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Abstract

The aim of this paper is to analyze the efficiency of debt ownership as a mechanism of corporate
governance in reducing the discretionary behavior of managers. We use earnings management and
discretionary accruals as indicators of managerial accounting diseretion. Our results show that
¢orporate debt has a prominent impact on reducing earnings management, Banking debt can foster the
discretionary behavior of managers whereas public debt plays no relevant role. At the same time we test
the complementary effect of some other mechanisms of corporate governance such as capital structure

and ownership concentration.
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1. Introduction

The idea of the firm as a nexus of contracts (Jensen
and Meckling, 1976) has led to the design of
mechonisms of cotporate governance in order to
protect the interests of the providers of funds. Our
paper relies on one of these mechanisms -the
ownership structure of debt- and we analyze the
ability of different kinds of corporate debt to reduce
the discretionary accounting decisions of managers.

“We hase this on the idea of earnings management
as an indicator of managerial accounting discretion.
Earnings management can be implemented through a
serdies of managerial practices such as discretionary
aceruals, Consequently, we study to what extent the
ownership structure of debt (i.¢. the banking vs. public
debt structure) disciplines firms' managers and
reduces their ability to manage earmings. This is one
issue dealt wish in this paper, namely the combination
of the ownership structure of corporate debt with a
modern and suitable way of detecting managerial
accounting discretion. Another is the extension of the
empirical ¢vidence to a country like Spain, with an
institutionat structure quite different from the Anglo-
Saxon area on which most of the existing research has
focused (Giner and Mora, 2005).

Our results are consistent with previous research
and stress the asymmesric role of debt in disciplining
managers. On the one hand, corporate debt has a
prominent effect in reducing managerial discretion.
On the other, the impact of debt is conditional upon
the type of creditor. While public debt usually
coustrains managers’ discretionary behavior, banking
debt can enhance their opportuntstic accounting
choices, irrespective of the term structure of the debt.

Our paper is divided into five sections. After the
introduction, in Section 2 we review the two main

theoretical foundations of our research: earnings
management as a manifestation of managerial
accounting discretion, and the role of debt as a
mechanism of corporate control., This review goes
hand in hand with the presentation of the hypotheses
to be empirically tested. In Section 3 we describe the
samples and the methodology for the empirical
analysis. In Section 4 we report the results of the
study. The paper ends with some concluding remarks
in which we indicate some directions for future
research.

2, Earnings management and debt
ownership structure: review of previous
research and hypotheses

Most modern firms have in common a separation
between a firm’s ownership and its control or, in other
words, a conflict between shareholders and managers.
This ageucy relation implies an asymmetric
distribution of inforimation since shareholders are not
able to efficiently moniter all the actions of managers
and, consequentty, managers have a wide range of
discretionary behavior available w0 them. Managers
are required to look after their own interests even
though these might be at odds with the maximization
of the firm’s value aimed at by shareholders. .
As a result, in order to protect sharcholders'
interests, some mechanisms have been implemented
10 reduce asymmetric information, to assess the
efficiency of managers’ decisions and to set up
incentives systems (Brickley er al, 1995). Among
these mechanisms, aimed to convey reliable
information to the least informed agents, we should
highlight financial statements. Financial statements,
particularly the balance sheet and the statement of
income and expenses, disclose information about the
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firm's performance and are thereforc a suitable
element to assecss the efficiency of managers'
financial decisions.

A plausible reaction of managers is to choose
accounting procedures most consistent with their own
interests, in order to modify the firm's earings out of
self-interest (Smith, 1976; Jensen, 2003). This is
known as earnings management, namely the
intervention of managers to modify accounting
earnings to give a positive impression of managers’
performance, rather than to convey reliable
information about the firm.

Earnings management can be carried out in a
number of alternative ways, such as the choice of
accounting methods (Moses, 1987), the choice of the
inventory valuation method (Niehaus, 198%), the
extraordinary items (Beattie ef al., 1994), the R&D
expenditures (Bange and DeBondt, 1998) or accruals
{Bannister and Newman, 1996; DeFond and Park,
1997). Although there are a number of accounting
procedures available to managers for discretionary
manipulation of a firm’s eamnings, accruals play a
prominent role and have been the focus of preferential
attention in recent years {McNichols and Wilson,
1988; Jones, 1991; DeFond and Subramanyan, 1998;
Erikson and Wang, 1999).

Accrugls  are  suppossd  to  improve the
informational content of financial stalements by
avoiding a mismateh between payments, money
collections, income and expenses. Although accruals
can be properly used (Hansen and Noe, 1998; Barth ¢
al., 2001}, a discretionary use of aceruals is possible
since they modifly the moment of recognition of
income and expenses, allowing wransferal of positive
or negative results between periods and,
consequently, reducing the informational content of a
firm’s earnings. In fact, one of the reasons for the
widespread use of accruals, compared to other ways
of earnings management, is high flexibility due to
their low cost and difficult detection (Healy, 1985). In
addition, accruals are also wused because they
synthesize in one measure the joint effect of several
accouating choices (Peasnell et al., 2000b).

