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Abstract: This paper investigates whether the extent of opportunistic earnings management (measured by
discretionary accruals) is related to chairman independence and ownership structure. Based on a sample of UK
companies, we find that Chairman Independence are important factors in constraining the inclination of
managers to engage in earnings management which support the argument that outsiders ownership
(institutional investors) contribute in constraining earnings management whereas insiders ownership
(management ownership) do not.Our findings have implications for stakeholders and policymakers in that we
find institutional ownership and Chairman Independence are important mechanisms of corporate governance.
We find that independent chairman according to the UK corporate governance code criteria has no effect in
detecting earnings management, while independent chairman using the code independence criteria set for non
executive directors is significantly effective in reducing earnings management. 
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INTRODUCTION fulfilling capital market expectations; carrying out lending

The end of the 1990s and the beginning of the 2000s management compensation contracts [4].
have witnessed a series of recent corporate accounting Our study is important for three main reasons. First,
scandals across the United States and Europe (e.g. Enron, although many prior studies have investigated the
HealthSouth, Parmalat, Tyco, WorldCom and Xerox). In relationship between corporate governance mechanisms
the core of these accounting scandals was usually the and the inclination of managers to engage in EM in recent
phenomenon of earnings management [1]. Earnings years, it is not quite clear there is much greater
management (hereafter, EM) has been a great and understanding of this issue now than there was when the
consistent concern among practitioners and regulators matter was first considered. 
and has received considerable attention in the accounting The empirical investigation of this relationship has
literature. It has been argued that EM behaviour masks produced a very wide literature that used different
the true financial results and position of businesses and samples, covered many time-periods and revealed mixed
obscures facts that stakeholders ought to know [2]. results.

EM occurs when managers intentionally intervene in Second, Prior literature is mainly US-based. To the
the external financial reporting process to manipulate the best of our knowledge, there is little research into the
reported accounting numbers to mislead stakeholders relationship between corporate governance mechanisms
about the underlying economic performance of the and managers’ engagements in EM in the UK [5].
company, or to influence contractual outcomes that However, both notions of corporate governance and
depend on reported accounting numbers in order to earnings management are different between the two
obtain personal gains or specific interests at the expense countries [6]. 
of shareholders [3]. For example, Management may have Third, we provide an original contribution to the EM
a range of incentives to manage their firm’s earnings. literature  as  we  examine  several  corporate  governance
These include when a firm reported a loss in the previous mechanisms affect on EM. We examine the impact of
financial year; influencing short-term share prices and Chairman Independence on constraining EM. 

contracts clauses and obtaining bonus in presence of
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Additionally, the current study examines the Chairman Independence: The duality permits the Chief
relationship between corporate governance mechanisms Executive Officer (CEO) to effectively control information
and the extent of opportunistic EM in the UK since the available to other board members and thus impedes
Combined Code on Corporate Governance has been effective monitoring. An independent chairman (Neither
applied to all companies listed on London Stock Exchange founder nor CEO) is expected to improve board
for reporting years just after first of November 2003. monitoring by providing an independent monitoring on
Therefore, this paper may provide rewarding insights on the CEO work [9].
the effectiveness of the recent corporate governance Concentrated decision-making power as a result of
recommendations on enhancing the reporting quality in non-independent chairman may impair the board’s
the UK. oversight and monitoring  roles.  Thus,  vesting  the

Using a sample of UK firms, we examine whether the power of the  CEO  and  the  chairman  in  separate
magnitude  of  discretionary accruals (the proxy for EM) persons could  reduce  the  strong  individual  power
is related to chairman independence and ownership base, which could enhance the board’s ability to exercise
structure. We find that Chairman Independence and effective control. However, the vast majority of the
institutional investors significantly reduce EM. However, literature finds no association between CEO duality and
we find no significant relation between management EM [10].
ownership and the likelihood of EM. We argue that it is not ideal to improve the financial

The remainder of the paper is organised as follows. quality and integrity in firms when the head of the
The next section discusses the relevant empirical literature hierarchy in the  company  is  not  really  independent.
and the hypotheses development. A further section The independent Chairman has less biased behavior when
describes the research design and the empirical he or she has no previous relation to the firm. This leads
predictions. The main findings are then discussed. In the to our third hypothesis, stated in its alternative form:
final section conclusions are drawn.

