IBIMA Publishing
Communications of the IBIMA

http://www.ibimapublishing.com/journals/CIBIMA/cibima.html

Vol 2016(2016), Article ID 187526, 17 pages
DOI: 10.5171/2016. 187526

Research Article

The Effects of Governance Mechanisms
On the Financial Information Quality

Ramzi Belhadj', Amina Omrane’ and Boutheina Regaieg®

1’3FSEGT, Tunis-El Manar, Tunisia

2FSEGS, Sfax and IHEC-Carthage, Tunisia

Correspondence should be addressed to: Amina Omrane; amina.omrane@yahoo.fr

Received date: 8 September 2015; Accepted date: 2 October 2015; Published date: 8 April 2016

Copyright © 2016. Ramzi Belhadj, Amina Omrane and Boutheina Regaieg. Distributed under

Creative Commons CC-BY 4.0

Abstract

This study investigates the impact of some mechanisms corporate governance, in this case,
the Board of Directors and its characteristics, the auditing quality and ownership structure,
on the earnings management. For this purpose, we used a sample of 16 Tunisian listed
companies. The earning management was operationalized by the level of the discretionary
accruals. Besides, another variable relative to the company’s size was used. When looking at
the achieved results, we highlight that that earning management is positively related to the
ownership structure and the size of the company. However, no association was found
between the Board of Directors, the quality of audit on the one hand, and the level of the
discretionary accruals on the other hand.

Keywords: earnings management, discretionary accruals, board of directors, ownership

structure, company size.

Introduction

Accounting and financial information is
important for the wusers of financial
statements. It is therefore an essential
component of the economy. For this
reason, any manipulation or fraud that
affects the basic accounting information
could affect the economy as a whole. This
raises the question of whether the financial
information provided by companies is
reliable or not. Moreover, the financial
scandals that marred some companies in
the world, such as the "Enron" American oil
company, the "WorldCom", "Xerox" and the
[talian "Parmalat” dairy group, suggest the
caution taken against the production and
the use of financial information. Actually,
the accounting regulatory agencies, the

authorities acting on the financial markets
and the different users of financial
information questioned both the
transparency and credibility of financial
information. Therefore, controlling and
preparing financial information have
become more than essential.

In this context, it is the challenge of
corporate governance which seems to have
an important role. This is especially the
case with mechanisms that support the
company's management, and all the tools
providing a system to limit the
discretionary space of the company’s
leader (Charreaux, 1997). In addition, the
use of corporate governance is justified by
the fact that it is the subject of several
debates over the last ten years
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simultaneously with the publication of the
Cadbury, Viénot reports and many others.

According to the OECD (Organization for
Economic Cooperation and Development),
corporate  governance could fully
contribute to the development of the
relationships between several
stakeholders, namely the shareholders,
capital owners, investors and employees.
For this purpose, we tend to see that
investors and users of financial statements,
in a broader sense, have interest in
controlling the lead against the manager’s
opportunistic behavior that resides in
earnings management.

It should be noted that at this stage, the
corporate governance mechanisms are
broken down into both external
mechanisms (such as the market for goods
and services, the executive job market and
the stock market) and internal mechanisms
(such as the board of directors, ownership
structure and the compensation or
financial inducement policy).

Moreover, since the book income is a
variable on which the leaders can act, the
outcome management as a whole could be
taken into account (Shipper, 1989). This is
a part of the research conducted in the
context of the accounting positive theory
and sheds light on the analysis of the
accounting choices within the company.

In this context, Watts and Zimmerman
(1978) identified three earnings
management-based objectives, namely the
minimization of the political and financial
costs and the maximization of the leaders’
wealth. However, if it is obvious that
several papers have dealt with the
relationship between the governance
mechanisms and the level of the earnings
management, it should be mentioned that
most of these studies have been limited to
the effects of some governance
mechanisms taken separately. There is also
the fact that most of these studies in this
domain have been conducted in the
developed countries (Stepniewski and
Souid (2008) in the French context, Klein
(2002), in the American context, Davidson
et al. (2005) for Australia, and Loualalen
and Khmekhem (2015) in the Canadian
context).

Conversely, few studies have been
conducted in the developing countries in
order to put into perspective a single
governance mechanism. Among these
studies, we could mention those carried out
by Lee (2013) and Alves (2014), who
tested the impact of the independence of
the Board of Directors on the earnings
management in both the Taiwanese and
Portuguese contexts. In the end, in the
Nigerian context, Salihi and Jibril (2015)
have recently underlined the impact of the
Board of Directors (through size and the
Audit Committee) on the earnings
management.