Since accruals are so appealing to managers, it
makes sense thal accounting research has proposed
several ways of detecting their discretionary use, As
shown by Azofra er al. (2003), although there are a
number of methods to detect earnings management
through accruals, most of them have in common a
distinction  between ' two components; the non-
discretionary and the discretionary component
(Dechow, 1994; Peasnell er al, 2000a). While non-
discretionary  accruals aim  to  improve the
informativeness of financial statements, discretionary
accruals modify financial statements in managers’
own interests.

This twofold motivation for accruals leads to two
different determinants, Non-discretionary accruals are
likely to depend on the usual business of the firm such
as its turnover or the depreciation of fixed assets,
whereas the discretionary component of total accruals
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is supposed to depend on the ability and the
inclination of a firm's managers to alter financial
staternents and, therefore, depends on the ability of
corporate governance to prevent such behavior, This
s why the stedy of earnings management should run
parallel with the analysis of the mechanisms of
corporate governance. In fact, it has been proved that
external directors (Peasnell er al, 2001), the audit
committee of the board of directors (Klein, 2002), the
size of the board of directors (Beasley, 1996), the
presence of institutional investors among shareholders
(Jiambalvo e @i, 2002) and the ownership
concentration (Azofra et al., 2003) all reduce earnings
managetment.

We follow a similar approach and focus on the
relation between one of the mechamisms of corporate
governance stch as debt, and the discretionary
accounting decisions of managers. This aim requires a
double analysis because, in addition to the possible
disciplinary rofe of debt, we must take into account
the different kinds of financial debt, with the different
structure of creditors’ rights and the different
monitoring ability of each sort of debt.

The theoretical foundation on which the paper is
based is the ability of corporate debt to reduce
managers' discretionary decisions due to the stricter
schedule of financial engagements of debt (Grossman
and Hart, 1982; Jenser, 1986; Harris and Raviv,
1991), From this point of view, there should be a
negative relation between financial leverage and
discretionary accruals because debt is usually related
to a higher control of managers by creditors and a
more detailed analysis of the information provided by
financial statemments, Nevertheless, soms authors have
found a positive relation between corporate debt and
discretionary accruals (Azofra et af., 2003) since the
financial statements more favorable to managers
allow borrowing in more favorable conditions, which
increases the incentives of managers to manage
earnings in their own interest. In turn, the impact of
debt on earnings management seems to be an
empirical question and there are reasons to explain
both the positive and the nzgative influence.

Going more in-depth in the analysis of the
ownership structare of debt, the firms in our sample
can choose between borrowing from banks (private or
arm’s-length debt) or issuing bonds in [inancial
markets {public debt). Private debt vsually implies a
relation with only one ereditor or with quite a small
number of creditors, whereas public debt is provided
by a large aumber of small bondholders. Although
both of them have some characteristics in common,
they also have some specific characteristics and, in
consequence, they have different implicatior_\s for
corporate governance and for managers” diseretionary
behavior, o

Banks = specialize  in borrower-mumlurm.g
(Campbell and Kracaw, 1980), so b:mking_ debt is
supposed to put managers under more scrutiny than
other kinds of debt. Nevertheless, banking debt and
public debt are very different in terms of the
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possibility of rolling-over. Public debt is usually
stricter than banking debt since banks are more prone
10 roil over corporate debt that public markets are
(James and Smith, 2000). In consequence, public deht
implies more disciptine over managers than banking
debt.

On top of this, banking debt usually jmplies
ctoser and longer refations between borrowers and
tenders, This is why banking debt tends to be long-
term debt (Eber, 2001). If this is the case, borrowing
firms do their best 10 eam a reputation as good
borrowers (Diamond, 1991), so they can wy to
manipulate financial statements in order to make a
good impression and to achieve better debt
agreemenis (Dawta er al., 1999). Furthermore, since
banking debt is more expensive than public debt, this
higher managerial discretion could partially explain
why firms still borrow from banks. In fact,
asymmetric information has been proved to affect
corporzte banking debt (Johnson, 1997: James and
Smith, 2000).

Analysis of debt ownership structure is even
more interesting due to the prominent role played by
banks compared to capital markets in Continental
European countrics. Like most of their Continental
European counterparts, Spanish firms rely heavily on
bank debt. As shown by Demirglic-Kont and Levine
(2001}, bank assets in Spain are three times higher
than capital markets, whereas in the USA and the UK
that ratio is 0.85 and 0.9 respectively. Similarly, the
ownership structure of firms is quite different; while
14.5% of non-financial Spanish firms have a bank as
the largest shareholder, only 5.5% and 4.3% of USA
and UK firms respectively do so. As a consequence,
both financial leverage and the kind of creditor play
an outstanding role in affecting managerial discretion.