Prior Studies and Hypotheses: On theoretical  grounds, independence and earnings management.
it has been argued that managers are required to produce
reliable and relevant financial statements to communicate Ownerships Structure
with shareholders to reduce the asymmetric information. Internal Ownership: that managers with a high ownership
A  model  of  the  contractual  relationship  between interest in the firm are less likely to alter earnings for short
agents (managers), who may manage and manipulate term private gains at the expense of outside shareholders.
accounting choices to affect earnings and, therefore, Managers whose interests are consistent with
exploit their accessibility to the firm private information to shareholders are more likely to report earnings that reflect
pursue their own interests and principals (shareholders), the underlying economic value of the firm [11].
who do not have sufficient monitoring power over In terms of the association between managerial
management decisions. Such absence of control may ownership and EM, several empirical studies found a
stimulate managerial opportunistic behaviour and increase negative association between insiders’ ownership and
agency costs [7]. earnings management [12].

Earnings management practice impact firms’ financial Level of managerial ownership affects both the
statements by producing false information which directly informativeness of earnings and the magnitude of
mislead investors and cause incorrect capital markets discretionary accounting accrual. Results show
valuation of security prices. Hence, market efficiency managerial ownership is positively associated with
which based upon the information flow to capital markets earnings explanatory power for returns. Their results
can be distorted by managers’ opportunistic behavior. consistent with the belief that managerial shareholdings
This distortion of real financial performance that led to act as a disciplining mechanism [13].
incorrect decisions may create an agency cost caused by The constraining association between earnings
earnings management practice. These firms need a system management and the proportion of outside directors and
that can limit these costs [8]. the existence of an audit committee will be more

This paper argues that ownership structure pronounced when the level of managerial share ownership
effectiveness is an important mechanism that can is low. They measure the managerial ownership as equals
constrain EM, as a proxy for agency costs. one  when  managerial  share  ownership  is less than 5%,

H : There is a negative association between Chairman1
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whereas the directors’ ownership measured by the Research Design and Emperical Predictions
number of shares beneficially owned by inside directors
over total number of shares outstanding. They found
some support for these conjectures, suggesting that
boards continue to have a constraining influence on
earnings management even when shareholder and
manager interests are better aligned [5].

This  study  will  measure  the  managerial  ownership
as the percentage of total shares held by executive
directors  divided  by the total number of shares. Given
the impact of managerial ownership is likely to influence
earnings management. This study hypothesizes that:

H2: High managerial ownership is negatively related to
earnings management.

External Ownership:  External  ownership  includes
shares held by institutions, blockholders and individuals
outside the company. Here we focus on institutional
investors  as  with  their  substantial  stakes they may
have much stronger incentives to discipline managers’
behaviour comparing with small individual investors. 

Empirical evidence support the hypothesis of
increased institutional shareholdings is associated with
better performance. in the UK find a positive relationship
between external shareholdings and performance. Other
evidences found institutional investors to influence
executive compensation [14].

The monitoring role offered by institutional
ownership precludes managers from taking actions that
may harm the company in the long run [15].

Using the  level  of  institutional  ownership
increases, [16], [17] examined the association between
institutional ownership and Australian firms' aggressive
earnings management  strategies.  The  main  findings
were a positive association at the lower institutional
ownership  levels  and a negative association at the
higher  institutional  ownership  levels, consistent with
the view  that long-term oriented institutional investors'
monitoring limits managerial accruals discretion.

Nevertheless, [5] using UK data from 1993 to 1996,
examined    institutional    investors    using    the   number
of shares owned by institutional investors over total
number  of  shares  outstanding  as  a  measure,  they
found no relation exist between EM and institutional
investors.

H3: Institutional shareholders ownership is negatively
related to EM.

Sample Description: The initial sample population chosen
for this study included FTSE250, the largest 250
companies by market capitalization listed on the London
Stock Exchange (LSE), in 2005. An important justification
for choosing these companies is that they cover a broad
range of industrial and commercial activities and account
for a significant portion of the UK economic output. 