In this perspective, with this contribution,
we try to study the impact of governance
mechanisms on the earnings management
in the Tunisian context. Actually, such an
environment is characterized by several
specific features of which can be cited: (a)
its accounting system gives managers
flexibility in the choice of the accounting
practices and (b) its financial market
consists mainly of small and medium
enterprises. In the course of this study, one
may wonder therefore about the role of
some governance mechanisms in the
restriction of the earnings management in
Tunisia.

The sample in this study includes 16
companies listed on the Tunis Stock
Exchange (TSE) for the period between
2001 and 2010. However, some financial
institutions, such as banks, insurance and
leasing companies are dropped out from
our sample due to their specific accounting
rules. Moreover, other companies are
excluded due to the data unavailability.

This contribution is structured as follows.
The first section is devoted to the literature
review and the hypothesis development.
Section two presents the sample and the
research methodology. The third section
rather exposes and interprets the main
achieved  empirical results  before
eventually coming to a conclusion.

Literature Review and Hypothesis
Development

Adam and Smith (1776) stated that the
company’s structure may cause
management problems and might lead to
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neglecting  the owners’ interests.
Conflicting interests lead shareholders to
define an incentive and control system
requiring business executives to behave in
accordance with the expected interests at
lower costs.

Corporate governance has its roots in the
intersection of several theories, including
mainly the property rights theory founded
by Alchian and Demestez (1972), the
Agency theory introduced by Jensen and
Mechling (1976), and Fama (1980), the
transaction cost theory developed by
Williamson (1985) and the entrenchment
theory suggested by Shleifer and Vishny
(1989).

In their property rights theory, Alchian and
Demestez (1972), while enquiring about
the modalities for an effective production
management in a firm, put forward that
collective production (in teams) is more
developed than the one generated in a
market. They think that this is justified by
the existence of a central agent having the
role of coordinating and supervising the
team work.

For their part, Jensen and Mechling (1976),
in what they call the Agency theory,
underlined that the firm is nothing but a
contract nexus made out between the
shareholder and the executive officer. As
such, it is the position of the latter at the
level of his firm that will enable him to
benefit from information and behave in an
opportunistic manner at the expense of the
shareholders. On that point, the
shareholders are encouraged to establish
and implement a set of mechanisms of
corporate governance in order to limit the
discretionary space of the executive officer.
Through his famous transaction cost
theory, Williamson (1985) assumes that
any economic transaction involves costs
that can be reduced by means of
controlling mechanisms. These
mechanisms are not only intentional, to
effectively manage the transaction of an
institutional nature (like the Governing
Council), but also spontaneous and of a
contractual nature (in connection with
market of goods and services).

On the other hand, in an interpretation of
the agency relationship, Shleifer and

Vishny (1989) assume that the controlling
mechanism from the leader could be a
strategy of entrenchment. Regarding the
confrontation between these different
strategies, estimating the degree of
effectiveness of the controlling systems
from the leaders could be achieved.
Therefore, in what follows, we will try to
present the different internal corporate
governance mechanisms developed at the
level of the previously mentioned theories
and study their impact on the outcome
management.

The Board of Directors

In the context of the agency theory and the
transaction costs, Fama (1980), and
Williamson (1985), respectively underlined
the Board of Directors’ role in offering
disciplinary and institutional mechanisms
used in the company. This Board of
Directors has a range of features that can
separately play their controlling role, as
presented below.

The Board of Directors’ Independence

The agency theory states that the Board’s
efficiency depends on the proportion of the
outside directors it involves. Actually, being
independent from the management, the
outside directors are more likely to object
to the leader’s opportunism. For Fama and
Jensen (1983), the presence of outside
directors, whether they are independent or
objective, would lead to the reduction of
the agency problems between the
executives and the shareholders. Their
efficiency in their monitoring job is much
appreciated in the context of the labour
market, because they most often seek the
improvement of their reputation (Fama
1980).

Moreover, the agency theory states that the
presence of outside directors and
shareholders in firms would drive to
having more effective control. Monks and
Minow (1995) are also convinced that the
administrators can be effective as long as
they are shareholders in the firm. From an
empirical perspective, most of the studies
found a negative correlation between the
earnings management and the Board’s
independence (Peasnell et al, 1998-2000;
Klein, 2000) which would imply an
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improvement of the financial information
quality.