The Spanish financial system has a number of
characteristics in common with other Continental
European countries and this makes our study more
interesting and more extendable in the international
arena. Spain belongs to the French tradition of civil
law countries (La Porta er al, 1998), in which
investors’ rights are not strongly protected. Due to the
lack of legal protection in these kinds of countries,
opportunistic  behavior and agency costs are
constrained by banks (La Porta er al., 2000; Levine,
2002; Beck and Levine, 2002), and this explains the
high proportion of banking debt in Spanish firms
relative to that of Anglo-Saxon countries. Moreover,
weak investor protection explains other features of
both Spanish and other Continental European firms
such as high ownership concentration and the
pyramidal ownership structure designed to align the
interests of managers and sharekolders (Dewatripont
and Tirole, 1994; La Porta er al., 1997; Modigliani
and Perotti, 1997; Shleifer and Vishny, 1997; John
and Kedia, 2000).

Taking stock, let us present the hypotheses 10 be
tested. Firstly, we aim to test the impact of corporate
debt on one indicator of managers’ accounting
diseretion such as discretionary accruals to manage

earnings. Secondly, we test if banking debt and public
debt have a differential influence on eamnings
management, following the idea that banking debt
usually means more scratiny and more flexibility.
Nevertheless, the maturity of debt could shape this
influence, so a differential long term vs. short term
debt analysis should be performed.

3. Data and methodology
3.1. Sample and variables

Our sample inctedes 190 non-financial firms listed in
Spanish capital markets between 1991 and 2001, The
information has been obtained from the Register of
Firms (Regisiro de Empresas) and from the register of
Audited Financial Statements {Estados Financieros
Audirades), all of them provided by the Spanish Stock
Exchange Commission (Comisién Nacional del
Mercado de Valores). Since firms are quoted in
capital markets, most of them are medium-large sized,

The empirical analysis is performed through the
analysis of regression with panel data. Pancl data
methodology is the most suitable technique to treat
our panel of 1,279 observations a5 a consequence of
the combination of time-series and cross-section data.
Panel data have the advantage of allowing control of
the individual heterogencity of the observations
{Arellano, 2003) ard provide more sfficient
estimations (Baltagi, 1995). In addition, panel data
allow the construction of more complex models than
simple ¢ross-sectional data,

The list of variables and the basic descriptive
statistics of the sample are reported in Tables 1a and
1b. Table 1a shows the mean, maximum, minimum,
median and variance of each variabie and Table 1b is
the correlation matrix of the varigbles. The dependent
variable to proxy managerial accounting discretion is
abnormal accruals (AA) as will be defined in the
following section.

The explanatory varigbles, according to our
theoretical framework, are different measures of
financial leverage. The independent variables are the
following ones: total debt over total assets (TD'TA),
banking debt over total assets (BDTA), banking debt
over total debt (BDTDY), public debt over total assets
(PDTA), public debt over total debt (PDTD) and
long-term debt over total debt (LTDTD}.

Our  control  variables  are ownership
concentration -both in terms of the ownership held by
the largest (C1) and the five largest  (C5)
shareholders-, the size of the firm (LNTAR) or log of
toial assets at book value, and the difference between
the return on assets of the firm and the average ROA
of the industry (DIFROA). These variables have been
selected because they are the factors most Likely to
have a close relation with earnings management.
Ownership concentration gives an incemive for
managerial supervision and reduces managers’
discretionary behavior (Shleifer and Vishny, 1986).
Firm size is uswally positively related to the agency
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problems resulting from a separation between
ownership and contro! (Ozkan, 2000). The underiying
reason for the inclusion of DIFROA is thal managers
compare the performance of the firm with the
performance of the firms in the same industry in order

to show similar performance (Scharfstein and Stein,
1590). In turn, we could expect a negative influence
of ownership concentration and ROA on earnings
management, and a positive impact on the size of the
fiem,

Table 1a. Simple descriptive statistics
Main descriptive statistics of the sample. C1 and C5 stand for the ewnership of the largest and five largest sha.reholders, AA
stands for abnormal or discretionary accruals, TA for total accruals, TIXTA for total debt 10 total assets ratio, BDTA and
BDTD for banking debt over total assets and over total debt, PDTD and PDTA for public debt over total debt and tota) assets,