Financial sectors were left out of the study because
the discretionary accruals model does not apply to
financial industries [10]. We further exclude companies
working in regulated and mining industries because of the
differing practice of income recognition in regulated
industries and the market value of mining firms differs
from other firms as it includes other major factors, such as
value of any real operating options [18].

Corporate governance and earnings management
variables were obtained from corporate annual reports and
DataStream respectively. Deleting firms with missing
variables left a final sample of 91 usable observations, for
which all appropriate data was available. 

Dependent Variable Measurement: The dependent
variable used in this study is a discretionary accrual
estimate that measures the extent of opportunistic
earnings management. In order to estimate the
discretionary accruals, it is first necessary to estimate
total accruals. Using cash flow approach, total accruals of
firm i in year t (TACC ) are computed as follows:it

EARN -CFO  = TACC (1)it  it it

Where EARN it is the earnings before extraordinary items
and discontinued operations of firm i in year t, CFO it is
the net cash flows from operating activities of firm i in
year t and t = year 2005. Total accruals (TACC it) are
regressed against its components (i.e. change in revenue
and property, plant and equipment) using the cross-
sectional version of the original Jones model [19] to
obtain parameter estimates. The model takes the form:

TACC / TA  =  (1 / TA ) +  (  REV / TA ) +it it-1 1 it-1 2 it  it-1 3

(PPE / TA ) + (2)it  it-1  it

Where TA is the book value of total assets of firm i atit-1

the end of year t-1,  REV  / TA  is sales revenues ofit it-1

firm i in year t less revenues in year t-1 scaled by TA ,it-1

PPE  / TA is gross property, plant and equipment ofit it-1

firm i at the end of year t scaled by TA  and  is theit-1  it

residual or error term. 
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Coefficient estimates of , ,  obtained from the Moreover,  we  investigate  the  effect  of  both1 2 3

Equation (2) are then used to calculate discretionary
accruals (DACC ). The change in revenues is adjusted forit

the change in receivables (  REC ) for each sample firm, it

in order to provide some control for the effect of changing
economic conditions on the level of non-discretionary
accruals [20].

As [21] explain, the Equation: 2 “treats revenues as
entirely non-discretionary. However, if earnings are
managed by shifting revenues from future periods, then

 REV  would be endogenous to the model”. In order toit

control for this endogeneity bias, [22] propose a
modification to the Jones model. The modified Jones
model takes the form:

DACC = (TACC / TA )-[  (1 / TA ) + [(  REVit it it-1 1 it-1 2 it

—  REC ) / TA )] + (PPE / TA )] (3)it  it-1 3 it  it-1

Where are estimated coefficients from the second1 2 3

Equation. As in the literature, we use the absolute
measure of discretionary accruals as a proxy for the extent
of opportunistic earnings management.

Explanatory and Control Variables Measurement: We
examine the impact of Chairman Independence on
constraining EM. The commonly used measure in the
prior literature for Chairman Independence is whether the
roles of the Chairman and CEO are combined or not.
However, we measure Chairman Independence using the
Combined Code on Corporate Governance (2003)
independence criteria for non-executive directors. 

According to the Code, the non-executive director
should not: has been an employee of the company or
group within the last five years; has, or has had within the
last three years, a material business relationship with the
company either directly, or as a partner, shareholder,
director or senior employee of a body that has such a
relationship with the company; has received or receives
additional remuneration from the company apart from a
director’s fee, participates in the company’s share option
or a performance-related pay scheme, or is a member of
the company’s pension scheme; has close family ties with
any of the company’s advisers, directors or senior
employees; holds cross-directorships or has significant
links with other directors through involvement in other
companies or bodies; represents a significant
shareholder; or has served on the board for more than
nine years from the date of their first election.
Furthermore, we examine, for the first time in the literature,
the potential impact of non-executive directors’ fees on
EM.

internal and external ownership on EM. Managerial
ownership   is   the   percentage   of   total   shares in
issue  held  by  employees,  or  by  those  with a
substantial position in a company that provides
significant voting power at an AGM, includes family
holdings.

Institutional investors’ ownership is the percentage
of total shares in issue held as long term strategic
holdings by investment banks or institutions seeking a
long term return. Following [16] Institutional ownership is
the ownership by financial institutions, such as insurance
companies, banks, pensions, mutual funds and
investment banks. 