In the Australian context, Davidson et al
(2005) underlined the important role
played by the independent Board in the
regression of the earnings management
practice. On the other hand, Jagi et al
(2009) studied the impact of the Board’s
characteristics on the opportunistic
behavior. They could deduce that the
Boards in which there is a high proportion
of outside directors are appropriately
effective in that they restrict the earnings
management.

Recently, through a research conducted on
a sample of Taiwanese companies, Lee
(2013) has, however, underlined the role
played by independent directors in
improving the result quality. Similarly,
Alves (2014) proved that the presence of
independent boards of  directors
representing the Portuguese companies
would contribute to improving the quality
of the financial information through the
prohibition of the level of the discretionary
accruals.

Finally, Garven (2015) explored a context
completely different from that of the
developing countries, the one of the USA.
He managed to certify the existence of a
negative association between the Board of
Directors’ independence and the actual
earnings management, which involves an
improvement of the financial information
quality.

From what has just been stated, it can be
deduced that the Board of Directors’
independence seems to improve the
financial information quality, hence, the
following hypothesis:

H1: The Board of Directors’ independence
negatively affects the earnings
management.

The Board of Directors’ Size

Pfeffer (1972) assumes that a very large-
sized Board of Directors enables to
increase the potential of expertise and
improve the resources of an organization.
However, the Board of directors’ size could
hinder the communication and
coordination  between the Board’s
members, as long as it is large. For this

purpose, Yermack (1996) pointed out that
the smaller the Board of Directors is, the
more positively influential it is. In fact,
Lipton and Lorch (1992) advocated that
the number of directors be between seven
and eight members, stating that beyond
this number, the Board of Directors
becomes inefficient, particularly with
respect to the leader’s control.

According to Jensen (1993), coordination
problems may even arise for the large-
sized Boards of Directors. In this
connection, Hermalin and Weisbach (2003)
later added that large-sized Boards of
Directors may be less efficient than those
which have a restricted number of
members insofar as they could generate
additional agency costs. Furthermore,
several research studies were conducted to
test the relationship between the Board of
Directors’ size and the financial
information quality.

Chen et al. (2005), for example, studied the
impact of the Board of Directors’ size on
the earnings management based on a
sample of 169 Chinese companies between
1999 and 2003. They reached insignificant
results between the Board’s size and the
existence of fraud. Such results are
consistent with the ones reached by Uzum
et al (2004), for which there is no
correlation between the Board of the
Directors’ size and the existence of fraud at
the level of the financial report.

In the Tunisian context, Omri and Mhiri
(2003) conducted an exploration of the
relationships that might exist between the
characteristics of the Board of Directors
and the company’s performance. Using a
sample of 43 Tunisian companies listed on
the Tunisian Stock Exchange, these two
authors could show the existence of a
statistically significant relationship
between the Board’s size and the
company's  performance over the
1995/2000 period. As a result, a Board of
Directors of significant size would entail
more efficient control.

With a somewhat different problem, the
results of the study conducted by Vafeas
(2000) in the Anglo-Saxon context,
underline the existence of a negative
correlation between the Board of Directors’
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size, on the one hand, and the information
outcome content, on the other hand.

In Turkey, Aygun and Sayin (2014) in the
same line of work of Uwuigbe et al (2014)
pointed out the negative impact of the
Board of Directors’ size on the earnings
management measured by the level of the
discretionary accruals.

In the light of these different results which
too far show a negative relationship
between the Board of Directors’ size and
the earnings management, with which we
will be able to align ourselves, as part of
this research, by formulating the second
hypothesis as follows:

H2: The greater the Board of Directors’
size, the lower its impact on the earnings
management is.

The Combination or the Separation of
Functions and Earnings Management

The agency theory recommends the
function separation since it considers that
combing the function of the chief executive
officer with that of the Board of Directors’
chairman is found to impede the efficiency
of the control mechanisms. Actually, the
proponents of the agency theory, such as
Jensen and Meckling (1976) and Jensen
(1993), emphasize that the separation
between the management and the decision
control functions reduces the agency costs
and improves the firms’ performance.
However, the normal succession theory
considers that the dual structure or
combination of functions is part of the
normal succession used to replace the
expelled manager/president.

