaining to 2005 to
remove adoption IFRS year effects.

This study defines listed family firms accordingthe following criteria, 25 percent of
the equity is owned by the family and one represterd of the family or kin is formally
involved in the governance of the firm. Data usedcompute dependent and independent
variables are collected from the Thomson WorlscDp&abase. From the initial sample, we
employ the following filters: first, we use onlydastries (Two-digit SIC) where there were
indentificated family firms and delete firms in umstries without family firms. Hence, we
focus on industries that had both family and norilfafirms, allowing a better comparison
between these firms. Second, we excluding financidustry firms (Standard Industrial
Classification, or SIC, 6000-6999), because thegratp in highly regulated industry with
forms of corporate governance that differ subssdlgtirom those in other industries. Third,
we delete firms with negative equity and firms witisufficient data to compute our
dependent variable. To ensure that regressiontsestd not influenced by unusual or extreme
observations, we performed outlier's analysis

From these procedures, we have constructed anandeal panel of 1044 firm-year
observations (113 firm-year observations for fanfilsns and 931 firm-year observations for
nonfamily firms).

! First, we winsorize the extreme values of all Valea to the 1 and 99 percentiles. Second, we atgithe regression model and
studentized residuals have been computed. The\aligers whose studentized residual absolute valegher than two have been also
removed from the sample.
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4.2. Dependent variables measurement

Our dependent variable is the magnitude of absolatee of abnormal accruals, as
suggested by Kothary et al. (2005). The reasorniniduding a performance variable in the
discretionary accruals regression model is thath&gt et al. (2005) indicated that firm
performance and estimated discretionary accrudlgiya mechanical relation. This measure
improved the discretionary accruals estimated byJtnes (1991) and modified Jones models
suggested by Dechow et al. (1995) in mitigatingetyperrors in which the firms having no
earnings management are wrongly recognized asdavigaged in earnings management.

The magnitude of cross-sectional absolute disaratio accruals is calculated based
on estimated abnormal accruals, where estimatedradah accruals are defined as total
accruals minus estimated normal accruals. Estinradettal accruals are determined from the
modified Jones model with current-year ROA (Kothetrial., 2005; Jones et al., 2008). A
higher magnitude of cross-sectional absolute ababaucruals indicates a greater level of
earnings management, or lower accounting qualitgrevspecifically, discretionary accruals
are estimated as the residuals of the modified slonedel with current-year ROA cross-
sectional model.

4.3. Independent variables measurement

The test variableThe aim of our study is to examine whether ddfegrsize family
firms have low or high level of abnormal accrualsmpared to nonfamily firms. To
determine this, our main test explanatory variable binary variable indicating whether the
observation is characterized by family, and wasded into two dummy variables. The first
test explanatory variable is the large family fi(blARGE_FAMILY) is the dummy variable
that takes value 1 for family firms superior or agto median family size and O otherwise;
and the second test explanatory variable is thedl damaily firm (SMALL_FAMILY) is
defined as the dummy variable that takes valuer Xafmily firms inferior to median family
size and O otherwise.

Control variablesWe select a set of the control variables which mlsp affect the
level of earnings management that previous reseéiradds to be related to earnings
management (e.g. Warfield et al., 1995; Ali et aD07; Cascino et al., 2010; Sanches-
Ballesta and Garcia-Meca, 2007; Gabrielsen eR@02), namely current accruals, financing,
litigation, financial leverage ratio, market-to-thocatio, negative earnings, cash flow from
operations, insider ownership, earnings variahilgystematic risk, current return of asset,
prior return on assets and index FTSE 3&€cording to previous studies, we also capture
industry and years effect. All independent vagshlsing in our empirical work are described
in Table 2.

4. 4. Research model

Our goal is to examine how different size family refship firms influences the level of
abnormal accruals compared to nonfamily firms.ritheo to evaluate the effect of different size famil
ownership firms on abnormal accruals we regress dheolute value of abnormal accruals
(ABS_PADCA) on different size family firms (LARGEAMILY and SMALL_FAMILY) and
control variables:

ABS_ PADCA =5, + /3, LARGE FAMILY+ 8, SMALL FAMIL¥ 4, ControlVariabless  Irdys+fYears +, (1)

where all variables as previously defined.
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Table 2 - Independent variables measurement (tesariable and control variables)