While we are interested in examining how Chairman
Independence and ownership structure can influence the
extent of EM, we are aware that there are other firm
characteristics that can influence the extent of EM and
which need to be controlled for in the estimations. It has
been argued that larger firms have more potential for
earnings management [23]. Larger firms face higher
political costs and hence have stronger incentives to
manage earnings in order to reduce the potential political
risk [24]. 

Additionally,   tests   related   to  accounting
discretion  that  do  not  control  for  effect of
performance are often miss-specified. Therefore, we
control for corporate size (as measured by total assets)
and firm performance (as measured by return on assets).
These variables may affect the magnitude of earnings
management and previous research provided evidence of
their effects [25]. 

The    financial   difficulties    provide    firms   with
more  incentive  to  engage  in  earnings  management,
they   control    for    financial    difficulties    using    book
to  market  ratios  and  financial  leverage.  Many  prior
studies find leverage is related to earning management
[23].

In addition, highly growing firms are more likely to
manage earnings [26]. Growth is measured by the market-
to-book ratio (MTBV). Other studies found growth is
related to EM [27].

Model Specification: In the light of the above discussion,
the various hypotheses and variables are combined into
a function relation to explain the relationship between
NED commitment, Chairman Independence and ownership
structure with the extent of opportunistic earnings
management. The empirical form of the model is set out
below:
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DACC =  + CHAIRIND +  INSTOWN +  MANAGOWN0 1 2 3

+ SIZE + ROA + MTBV+ LEV + (4)4 5 6 7

Where
: intercept;0

- coefficient of slope parameters;1 7:

: error term.

Dependent Variable
DACC: earnings management as measured by
discretionary accruals (estimated using Equation: 3).

Explanatory Variables
CHAIRIND: dummy variable; 1 if the Chairman of the
board is independent, 0 otherwise;

INSTOWN: The percentage of total shares held as long
term strategic holdings by investment banks or
institutions seeking a long term return.

MANAGOWN: The percentage of total shares held by
employees, or by those with a substantial position in a
company that provides significant voting power at an
AGM.

Control Variables
LEV Total debt/ total assets 2005 (WC08236)
ASSETS Log of total assets in 2005 significant     negative        relations        with      DACC.
ROA Return on assets in 2005
MTBV Percentage of the market to book value ratio in
2005

RESULTS AND DISCUSSION

Descriptive statistics and Pearson correlations
among the primary variables of interest are provided in
Table 1. The mean discretionary accruals estimation is-2
percent. Table 2 show relatively sufficient evidence that
companies included in our sample shows high level of
compliance with the Combined Code on Corporate
Governance (2003).

Table 2 also shows a strong positive correlation
between discretionary accruals and return on assets. This
correlation was expected given that the emphasis of the
recent research on the importance of controlling for
financial performance when examining earnings
management [25]. 

Table 2 presents the regression results from the
estimate of Equation (4).

However, as expected in H , the co-efficient of3

NEDFEES is significantly negative in all models examined.
This indicates that firms with higher non-executive
director’s fees have lower levels of managerial
opportunistic behaviour. This suggests that highly paid
NED is more committed to involve in the firm details which
may minimize the firm engagement in earnings
management.

Consistent    with     our     expectations     in   H1,
Table   3    also   shows    that    CHAIRIND    has

This suggests that the Chairman independence play
important roles of constraining earnings management
behaviour.

Table 1: Descriptive statistics

DACC CHAIRIND INSTIT~N MANAGOWN ASSETS ROA MTBV LEV

mean -0.0214 0.494506 13.08791 3.626374 5.89976 8.259011 0.229387 0.724731
std 0.052772 0.50274 10.09141 9.077014 0.337746 7.712642 0.165699 1.806802
min -0.174 0 0 0 5.132698 -11.05 0 -13.923
p50 -0.023 0 11 0 5.867041 6.78 0.1985 0.6059
max 0.126 1 54 50 6.733959 36.66 0.6599 5.4225