In this context, many studies were devoted
to the impact of the separation of functions
on the quality of financial information.
Forker (1992), for example, argued that
that the separation of functions can
increase the quality of control and reduce
the probability of information retention of
by leaders, which will substantially
improve the quality of information
disclosure. However, Hanifa and Cooke
(2000) could not check the hypothesis
according to which the separation of
functions positively impacts the extent of
the information disclosure. On the other
hand, Coulton, et al. (2001) did not find a

significant relationship between the
function duality and the financial
information quality. For their part,
Chtourou et al. (2001) got the same result
which states that the combination of the
two functions has no effect on the
reliability of the financial information of
the American companies, measured by the
level of the earnings management.

Finally, on a sample of 128 French
companies belonging to the SBF250 index,
Matoussi and Mahfoudh (2010) found that
the separation between the functions of the
chairman of the Board and those of the
chief executive office compels the leader to
engage in an "opportunistic" earnings
management. This result is in line with the
work carried out recently by Kantadu and
Samaila (2015).

On the basis of what has just been stated, it
can be assumed that the dual structure is
highly effective in terms of control, a
premise partly founded by the agency
theory. Hence, the following hypothesis:

H3: The separation between the chief
executive officer’'s functions and the
Chairman’s of the Board of Directors is
negatively associated with the earnings
management.

The Impacts of Ownership Structure

In addition to the roles played by the Board
of Directors in earnings management, there
is an internal governance mechanism large
enough regarding the ownership structure
which was put into perspective by the
agency theory. It is the shareholding of
which the concentration and composition
can significantly impact the power
relationships between the shareholders
and the managers.

The agency theory underlined not only the
conflicts of interest that may arise between
the shareholders and the managers, but
also the conflicts between the shareholders
themselves (Jensen and Meckling, 1976),
and more specifically between the
supervising and the minority shareholders.

The controlling shareholder might be
haunted by the inclination to take over a
part of the wealth generated by the
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company, and at the expense of the
interests of the minority shareholders. As a
consequence, such conflicts could affect the
quality of the accounting information
(Fama and Jensen, 1983). In this study, the
focus is on the concentration as a feature of
the ownership structure.

According to Jensen and Meckling (1976),
ownership concentration is an important
control mechanism of the agency problems.
On the other hand, Shleifer and Vishney
(1986), Agrawal and Mandelker (1990), as
well as Omri (2002), pointed out the
existence of a positive relationship
between ownership concentration and the
supervising efficiency. On their part,
Dechow et al (1996) argued that ownership
concentration improves the credibility of
the financial statements by promoting a
strict  control over the earnings
management.

Morck et al. (1988) underlined, in
particular, the importance of the majority
shareholders’ interests within the firm, and
the active role that the latter play in the
officers’ supervision and discipline. They
stressed that these shareholders, who are
the majority, are considered to be more
active than the minority actors regarding
corporate governance.

Nevertheless, a concentrated ownership
structure may encourage the majority
shareholders to expropriate minority ones.
Actually, for Claessens et al. (2000), a
concentrated ownership structure helps
the large shareholders remember the
accounting information and use it for their
own accounts by, for example,
undervaluing, the profits so as to reduce
the income paid to the minority
shareholders.

Moreover, Gorton and Shmid (2000), as
well as Dyck and Zingales (2004) found
that concentrated ownership structure
raises some agency problems between the
majority and minority shareholders.
Moreover, several studies were conducted
on the relationship between capital
concentration and the  accounting
information quality.

On this basis, working on a sample of 1618
American firms for the1988/1990 period,
Warfield, Wild and Wild (1995) showed

that the informational content of the
accounting profits increases in connection
with the capital rate held by the directors,
officers and the main owners.

For his part, Alves (2012) in a study in the
Portuguese context confirms the existence
of a negative relationship between capital
concentration and the earnings
management measured by the
discretionary accruals. Moreover, in the
French context, Nadia (2015) underlined
the  negative  association  between
ownership  structure and  earnings
management.

However, Limpaphayom and Manmettakul
(2004) put into perspective the positive
impact of capital concentration on the
earnings management, and more precisely
on the level of the discretionary accruals.
Furthermore, Asku et al. (2013) showed
that ownership concentration is an
obstacle for the quality of the accounting
results since it causes the discretionary
accruals to increase.

Eventually, in a study carried out in the
French context, Ben Slama et al (2007)
found no significant relationship between
capital concentration and the informational
content of the accounting profits. It can
therefore be noted that the previously
mentioned studies were conducted on the
developed or the developing countries.
They actually could help establish a
positive or negative relationship between
ownership concentration and the financial
information quality.