Variable label

Variable name

Variable measurement

Large family

Small family

Current accruals

Financing

Litigation

Financial Leverage

Market-to-Book Ratio
Negative Earnings

Cash flow from operation

Insider Ownership

Earnings Variability

Systematic Risk
Return of Assets

Prior Return of Assets

Index FTSE 350

LARGE_FAMILY

SMALL_FAMILY

LIACCRUAL

FINANCING

LITIGATION

LEVERAGE

MB
LOSS

CFO

INSIDER

VAR

BETA
ROA

PROA

INDEX

Dummy variable that takes value 1 for family firms
superior or equal to median family size and 0 otfsr
(Worldscope)

Dummy variable that takes value 1 for family firms
inferior to median family size and O otherwise
(Worldscope)

Last year’s total current accruals and equals mminme
before extraordinary items plus depreciation and
amortization minus operating cash flow scales by
beginning of year total assets (Worldscope)

Dummy variable that takes valde if number of

outstanding shares increased by at least 10%ngrtErm
debt increased at least 20%, or firms first appearshe
database during the fiscal year, and 0 otherwise
(Worldscope)
Dummy variable that takes thialue 1 the firm operates in
a high-litigation industry (SIC codes of 2833-2836,70-
3577, 3600-3674, 5200-5961, and 7370), and O otherw
(Worldscope)

Ratio of total debttttal assets at the beginning of the
fiscal period (Worldscope)

Firm’s market-to-book ratio (Worldscope)
Dummy variables that takes value 1 if the firm esgnted
net loss for the fiscal period and 0 otherwise (M&wope)

Cash flow from opematiscaled by beginning of year
total assets (Worldscope)

Percentage of shares tgidinsiders. Shares held by
officers , directors and their immediate familigsist and
by individuals with 5% or more of outstanding slsare
(Worldscope)

Standard deviation of earnings for the period 220860
(Worldscope)

Firm’s systematic risk(Worldscope)

Ratio earnings before extraordinary item dividedtdigl
assets(Worldscope)

Ratio average of prior 5 years” earnings before
extraordinary items divided by total assets(Wortgs)
Dummy variable that takes value 1 if the firm iscalisted

in FTSE 350 exchange and O otherwise (www.
northcote.co.uk)

5. Results and discussant

5.1. Empirical results

Table 3, Panel A presents descriptive statistiah®fdependent variables under study
and presents the results of parametric indepers#nples t-tests regarding the differences in
those meané. Overall, this preliminary analysis provide evideraccording our hipothesis
and suggest that discretionary accruals level milfafirms are not equal to large family

firms, small family firms and nonfamily firms.

Table 3, Panel B presents the results of paramé@idependent samples t-tests
regarding the differences in means between thedubsamples. Many of the independent
variables are significantly different across largenily firm and small family firm and
nonfamily firms. In general, we find that, in theeohand, UK small family firms have lower
market to book ratio, lower systematic risk, mooaaentrated insider ownership, more debt

2 We calculated tree dependents variables - ABS_PARAe absolute value of performance adjustedetisnary accruals estimated by
Kothary et al. (2005), ABS_ATACC is the absolutdue of discretionary accruals estimated by Jonedd|{1991) and ABS_AWACC is
the absolute value of discretionary accruals eséichey Modified Jones Model (1995).
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capital structure which are similar to Continerifalope firms structure, suggesting that these
firms exacerbate rather than mitigate the agenoplpm. In the other hand, the UK large
family firms have significantly have lower repodirof losses and are more profitability,
which are similar to the Anglo-Saxon firms struetusuggesting that these firms mitigate
rather exacerbate agency problem.

Table 3 — Panel A Descriptive statistics for absole value discretionary accruals metrics

Mean Median SD Differ. (t-stat) Differ. (t-stat) iffer. (t-stat)
Large family vs  Small family vs Large family vs
Non-family Non-family Small family
All Firms (N=1044)
ABS_PADCA 0.059 0.044 0.052 -0.015** 0.016** -0.030***
ABS_ATACC 0.060 0.044 0.055 -0.017** 0.013* -0.030***
ABS_AWACC 0.060 0.045 0.055 -0.016** 0.013* -0.029***

Table 3 — Panel B Descriptive statistics for ingendents variables

All firms (N=1044)