LTDTD for leng term debt over total debt, LNTAB for the log of total asseis, ATURN stands for the relative increase in )

turnover and PPE for the proportion of gross Flant, Property and Equi over total assels. _
Variable Mean Median Minimum Maximum Variance
AA 0.000 -0.008 0.619 3412 0.033
TA -0.017 -0.027 £0.798 3.739 0,224
TDTA 0.310 0.294 0.000 3331 0.047
DTA Q.67 0.133 0.000 1.00G 023
BEDTD Q511 0.540 0.000 1.000 L1121
LTDTD Q.402 0.38% 0,000 1.000 128
PDTA Q011 0.000 0.000 0.671 .002
FDTD 032 9.000 0.000 0.999 014
[o] 592 0.597 0 1.000 060
Cl 386 {.325 D 0.992 0.066
LNTAB 10.229 10.082 04 15.987 2.874
DIFROA C.000 0.004 £.437 1.176 0.007 .
ROA 0.026 0.034 -1.263 0,395 0.091
OTURN 0.031 0.007 -5.251 5.366 0.382
PPE 0.305 0.239 0.000 0.959 0.259

Tabla 1b. Correlation matrix

AA TA TDT | BDT | BDT | LTDT
A A D D

POT PDT Cl LNTA | DIFRQ | RO | ATUR | PPE
A

D B

AA 00

TA .80 | .00

TDTA 000 ] 001 + 1000

BDTA 008 | 003 965 1.00

BDTD Ci0 1 002 | 011 0.67 L.GG

LTDT 0,08 | 004 | 020 0.34 0..36 1.00

!?DTA -0.03 -| 029 004 | <032 .09 1.00

PDTD 0.02 0-07- 004 | 008 | 017 0.65 078 i.00

C1 -0.07 U.ﬂ:: 001 -0.08 | 0.12 -poz2 i 003 | 001 1L.o0
0.09

LNTA 005 | 006 | D02 0.03 | 003 031
B

025 022 o.1o .00

DIFRO -0.04 -1 09 028 0.07 0.0} 0.17 0.03 0.00 -0.06 100
A 0.67
ROA 006 | 0.10 | 037 £32 | -0.15 0.0 £.17 ] -0.03 | 001 0.08 -0.92 | 1.00

ATUR 004 { 058 | -0.01 | -0.03 [ -0.04 0.03
N

005 | 009 [ 002 0.08 008 | OLI0 1.00

PPE 016 -0.08 005 0.14 .18

0.09

Q.05 0.00 0.09 0.13 003 | 0.03 002 | 100

1]

3.2. Methodology

We follow a two-stage methodology: firstly we
calcuiate total accruals and split total accruals into
discretionary (or abnormal) accruals and non-
discretionary (normal) accruals. Secondly, we test the
impact of the variables describing the debt ownership
structure on abnormal accruals.

As far as the calculation of total accruals is
concerned, we use Jones” (1991) model.. This model
is the most popular one and on which most of the
research op carnings management has relied. In any
case, the choice of the model of accruals estimation
does not produce any bias in the results (Dechow er

8
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al., 1995). Furthermore, later on we will introduce
alternative ways of estimating total accruals to test the
robustness of our results.

The keystone of Jones' model is the assertion that
it is easier to manage non-monetary current assets and
current liabifities than flows of money®. In addition,
there are alternative ways of calculating the
depreciation and amoriization of fixed assets, so
managers can make discretionary choices about them.

® %t implicitly assumes that carnifigs management is
jmplemented by modifying the valuatien of inventories or
managing the accounts of receivables, commersial debtars
and suppliers.

rl ®
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Consistently, total accruals (i.e., TA) are defined as the
variation in non-monetary current assets (receivables,
inventories and time adjustments) minus current
liabilittes (suppliers, commercial creditors and
provisions) and the amortization of tangible and
intangible long term assets.

Once we have calculated total aceruals, we must’

split the discretionary vs. the non-discretionary
component of total accruals. As previcusiy stated,
accruals are supposed to improve the informativeness
of financial statements, so they should be affected by
the sales of the firm (which lead to changes in both
current assets and current liabilities)} and by the fixed
assets (which influence amortizations). .

Hence, we estimate equation f1], in which total
accruals (AA} have been made to depend on the
variation of turnover related to the previous year,
(ATURN) and to the Plant, Property and Equipment
(PPE). This equation is expressed as follows, where
all variables are scaled by total assets and 1]; stands
for the fixed individual term.

TA, = a+ BATURN, + B,PEE, +1, + £,.(1)

Regarding  the expected sign  of the two
explanatory variables, PPE should have a negative
infiuence on total accruals since they are defined as
the variation ‘in the non-monetary working capital
minus the amortization and depreciation. The higher
the PPE, the higher the amortizations, and the lower
the TA. In actual fact, the sign of ATURN is
uncertain: an increase in a firm’s turnover increases
both current assets and current liabilities, so ATURN
could have a positive or negative relation with TA.