Taking into account the specificities of the
Tunisian context, it would therefore be
interesting to test this relationship, which
gives us the following hypothesis:

H4: Ownership concentration is positively
correlated with the earnings management.

The Impacts of the Audit Quality

External audit is an important function for
the investors because it is a controlling
mechanism of the manager. Actually, the
statutory auditor should reveal any
mismanagement or fraud to the prosecutor.
For this purpose, business leaders ensure
that the accounts are true and fair and
represent the real image of the company.
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The audit quality is defined by Deangelo
(1981) as "the probability that the external
auditor detects an anomaly in the financial
statements (his competence) and reveals it
to the market (his independence)".

According to Wallace (1980), investors
recommend to audit and verify the
financial statements since they underline
their investment decisions. This fact brings
us to say that external audit is a process
that adds value to financial information and
helps its distinction. According to Jensen
and Meckling (1976), external audit is a
supervising mechanism which helps meet
the need for obligation or justification. Such
an approach of the external audit of Jensen
and Meckling (1976) has also been
validated by Watts and Zimmerman (1983)
- then by Grand (1996), in what they
equate it with a way to reduce the agency
costs.

The Size of the Audit Firm

Although the audit quality is primarily
related to the Auditor’s independence and
competence, some researchers resort to
the size of the audit firm to evaluate it.
DeAngelo (1981) considers that large
auditing companies, in this case the "Big4",
are more likely to offer a better audit
quality because they have better
infrastructure, larger and better trained
teams, etc.

More particularly, Deangelo (1981)
identified three reasons to justify the
relationship between the belonging of the
Auditors to the group 'big' and the audit
quality itself. Firstly, the 'big' auditors have
more financial resources than others, the
thing which increases the probability of
legal action against them in the event of
fraudulent financial statements. This would
encourage the audit firm to develop quality
audit reports. Then, the risk of losing
reputation is much higher for these firms
than for others, especially if a fraud was
revealed.

Finally, due to their size, the 'big' auditors
can more easily absorb the loss of a
mandate in case of refusal to certify the
accounts. Several studies take into account
the size of the audit firm as a gage

measurement of the quality of the
performed audit work.

The presumptions put forward by
Deangelo (1981) go along the same line of
work of Becker et al (1998) who, in order
to study the impact of the audit quality on
the earnings management, used the size of
the audit firm as a measure of the audit
quality. Furthermore, Jeong and Rho
(2004), and Pouraghajan et al (2013),
found no significant relationship between
the size of the audit firm and the earnings
management (approximated by the
discretionary accruals).

Recently, Piyawiboon (2015) has
advocated a minimization of level of the
discretionary accruals affected by the size
of the audit firm in question.

The Auditor’s Specialization

The literature identified another measure
of the audit quality, namely the auditor’s
specialization. Actually, it is widely
accepted that auditors specialized in the
industry provide a good quality service
because they have specific audit knowledge
that prepares them better than others to
discover any offence or fraud reported in
the accounts, which reaffirms audit quality.
Furthermore, Johnson et al. (1991) pointed
out that the auditor’s specialization in the
industry helps the detection of anomalies
in the financial reports, and thereby the
audit quality in question. Balsam et al.
(2003) also attested that the auditors
specialized in the industry are able to offer
services of good quality than the other
auditors.

The Audit Firm Reputation

It has been clearly shown that the audit
firm reputation, which is perceived by
customers, is a factor of the external
auditor’s success (Wilson and Grimlund,
1990; Brozovsky and Richardson, 1998).
This reputation is often acquired with time,
in conjunction with the progress of the
audit work carried out in the office, via
well-qualified auditors. Moreover, Watts
and Zimmerman (1983) believe that
reputation is an essential incentive for the
audit quality, depending on the auditors
who must be competent and independent
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to be able to provide the required audit
services.

Moreover, Beatty (1989) predicted that the
audit firms which invest more in reputation
are the most invited to reduce errors,
especially at the level of the reports
submitted by them. Besides, Anderson and
Zghal (1994) assimilated the "big4" effect
to that of the reputation encouraging firms
to offer service quality. Finally, in the wake
of what comes to be stated by the
researchers in this field, Krishnan (2003)
found that the external auditor reputation
enhances the information content of the
published result.