LARGE_FAMILY 0.05 0.00 0.23

SMALL_FAMILY 0.05 0.00 0.23

LIACCRUAL -0.01 -0.01 0.04 0.03 -0.10 0.01*
FINANCING 0.31 0.00 0.46 -0.11* -0.06 -0.06
LITIGATION 0.18 0.00 0.38 -0.25 0.15%*= -0.13
LEVERAGE 15.89 13.70 14.23 -1.93 2.06 -3.99
MB 2.63 1.70 2.88 -0.02 -1.55%+* 1.60%*
LOSS 0.21 0.00 0.41 -0.21%* -0.26 -0.23%*
CFO 0.10 0.10 0.11 0.07*+* -0.02 -0.08***
INSIDER 44.16 42.37 21.15 11.59%+* 4.39 7.20%*
VAR 0.07 0.05 0.07 -0.04%** -0.02 -0.03**
BETA 0.99 0.88 0.65 -0.30*** -0.30*** 0.02
ROA 0.05 0.06 0.11 0.06*** -0.02 0.08**
PROA 0.05 0.06 0.11 0.06*** 0.01 0.06***
INDEX 0.39 0.00 0.49 0.14* -0.31%+* 0.45%*

ABS_PADCA is the absolute value of performance stgjgl discretionary accruals estimated by Kothargl.e2005); ABS_ATACC is the
absolute value of discretionary accruals estimdtgdlones Model(1991); ABS_AWACC is the absoluteugabf discretionary accruals
estimated by estimated by Modified Jones Model )99 ARGE_FAMILY is the dummy variable that takealue 1 for family firms
superior or equal to median family size and O atfs®; SMALL_FAMILY is the dummy variable that takealue 1 for family firms inferior

to median family size and 0 otherwise; LIACCRUAL tlse last year’s total current accruals and equetlincome before extraordinary items
plus depreciation and amortization minus operatiash flow scales by beginning of year total assetdANCING is dummy variable that
takes value 1 if number of outstanding shares &s=e by at least 10%, or long-term debt increasézhst 20%, or firms first appears on the
database during the fiscal year, and 0 otherwiSEHGATION is dummy variable that takes the valuéhg firm operates in a high-litigation
industry (SIC codes of 2833-2836, 3570-3577, 36643 5200-5961, and 7370), and O otherwise; LEVEEASs the ratio of total debt to
total assets at the beginning of the fiscal perldB;is the firm’s market-to-book ratio; LOSS is dumvariables that takes value 1 if the firm
represented net loss for the fiscal period andheretise; CFQOs the cash flow from operation scaled by beginnifigiear total assets;
INSIDER is the percentage of shares held by insiddrares held by officers , directors and themediate families; trust and by individuals
with 5% or more of outstanding shares; VARthe standard deviation of earnings for theque@006-2010; BETA is the firm’s systematic
risk; ROA is the ratio earnings before extraordynigem divided by total assets; PROA is the ratierage of prior 5 years” earnings before
extraordinary items divided by total assets; INDEXlummy variable that takes value 1 if the firnalso listed in FTSE 350 exchange and 0
otherwise.

Table 4 reports the Ordinary Least Squares (OL§jession results of absolute
discretionary accruals on high size family firmsylsize family firms and control variables,
estimated for total sample by research mddale find that estimated coefficient for the
variable LARGE_FAMILY is significantly and negatilye related, and the estimated
coefficient for the variable SMALL_FAMILY is signifantly and positively related to the
absolute discretionary accruals both at 5% level (A statistically association between the

3 Four estimation are presented: Column C1 includlesdables and industry dummies of the regressibresearch model, Column C2
includes all variables and years dummies, Columnir€8ides all variables and Column C4 includesvaltiables, industry and years
dummies of the regression research model.
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variables ABS_PADCA and LARGE_FAMILY and SMALL_FAMY can be found
irrespective of the different combinations involyimdustry and years dummies (C1 to C4).
All presented regressions are significant for tAdRIGE_FAMILY and SMALL_FAMILY at
the 5% level. The adjustedf Ralues are 0.11. Because the highest Variancatitl Factor
value is 8.17, multicollinearity is not problemonr regression sample (Kennedy, 1992).