The expected value of TA in equation [1] could
be taken as non-discretionary or normal accroals
according 10 the business of the firm and the structure
of the assets. Therefore, the ervor of the repression,
that is to say the difference between the observed
value and the estimated value, are the aceruals due to
managerial discretion, and are known as abnormal or
discretionary accruals (AA). :
AA, =TA, —(a+bATURN,, + b, PPE,). 2)
where a, by and b, are the estimated coefficients of o,
Bs and Po.Eamings management usually implies
eamings smoothing, which can mean not only a
discretionary upwards manipulation of earnings, but
also a downwards one. Thus, the positive or negative
sign of AA would be imelevant and the most
important feature of AA would be the absolute value,
Nevertheless, as stated by Peasnell er al (2001),
managerial preference makes the camings-increasing
accruals much more imporiant than the earnings-
decreasing ones, so the first ones should be the core of
the research. .

Abnormal accruals aliow testing of the ability of
managers 10 alter financial statements in their own
interest, so they are quite useful in assessing the

efficiency of the mechanisms of corporate
govemnance. As a consequence, we iy Lo study the
impact of dsbt ownership structure on discretionary
accounting decisions. This is why the second
empirical stage of the paper aims to explain abnormal
accruals as a function of capital structure and of
control variabies. The equailon to be tested is as
follows:

AA, o o+ B BDTA, + B,BOTD, + 5,C5, + fLNTAE, + A, DIFROA, + 11, + &,

4- Results

As previouosly stated, the first step is the estmation of
abnormal acervals or the errors of equation [1], The
results of this estimation are shown in the first column
of Table 2. Consistent with our expectations, both
coefficients are significant, with a positive sign for
ATURN and a negative sign for PPE.

Once we have calculated abnormal accruals we
estimate the role of corporate debt in reducing
managerial discretion. In so doing, we estimate
discretionary accruals as a function of the different
measures of capital structure as shown in Table 3. In
that table we include not only the estimated
coefficients but also the F-statistic for the joint
significance of zll the variables, the adjusted-R*
coefficient and the Hausman test to choose the most
suitable method of estimation. These statistics show
that, in spite of the ot very high adjusted-R?, both the
varjables as a group, and most of them individually,
are significant. The Hausman test suggests that the
within-groups method is the most suitable one.

As shown in the first column of Table 3, financial
leverage has a negative and significant infizence on
managers’ accounting decisions (in brackets we report
the p-value for the significance of the coefficient).
This result, quite robust 1o different specifications of
the model, corroborates our first hypothesis. Then,
and consistent with previous research, our results
support the idea that corporate debt plays a role as a
mechanism of managerial discipline. ’

After having tested the broad effect of debt on
managerial discretion, we anatyze the impact of debt
ownership structure, The typology of creditors allows
us to distinguish between banking debt and public
debt. Columns (2) and (3) in Table 3 shed some light
on the issue by showing the positive relation between
AA and banking debt. Both BDTD and BDTA have a
significant and positive influence on abnormal
accruals, Therefore, and consistent with  the
theoretical framework, banking debt encourages
managers to discretionarily modify financial
staiements and roll debt over in more favorable
conditions (Hepge, 2003). This effect does not depend
on the amount of banking debt and is compatible with
the disciplinary role of total debt.
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99% confidence level and ** for 95% confidence level.

" Table2. Abnormal accruals estimation
Estimated coefficients and (p-valut) of the estimation of equaticn [1]. The first column is the Jo.nc.s. model and the second
calumn is the modified Jones model. In both cases the dependent variable is TA. ATURN is the variation of turnover, and PPE
stands for Plant, Property and Equipment. F-statistics is o test of joint significance fm-_ all the variables. The Hausman test
sugpests the Kind of estimation to use by testing the null hypothesis for a lac}c of correlation bctwm:‘n Lh?: random-efmr ﬂf ;he
fixed-effects term: within-groups estimation when the Hausman test is significant, and random estimation otherwise. or

{1) (2)
o 0.0350 - 0,023%
S (0.0360) (0.1E20)
ATURN (.3242 o
(0.0000) ] s
-0
S (0.0:30) -
= 02019 -0.1099
e (0.0000) (0.0020)
2 1,76 2.38
F-stat @ ; o 5
11.35 1.26
Hausman test i Do
Adi..R” 0.3399 01120
Observations 1279 1209

Table 3. Regression results 1. The depend bl is AA. The
imated cosfficients and (p-value) of the within-groups estimation of equation [3]. The dependent variable is .