After having presented the dimensions of
the audit quality, we will focus, in what
follows, on the various studies dealing with
the relationship between the audit quality
and financial reporting. Actually, Becker et
al (1998), Francis et al (1999) showed that
"big4" firms are well equipped to force the
earnings management, compared to the
'non-Big4. These same researchers found
that 'non-big4' auditors’ clients have higher
levels of discretionary accruals.

Furthermore, Teoh and Wong (1993)
underlined the existence of a positive
relationship between the "big4" and the
relevance of the accounting result. For his
part, Taylor (2003) considered the
importance of the role played by the
control carried out by the "big4" in the
reliability of the financial statements at the
level of Australian companies. He managed
to prove that there is no significant
difference at the level of the accounting
profit quality between companies audited
by "big4" and those audited by “non-big4”.

As for Hall and Wang (2006), they reported
that the quality of the accounting profit is
better for companies audited by the "big4",
mainly in the countries that provide
greater protection for investors.

Furthermore, Zhou and Elder (2003)
approved that "big4" auditors more often
generate a low level of earnings
management, and therefore a better quality
result. In the light of what has just been
stated, in accordance with the specificities
of the Tunisian context, it could be
assumed that the audit quality, which is

approached by the size of the audit firm,
the auditor’s specialization, and the
reputation of the audit firm, improves the
quality of the financial information while
minimizing the earnings management,
therefore, the following hypothesis can be
stated:

H5: The audit quality of the "big4"
negatively impacts the earnings
management (or the level of the
discretionary accruals).

Research Methodology

In what follows, we will present the
research sample, the process of the data
collection, the research model, and the
different variables it contains.

Sample and Data Collection Procedure

Our research sample consists of 16
companies listed on the Tunisian Stock
Exchange (TSE) examined during the
2001/2009 period. Actually, we preferred
to exclude from our sample the financial
institutions, such as banks, insurance and
leasing companies due to the specificity of
their accounting rules. Moreover, we
excluded other companies because of the
non-availability of the required data.

Furthermore, the accounting data were
extracted from the companies’ annual
reports, balance sheets and income
statements, as they are published in the
Official Gazette of the Financial Market
Board. They had subsequently undergone
treatment and analysis via the statistical
software-STATA 10.

Operationalization of the Different
Variables of the Model

In what follows, we will present various
measures related to the variables of our
research model. To operationalize the
earnings management, we will make use of
a proxy, namely the notion of the
discretionary accruals. The accruals, which
are, in fact, broken down into a
discretionary part and a non-discretionary
one, are obtained from the difference
between the net profit and operating cash
flow (Healy, 1985). In other words, the
incomes and charges are carried out
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without any flow, such as appropriations to
depreciation. The estimation model
deployed would be that of Jones (1991) to
which some changes were brought in (in
1995).

This model is as follows:

ACCT, ITA, , = a,(1/TA, )+ B.(PPE, ITA, ,)
+ 3, (AREV, — AREC, ITA, ) +&,

With:

e ACCTi: Total accruals of firm i during
year (t)

e TAj.1: Total assets of firm i during year

(t-1)

e AREV j: Revenues in year (t) less
revenues in year (t-1)

e AREC . Variation of the receivables of
firm i during years (t) and (t-1)

e PPE i Property plant and equipment

e &, :Error term of firm i during year (t)

e, ﬂs and 55: Model

estimated for each year and at the level of
each activity sector.

coefficients

It should be noted that the discretionary
accruals are obtained by the difference
between the total accruals of each firm and
the normal accruals (assumed to be non-
discretionary) identified using the Jones’s
modified model parameters. Formally, for
each i firm, and during year t, we get:

ACCD, ITA, , = ACCT, ITA,_,
B.PPE/TA, , + 8,AREV, — AREC, ITA, ]

With: - ACCD i Discretionary accruals of
firm i during year t.

The Research Model

To analyze the impact of the governance
mechanisms on the earnings management,
we will propose the following template,
including the company’s size as a control
variable.

—la,/TA, | +

Our model is therefore as follows:

ACCD
+ BIG 4, + @ ;NATACT , + & SIZE 1,

With:

ACCD: Discretionary accruals: The concept
of the discretionary accruals is used to
operationalize the result management.

SIZE: The Board of Directors’ Size. This
variable is measured by the total number of
directors who sit on the Board of Directors.