Table 2: Correlation matrix

DACC DACC CHAIRIND INSTIT~N MANAGOWN ASSETS ROA MTBV LEV

CHAIRIND -0.194 1
INSTITOWN -0.1926 0.0877 1
MANAGOWN 0.0755 -0.2732* -0.0614 1
ASSETS -0.1752 0.1485 0.0044 -0.2679* 1
ROA 0.3934* -0.0204 -0.0529 0.0991 -0.4522* 1
MTBV -0.3308* 0.0202 -0.0025 -0.125 0.3906* -0.3647* 1
LEV -0.1196 -0.0301 -0.0313 0.084 0.1331 -0.0099 0.1338 1

DACC, discretionary accruals; CHAIRIND = 1 if the chair of the board is independent, 0 otherwise; INSTITOWN, total shares in issue held by institutional
investors/total shares. MANAGOWN, The percentage of total shares in issue held by managers/total shares. ASSETS, natural logarithm of total assets; ROA,
return on assets. MTBV, percentage of market t book value. LEV, Total debt/total assets. *p <0.05.
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Table 3: Non Executive Directors’ Commitment, Chairman Independent
and Ownership Structure effects on Earnings Management: UK
Evidence

DACC Coef. t-test

CHAIRIND -0.019* -1.95
INSTITOWN -0.000* -1.67
MANAGOWN -0.000 -1.32
ASSETS 0.022 1.39
ROA 0.002*** 3.63
MTBV -0.071* -1.74
LEV -0.002 -1.22
_cons 0.230 1.38
F 4.32
Adj. R 0.322

N 91

Dependent variable, DACC. Numbers in parentheses are t-statistics based on
White’s (1980) heteroscedasticity consistent estimation matrix; ***p< 0.01,
**p< 0.05, *p< 0.10. DACC, discretionary accruals; HAIRIND = 1 if the
chair of the board is independent, 0 otherwise; INSTITOWN, total shares
in issue held by institutional investors/total shares. MANAGOWN, The
percentage of total shares in issue held by managers/total shares. ASSETS,
natural logarithm of total assets; ROA, return on assets. MTBV, percentage
of market t book value. LEV, Total debt/total assets. 
DACC =  + CHAIRIND +  INSTOWN +  MANAGOWN +0 1 2 3 4

SIZE + ROA + MTBV+ LEG +  (4)5 6 7

In general, as expected in H2, the results suggest that
INSTITOWN is negatively significant to levels of
absolute discretionary accruals. This finding is
comparable with those reported in [17] using Australian
firms. However, this result is in contrast with previous UK
evidence [5]. 

This difference in result with previous UK evidence
might be due to the increase of institutional investors
monitoring role importance and the recent corporate
governance recommendations in this regards, especially
the previous study was conducted more than ten years
ago. Another possible explanation is that our sample only
includes large firms from FTSE250, which may raise the
question of the usefulness of institutional investor in
smaller firms.

MANAGOWN has negative but marginally
insignificant relation with earnings management in most
models. Hence, our H6 is rejected. This finding is in
contrast to [13] findings. This is also in contrast with
previous UK evidence documented by [5] and this is
might be due to that we used different way to measure
managerial ownership. 

A final finding in table 3 is that, as expected, ROA
has a positive and strong relationship to DACC. This
suggests that companies with high financial performance
are     more inclined     to     manage      their    earnings.

Firms with higher growth rate show less inclement in EM
behaviour as reported by [27].

CONCLUSION

This study investigated questioned the
appropriateness of the chairman independence criteria set
by 2003 combined code. We find that independent
chairman according to the code criteria has no effect in
detecting earnings management, while independent
chairman using the code independence criteria set for non
executive directors is significantly effective in reducing
earnings management. This result criticizes the loose
chairman independence criteria recommended by the
code.

We revisit the previous research in the UK by
examining the association between internal and external
ownership with the absolute value of discretionary
accruals. Our findings suggest a significant negative
relation between institutional investors’ ownership and
the likelihood of earnings management. This result
supports the argument that external ownership is effective
corporate governance mechanisms in constraining
earnings management. Our study find internal ownership
has no significant effect on increasing the integrity of the
financial reporting.

Taken together, our findings suggest that the
implementation of the UK corporate governance
combined code 2003 has contributed in further reduction
of the likelihood of earnings management.
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