E‘lsdue:l:n:iim variables are tug,l debt (]wer total assets (TDTA), banking debt over total assets (BDTA), banklr_ng debt over mta{
debt (EDTD), long term banking debt over totat debt {LTD'TD), public debt over total assets (PDTA), ;mbhci1 d;bl ‘;)_;Fr total
debt (PDTD), the ownership held by the five largest shareholders (C3), the log of ]nuﬂ assets (LNTAB.) an the 1f ErEnC;
between a firm's ROA and the avernge ROA of the industry (DIFROA). P-value is the threshold of stgmﬁ_cance %r eac“
coefficient. F-stat is a test for the joimt significance of all the coefficients, The Hausman test allows testing of lhe [:!ud
hypothesis for a lack of correlation between the random-error and the fixed-effects term and, conseguently, suggests the Kin

of panel data estimation, *** for 99% confidence level, ** for 95% canfidence level and * for 9G% confidence level. =
* - - . 3)
(1) (2) (3) (4J T ( 122 T
0.6122 06615 1 06021 -0.6120 -0.5976 -£.6057
(0.0000) 10.0000) (0.0000) (0.0000) o (0.C000) {0.0000)
TDTA 4.1107 -0.1036 -0.1536 -0.1106 -0.0938
(0.0030 {0.0060) (0.00003 (0.0030) (0.0170) e
BDTD 00416 [ 0.0
€0.0300) {0.0100)
BDTA 0.1293
(0.0320)
00161
g (0.7630}
£5.2127
o 10.1740)
-0.0200
SR (0.3590)
- ’ - - 0889 | 00801 |
C5 £.0871 0.0723 -0.0745 -0.0967 -0,
(0.0420) (0.0850) (0.0510) (0.0450) (0.0370) (0.0623)
LNTAB 006827 | 0.068 il 0.0657 0682 0.0664 (3.06 3
(0.0000) {0.0000) (0.0000) (0,00003 (0.6030) -60000081_]
DIFROA 0.00244 00005 -0.0074 L0035 (.0083 L 25 40_)
(0.5750) (0.9910) (0.9230) (0.9640} (0.914D) 0.

j-R 0.0320 0.0336 .0300
Adj.-R” 0.03{% 0.0361 0.0360 .
Hausman test 3103 28.830 26.000 ¥ 1.790 28.090 : 30332)

(0.0000) (0.0000) (G000} 0.0000) (0.CG00) .0400 _
TestF 214 20000 | 2.0700 1300 2.1300 2, %
(0.0000) (0.0000) (0.0000) (0.0000) (0.0 wi{:']f 5 )]
n° obs. 1279 1279 1279 1279 1279

We have also studied the influence of public debt.
As reported in columns (4) and (5) in Table 3, public
debt (cither as PDTD or PDTA) does not have any
significant effect on the discretionary accoun_ling
decisions of managers. This result can be explained
on the basis of the stricter agreaments and the less
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frequent renovation of public debt relative to arm's
length debt.

As a partial conclusion, corporate debt reduc:?s
managers’ discretionary accounting decisions, but tl:ns
effect is conditional vpon the kind of debi. W!n]c
banking debt could foster some managerial practices

rl @
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in detriment of sharcholders’ interests, public debt
does not seem to be affected by such a problem.

Iit relation to this problem, we should test if the
mazlurity of debt can play any relevant role. Short-
term banking debt requires rotling over more often
than long term debt, hence we could expect a different
influence of short term debt vs. long term debt. This is
why column (6) in Table 3 includes LTDTD, the
proportion of long term banking debt over total debt,
The estimated coefficient is not significant and does
not lend support to this hypothesis.

There are some other results that, although not
the core of this paper, are related to previous research
and concern the role of the control variables {Azofra
et al, 2003). Firstly, as regards equity ownership
struciure, ownership  concentration reduces
managerial discretion by giving the shareholders
incentives to monitor managers (Shleifer and Vishny,
1986). Thus, C5 has a negative and significant
relation with AA. Although it requires some caveats,
this result supports ownership concentration as =
mechanism of corporate governance.

Regarding the size of the firm, there is a clear
positive relation between a firm's size and managerial
accounting discretion. This link can be explained by
the more prominent agency conflicts in large firms,
and the greater difficulty of monitoring managers in
these kinds of firms (Ozkan, 2000). Although the size
of the firm could mask the influence of the ownership
suructure, there is a close and opposite link between
them, and the joint inclusion of both variables does
not reduce their statistical signification. Oar Jlast
control variable is related to ROA and does not seem
to have any significant jmpact on accounting
discretion, although it was included for the sake of
control.

Let us finish the presentation of our results with
some comments about their robustness. We would
like to test the sensilivity of the resuits to new
specifications of managerial accounting discretion or
to new measures of the variables in order to know
whether our results can be generalized to a broader
comtext. This is why we have run a number of
additional estimations, the main results of which are
reported in Table 4,

As shown in the first column of Table 3, financial
leverage has a negative and significant influence on
managers’ accounting decisions (in brackets we report
the p-value for the significance of the coefficient).,
This result, quite robust to different specifications of
the model, corroborates our first hypothesis. Thea,
and consistent with previous research, our results
support the idea that corporate debt plays a role as a
mechanism of managerial discipline.