DUAL: The Board of Directors’ Duality. This
variable helps find out if there is a
separation or an accumulation of functions
of chief executive officer and Chairman of
the Board of Directors. Being binary, it
takes value 1 if the CEO is at the same the
chairman of the Board, and 0 otherwise.

INDP: Proportion of independent directors
in the Board. It is the ratio between the
number of independent directors and the
total number of directors.

BIG4: This is a measurement indicator of
the audit quality. This is a binary variable
that takes value 1 if the firm is audited by a
"BIG4"; otherwise, it takes value 0.

NATACT: This variable, which is used to
assess the degree of capital concentration,
is dichotomous. It takes value 1 (0) when
the percentage held by the largest
shareholder is more (less) than 50%.

SIZE1: Size of the target company. This
variable is approximated by the normal
turnover logarithm.

Interpretation of the Main Results

In what follows, there is a presentation of
the main descriptive statistics and the
results obtained on the basis of the test of
our research model on STATA 10.

Descriptive statistics

The following table presents the
descriptive statistics obtained at the end of
our study.
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Table 1: Descriptive statistics

Number of observations | Average | Standard deviation | Minimum | Maximum
ACCD 119 0.3381 3.8594 -2.2485 41.46421
SIZE 160 9.2562 1.77777 5 12
DUAL 160 0.7437 04379 0 1
INDP 160 0.0016 0.0018 0 0.006
BIG4 160 0.1875 0.39153 0 1
ACTNAT 160 0.3062 0.46238 0 1
SIZE1 158 11.0666 1.034792 7.32449 14.24972

The descriptive statistics revealed a
number of business-related characteristics
of our sample. It is noted that the Board’s
size is on average equal to 9.25 members
and varies between a minimum of 5 and a
maximum of 12. Compared to the
assumptions of Lorch and Lipton (1992)
for which the optimal size is at a level of
seven to eight members, the average
obtained size is  relatively  high.
Nevertheless, it is considered comparable
with the one found by Feki and Khoufi
(2010) in their research conducted in 2010
on a sample of French companies.

Moreover, it can be noted that the BIG4
variable has an average of 0.18; which
implies that 18% of the studied sample

companies employ auditors belonging to
the "BIG4" and that the DUAL variable has
an average of 0.74, which means that in
74% of the companies covered in this
study, the CEO is also the chairman of the
Board of Directors. It can be concluded that
few firms are subject to effective control by
a separation of functions; which implies a
good administration as recommended by
the agency theory.

The Research Model Test

To test the impact of the governance
mechanisms on the earnings management,
the ordinary least squares method (OLS)
will be used.

Table 2: Estimating the model coefficients on the basis of the OLS method

Coefficient t-student Probability
SIZE 0.4016 1.48 0.139
DUAL 1.197 1.07 0.283
INDP 32.690 0.11 0914
BIG4 0.4074 0.32 0.746
ACTNAT 2.900* 2.88 0.004
SIZE1 -1.164** -2.50 0.013
CONSTANTE 7.454 1.56 0.118

Notes: *: significance at 1%; **: significance at 5%.

The research hypotheses test through the
multi-varied regression analysis helps
validate some hypotheses and invalidate
others.

The Board’s size seems to have no effect on
the earnings management. This means that

the variable-related coefficient is positive
at 0.40, but non-significant (p = 0.139).
This result is, however, inconsistent with
the theory postulates, which calls into
question the role played by the Board of
Directors as a monitoring mechanism that
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helps minimize the leader’s opportunistic
behavior.

Moreover, such results corroborate those
obtained in the studies of Mezghani and
Ellouz (2011) - in the Tunisian context, and
those of Uzum et al (2004) in the American
context. These authors actually found no
significant relationship between the
Board’s size and the existence of fraud in
the financial reports.

Therefore, one could decide about the fact
that the Board’s size has no effect on the
earnings management of the Tunisian
companies. Actually, the presence of a big
or small number of members on the Board
of Directors is therefore not a governance
mechanism.

Moreover, dual function seems to have no
effect on the earnings management. The
coefficient related to this wvariable is
positive at 1197, but statistically
insignificant (p = 0.28). This result is in
unconformity with those found by Forker
(1992) and Dechow et al (1996) and
recently by Aysha and Abdullah (2015)
who reported the existence of a positive
and significant relationship between the
dual function of the CEO and the Chairman
of the Board of Directors, on the one hand,
and the earnings management, on the other
hand. However, the results found confirm
those of Coulton (2001) and Mahfuja Malik
(2015), who found no significant
relationship between duality and earnings
management.