Table 5 - Regression estimates of discretionary erials

ABS_ PADCA =4, + 5, LARGE FAMILY+B, SMALL FAMIL¥ A ControlVariabless

Ian§+ [erarﬁ) +&,

Variables (C1) (C2) (C3) (C4)
(t-statistic) (t-statistic) (t-statistic) (t-statistic)
Inrtercept 0.033*** 0.038*** 0.034*** 0.036***
(5.44) (5.81) (5.94) (5.38)
LARGE_FAMILY -0.015* -0.016** -0.016** -0.014**
(-2.10) (-2.31) (-2.35) (-2.06)
SMALL_FAMILY 0.021** 0.022** 0.022** 0.021*
(3.00) (3.13) (3.11) (3.03)
LIACCRUAL 0.172** 0.176** 0.172** 0.176**
(3.35) (3.44) (3.37) (3.42)
FINANCING 0.006* 0.006* 0.007** 0.006*
(1.78) (1.85) (1.97) (1.67)
LITIGATION 0.002 0.001 0.001 0.002
(0.48) (0.29) (0.26) (0.51)
LEVERAGE -0.000*** -0.001*** -0.001*** -0.000***
(-3.99) (-4.72) (-4.67) (-4.06)
MB 0.002*** 0.002** 0.002** 0.002**
(3.04) (3.35) (2.16) (3.20)
LOSS 0.012** 0.012** 0.012** 0.012**
(2.16) (2.99) (2.07) (2.10)
CFO 0.172%** 0.171%** 0.177%* 0.169***
(5.00) (4.92) (5.12) (4.82)
INSIDER 0.000** 0.000** 0.000** 0.000**
(2.58) (2.55) (2.55) (2.58)
VAR 0.105%** 0.101*+* 0.102%* 0.104***
(4.02) (4.00) (4.04) (3.98)
BETA -0.004 -0.003 -0.003 -0.004
(-1.54) (-1.35) (-1.37) (-1.52)
ROA -0.107** -0.108** -0.111* -0.105**
(-2.74) (-2.75) (-2.84) (-2.66)
PROA -0.053* -0.051* -0.052* -0.052*
(-2.27) (-2.18) (-2.22) (-2.20)
INDEX 0.008** 0.008** 0.008** 0.008**
(2.27) (2.07) (2.13) (2.21)
Industry dummies Yes No No Yes
Years dummies No Yes No Yes
Adjusted R-sq 0.11 0.11 0.11 0.11
N observations 1044 1044 1044 1044

Variables definitions: ABS_PADCA is the absolutéueaof performance adjusted discretionary accrestsnated by Kothary et al. (2005);
LARGE_FAMILY is the dummy variable that takes valtiefor family firms superior or equal to median fnsize and O otherwise;
SMALL_FAMILY is the dummy variable that takes valdefor family firms inferior to median family sizend 0 otherwise; SIZE is the
natural logarithm of a firm’s market capitalizatiddACCRUAL is the last year’s total current acaisiand equals net income before
extraordinary items plus depreciation and amoitimaminus operating cash flow scales by beginnihgear total assets; FINANCING is
dummy variable that takes value 1 if number of @mnding shares increased by at least 10%, or lemg-tiebt increased at least 20%, or
firms first appears on the database during thalffigear, and 0 otherwise; LITIGATION is dummy vdnlia that takes the value 1 the firm
operates in a high-litigation industry (SIC codek 2833-2836, 3570-3577, 3600-3674, 5200-5961, aBd0) and O otherwise;
LEVERAGE is the ratio of total debt to total assatshe beginning of the fiscal period; MB is thienfs market-to-book ratio; LOSS is
dummy variables that takes value 1 if the firm esinted net loss for the fiscal period and O otisetvCFGs the cash flow from operation
scaled by beginning of year total assets; INSIDERhe percentage of shares held by insiders: shatdsy officers , directors and their
immediate families; trust and by individuals witth%r more of outstanding shares; VARthe standard deviation of earnings for thequeri
2006-2010; BETA is the firm’s systematic risk; R@Athe ratio earnings before extraordinary itemidsid by total assets; PROA is the
ratio average of prior 5 years” earnings beforeaextlinary items divided by total assets; INDEXlisnmy variable that takes value 1 if the
firm is also listed in FTSE 350 exchange and O mitse; INDUSTRY is the industry-type dummy varigb¥EAR is the year dummy
variable.

*** ** and * indicate significance at the 0.01,@5 and 0.10 levels respectively.
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Reported regression results suggested that a fangdy firms report lower level of
discretionary accruals, as compared to nonfamitpdi That is, large size structure of firms
seems to induce these firms to decrease the léwhtaretionary accruals. This findings are
consistent with the arguments presented in supgfotite research question developed that
large firms are more visibility, political costs dainmedia attention (Watts and
Zimmerman,1986) and therefore reduce the incerttivearry out earnings management
actions.