Columns (1) and (2) present the results when a
firm’s size is measured by the log of market value of
total assets (LNTAM) and by the log of the firm’s
turnover  (LNSALES). Basically, the resulis
conicerning capital structure variables remained
unaffected. We have also tested the robustness of our
estimations to the measures of a firm's performance

I
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by using ROA instead of DIFROA (Column {3) in
Table 4). Since the results are -consistent with
previous ones, they do not require further comments.
Likewise, we have used the ownership held by the
largest sharehalder (C1) instead of C5 and there are
no significant changes in the results (coivmn (4) in
Table 4).

Column (5} in Table 4 shows a new estimation of
to1al accruals, Instead of using the Fones model of
accruals, we have used the modified version as
proposed by DeAngelo (1986). In this model,
abnormal accruals in any given year are the total
accruals of the previous year. This new way of
measuring managerial discretion does not have any
notable etfect on the estimated coefficicnts.

We have also tested amother definition of
abnrormal accruals according Lo the modified Jones
model (Dechow er al., 1995), This model is suitable
when managerial discretion is exercised over sales
and therefore the firm’s turnover is adjusted with the
variation of receivables due to sales (OTURNm).
Column (2) in Table 2 shows the results for the new
estimation of equation [1] with the new varighle®.
Based on the error of this regression, we have run the
model shown in column (6) in Table 4. The results are
consistent  with previous ones, corroborating  the
disciplinary role of debt and the positive relation
between managerial accounting discretion and
banking debt. Our final sensitivity analysis is a mode)
in which we identify abnormal accruals with total
accruals. The results of this new medel are shown i
Table 5 and are coherent with previous ones: total
debt reduces managers’ discretionary decisions and
banking debt is positively related with managerial
discretion.

5. Concluding remarks

A separation between ownership znd control gives
rise to a conflict of interest between shareholders and
managers. When this is the case, the managers of the
firm can run the firm pursuing their own interests in
detriment of is corporate valse. This divergence of
interests may lead to the so-called earnpings
managemeant, or the manipulation of financial
statemenis to disclose information about the firm's
performance in the managers' inferest. Among the
possible ways to manage eamings we focus on
accruals, some accounting mechanisms to avoid the
mismatch among payments, money collections,
income and expenses,

Accruals have a non-discretionary component,
aimed to improve the informational content of
financial statements, and a discretionary {abnormal)
component as a resull of the discretionary accounting

® The most remarkable difference between columns (13 and
{2) in Table 2 is the sign of ATURN. As we explained, there
are reasons for both a positive and 2 negative relation
between 1otal accruals and sales, especially when sales are
adjusted by receivables,
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decisions of managers. Conscquently, the abr_mrrnal
component of accruals is a key factor in assessing }hc
efficiency of corporate mechanisms in reducing
managerial discretion. Our paper focuses on one of
these mechanisms- corporate debt- and analyzes the
impact of debl ownership strugture on  the
discretionary accounting decisions of managers.

Based on a dichotomous classification of debt
into bank debt and public debt, we have studied the
role played by both sorts of debt in corparaic
governance. Our results show that corporate debt
plays a disciplinary role on managers, so that a
negative relation between abnormal accruals _and
financial teverage is found. However, these 1wo kinds
of debt do not have the same impact. Bank debt seems
to be positively related to managerial discretion due to
the characteristics of banks as creditors, the more
likely roll over of bank debt and the incentives of
managers to cam a reputation through a long:::r
relationship with the bank. On the other hand, public

debt has mo significant influence or  sarnings
management. This effect is not conditional upon the
e structure of the debt.

Along with debt ownership structure, we have
also tested the influence of some other mechanisms_ of
corporate control. We find that managerifll accounting
discretion increases with a firm's size and that
ownership concentration is an efficient way of
monitoring managers. These results are robust (o
different ways of measuring eamnings management
and to alternative definitions of debt ownership
structure, firm size and firm performance.

There are some directions for future research. For
cxample, earnings management  could pe
complemnented with other measures of mf:nfagenal
discretion or with a more detailed description of
ownership structure. In any case, our results are
coherent with previous research and s}}ow L}}e
efficiency of corporate control mechanisms in
jmproving firms' performance and value.

Table 4. Sensitivity anaiysis (I)

Compotate Cwnership of Control / Volfume 5, Fssue 1, Fall 2007 (Special issue on CG in Spain & Brazif)

Table 5. Sensitivity analysis (II)

Estimated coefficients and (p-value} of the within-groups estimation of equation [3]. The dependent variable is TA. The
independent variables are total debt to total assets ratio {TDTA), banking debt over total assets (BDTA), banking debt over
total debt (BDTD), long term banking debt over total debt {LTDTD), public debt over total assets (PDTA), public debt over
total debt (PDTEY), the ownership held by the five largest shareholders (C5), the log of 10tal assets (LNTAB) and the difference
between firm's ROA and the average ROA of the indusiry (DIFROA). P-value is the threshold of significance for each
coefficient. F-stat is a test for the joint significance of all the coefficicnts. The Hausman test allows testing of the pull
hypothesis for a lack of correlation between the random-error and the fixed-effects term and, consequently, suggests she kind
of panel data methodology, *** for 99% confidence level, ** for 95% confidence level and * for 90% confidence level.