In Tunisia, the monistic form is the most
widespread; which results in the fact that
the Chief Executive often holds the post of
chairman. However, this duality in itself
has no significant effect on the earnings
management of the Tunisian companies.
This can be explained by, among other
things, the fact that the separation of
functions is not a governance mechanism.

Moreover, we find that the INDP variable,
which has a positive coefficient of 32.69,
was not significant (p = 0.91). This result
seems to be in conformity with those found
by Vafeas (2000) who suggests that no
significant relationship is checked between
the proportion of the outside directors on
the board and the information profit

content. However, this very same result is
in discordance with the ones found by
Peasnell et al. (1998, 2000), and Klein
(2002). In fact, these authors identified a
negative association between the Board’s
independence and earnings management.
In Tunisia, it seems that the directors’
independence is not a discipline
mechanism for the manager.

Moreover, it can also be noticed that the
audit quality has no significant effect on the
earnings management, since the coefficient
related to this variable, which is positive in
the range of 0.40, is not statistically
significant (p = 0.74) . Similarly, the work
of Jeong and Rho (2004), and those of
Abbasali Pouraghajan et al (2013) and
Kamran and Attaulah (2014), have not
been able to come to a significant
relationship  between audit quality
measured by the size of the audit firm and
the result management approached by the
discretionary accruals approximate.

On the other hand, the studies of Becker et
al (1998) and Francis et al (1999) go in the
same line with the achieved results since
they show that the audit quality is
associated with a low level of earnings
management. In Tunisia, the size of the
audit firm is not a manager’s governance
mechanism. Moreover, Tunisian companies
do not hire audit firms belonging to the
"BIG4" to control their executives.

It is also apparent that the ownership
structure impact on the earnings
management is positive and significant (p =
0.004), with a coefficient of 2.9; which
implies an increase in ownership structure
raises the accruals. Therefore, it can be
deduced that according to our
expectations, ownership structure
development leads to an increase of the
level of the discretionary accruals. This
hypothesis is in line with the contributions
of Fan and Wong (2002) that proved, on
the basis of a sample of 977 companies
from seven Southeast Asian economies,
that the informational content of the
accounting result declines. Similarly,
Limpaphayom and Manmettakul (2004)
and Ming and Chiow (2015), being opposed
to Iraya et al (2015) supported the positive
impact of capital concentration on the
earnings  management, and  more
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particularly on the level of the
discretionary accruals. In Tunisia, it could
be predicted that if ownership structure
increases, the leader benefits most often
from the situation and therefore
manipulates the accounting profit.

Our model also shows that company’s size
has a negative effect on the discretionary
accruals; since the coefficient of this
variable is negative and significant (t-
statistics = -2.50). This result seems to
contradict most of the previous results
achieved in this regard, such as those of
Makrani and Maryam (2014). Moreover,
this result is in line with those approved by
Davidson et al (2005) and Klein (2002),
which showed that the company’s size
negatively impacts the earnings
management. In Tunisia, the company's
size is a factor that appears to decrease the
earnings management. This could be
explained by the fact that it is in large
companies, where the turnover is quite
important, that the manager may
manipulate the accounting result.

Conclusion

Through this contribution level, it is
possible to test the relationship between
the governance mechanisms and the
earnings management on a representative
sample of 16 Tunisian companies during
the 2001/2010 period. For this purpose,
we resorted to the ordinary least squares
method and more specifically to the
statistical data-processing software STATA
10.

Our results mainly showed that the
earnings management is positively related
to the ownership structure and the
company’s size. However, no association
was confirmed between the Board of
Directors, the audit quality, on the one
hand, and the level of discretionary
accruals, on the other hand.

Furthermore, our research has some
limitations. First, the size of the sample
composed of only 16 companies listed on
the Tunis Stock Exchange is considered
limited. Hence, the use of the concept of the
discretionary accruals, as a measure of
earnings management while eradicating all
other variables such as spending on

research and development, would also be
quite reductive in relation to the possibility
of generalizing the results.

Finally, our representative model of
earnings management based on
governance mechanisms could be extended
to other cultural variables or related to the
Tunisian context. In terms of future
research directions, we could be more open
to other research paths, such as those
related to the impact of the governance
mechanisms on the earnings management.
A comparative study between countries of
the common law and customary law of a
country, for example, could serve this
purpose.
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