In contrast, reported regression results regarsimall family firm suggest that a these
firms report higher level of discretionary accryas compared to nonfamily firms. That is,
small size structure of firms seem to induce tHeses to increase the level of discretionary
accruals. This findings are consistent with theuargnts presented in support of the research
question developed that small family firms usectsitrolling position in the firm to extract
private benefits at the expense of the small sloddelhs and therefore induce the incentive to
earnings management actions.

With regards to control variables, the ABS_PADCAsignificant and negatively
associated with financial leverage (LEVERAGE), eutrreturn on asset (ROA) and prior
return on asset (PROA), although not always at &9&l] suggesting that higher leveraged
and more profitability firms are less likely to name earnings. The significant positive
association ABS_PADCA with the firms’ operating lcaflows (CFO) and earnings
variability (VAR) (at 1% level), suggest that grelatcash flow firms and more earnings
variability firms are more likely to manage earrsng@hese results confirm previous studies
indicating that the greater cash flow from opematiseems as more uncertainty in the
operation environment (Francis et al., 2004; Gag1,0). We also find that ABS_PADCA is
significant and positively associated with growtB), negative earnings (LOSS), issuing
equity and debt (FINANCING) firms, insider ownengh{(INSIDER), current accruals
(LIACCRUAL) and listed index firms (INDEX) suggesfy that high growth, reported
negative earnings firms, higher issuing firms, ligltoncentrated insider ownership, large
current accruals and listed in FTSE 350 firms aoeentikely to manage earnings.

5.2. Discussant

Two competing views are often provided in empiridgarature to predict the earnings
management practice in the case of ownership ctratem. EXxisting accounting debate is
consistent with agency theoretical views positirmghbhigher and lower level of earnings
management in family firms.

In this study we focus on two possibility of agertbgory, namely on alignment and
entrenchment hypothesis, to testing earnings mamage in family firms compared to
nonfamily firms. However, we do not draw the distion between ownership, control and
management. Instead, we assume that founding &smehert strong influence on the running
of family firms whether via direct involvement inamagement or indirectly via common
stock ownership or superior voting rights. Thisuasgtion is supported by recent empirical
evidence (e.g. Villalonga and Amit, 2006; Tong ket 2007). Taken together, we interpret
this findings as consistent with small family firmsaving higher level of earnings
management compared to nonfamily firms. The engadiee earnings management practice
iIs consistent with controlling position of familyrrhs, more opportunistic rent-extraction
activities, psychological factors and families mi@ conflicts. Regarding the large family
firms, our results is consistent with the majoatfyUS findings of literature, indicating that
large size family firms face more severe agencylera type | compared to nonfamily firms
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(Wang, 2006; Ali et al., 2007; Tong, 2007). Thetbeearnings management practice by large
family firms is consistent with concerns over regign and visibility, long-term investment
horizons and better monitoring of professional ngans. Accordingly, our results increase
our confidence in the conclusion that the diffeeeint the severity of agency problems is a
likely reason for the difference in the earningshagement practice we observe across large
family, small family and nonfamily firms.

6. Conclusions

This study analyzes the earnings management inghubsted family firms. We also
examine whether the incentives of earnings manageare likely to be different in large
family firms, small family firms, highlighting thdifferences from nonfamily firms. We find
that large size family firms provide a lower lewal earnings management and small size
family firms provide a higher level of earnings mgement than nonfamily firms. For
instance, our results indicate that in a countke Ithe United Kingdom, incentives for
earnings management across family firms are notstmae as those of their nonfamily
counterparts. At a more detailed level, we show fina size is a characteristic of firms that
influences the level of earnings management praatidamily firms differently, according to
the variation in the severity of the agency probl&ue find that the large United Kingdom
listed large family firms have less incentives fearnings management as compared to
nonfamily firms, whereas small family firms havesgter incentives to earnings management
as compared to nonfamily firms.

There are several promising avenues for furtheeameh. Given contradictory
evidence of agency theory, further research iglgieeeded to capture incentives of earnings
management through ownership, governance, andataparket effects in family firms. For
instance, it may be interesting to further exploneler what incentives the interest-alignment
effect prevails over the entrenchment hypothesidamily firms compared to nonfamily
firms. Additional effects may also be tested, mdato family-specific variables such as
family involvement and the family life cycle stagBuilding models that capture the
uniqueness of family firms is both challenge andasfunity.
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