A - . . The
i i ithin- i f equation [31. The dependent variable is AA.
ted fiicients and (p-vatue) of the within-groups estimation o T
F:df;:nd:nﬁofarilabzes are [mfl debt over Lotal assets (TDTA), banking d;btl :ver(g;nl a;sgsls) (ﬁ‘lzz“;:);??:éllni ::t:l(t\;‘e_; :!i;t;l
H largest shareholders an . - .
debt {(BOTT3), the ownership held by the larpest znd the five O oo
¥ ¥ LNV}, the return on asseis (| ) an
the lag of firm’s market value (LNTAM), the log of firm’s furnover (] e s (ROA) o e e
X i FROA). p-value is the threshold of sign
between firm's ROA and the average ROA of the industry (DI ) c  for sach
i i jeint signi fficients. The Hausman test aliows testing of
coefficient. F-stat is a test for the joint significance of all the coe tho
i - .effects term and, consequently, suggests the
is fi lack of correlation between she random-error and the fixed-el
2{9221;%;: :naexhodolony."" for 999 confidencé level, ** for 95% confidence level and * for 0% confidence Yevel.

il 2 3) 4) 5 6
Intercept -1.3427 ¥ -0.9750 [ -1.3357 | -1.3406 13283 [ -L.3235 ™
(0.0000) 10.0000) 10.0000) 10.0000) (0.0000) 0.0000)
TDTA -0.1452 o -0.1304 -0.1782 ™ -0.1486 [ 0.1326 [
{0.0010) (0.0000) (0.00003 (0.0010% 10.005GY
BDTD G.0s24_ | 00352 |
(0.0210) 0.0220)
BDTA 0.0880
(0.2270)
PDTD 01121
{0.6800)
PDTA -0.2090
(0.2680)
LTDTD -0.0300
{0.2520)
[ 0.0987 i -0. 088 -0.0943 00821 |- -0. 0909 0.0876
(0.0650) (0.0360) (0.1600) (0.0860) (0.0700) 0.0870)
LNTAE 0.1397 0.1000 i 01379 17 0.1394 [ 0.137% 0.1314_ ™
(0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
DIFROA 0.0251 00359 00318 -0.0179 -0.0193 -0.1395
(07850} (0.5870) 0.7310) (0.8470) 10.83507 (0.10400;
Adj.-K 0.0731 0.0705 0.0743 0.0757 0.0741 0.0684
Hausman fest 91.50 i 84,48 ETER 82.04 1T §3.50 7306 |7
(0.0060) 10.0000) 10,0000 (0.0000) (0.0000) (0.0003)
P-statistics 231 v 1.85 231 2.30 2.25 i 238
0.0060) (0.0000) (0.0000) 10.0000) {0.0000) (0.0000)
Observations 1274 1272 1274 1274 1274 1274

@) &) )
o = T - 1.2125 ~1.6440 [*
i 0.0399 02399 +0.6408 -0.6561 -L.
et 10.3640) (0.0250) {060(??70; _ a-)(.’o;)&pg) - (%uggg: (E)éf)loglsy
00636 -0.0801 0. . 1
S (0.0860) 0.0200) (o.nosznﬁ) (06033:1) i m::;g ] tnéoomas_l_ 1) _
i 00469 | 0.04 X X X
Fetb (0?60340%16) 10,0160) 0,0270) (0,0250) c%u(:ggsag ‘%"Jé’?g’
0.0601 0,0623 0.0745 X I
< {0.L550% 70,1450} 10,0870} 0.1250) 0.3010)
] 5.0590
< 10.3080)
00308
ROA
0.6650) -
50.0677) il 70.0669) (0.1253) 0.1689) [ |
S 10,0000) (0.0000) 0.0000) 0.0000)
0.0276
LNTAM
0.0090)
LNSALES -0.00005
o 00342
0.0025 01241
DITROA (;}'9%340?; moéoslzg; 10.9740 T0.2000) T6.7250)
AR 00116 00148 n.mg:; N nfzg‘; _‘ 0.30453: i o.zcgag; i
Hausman test 5 6.&-: - IU.9.§ (0‘3 : T - (0.000:01 (02.030803& -
i i i 1 20700 20700 235 ;
Frssties mlooougzm) (al.c'rgog 10.0060) T0.0000) m.o?gg; (0.00001 00 5;
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QUALITY OF GOVERNANCE AND THE CONSTRUCTION OF
. GOVERNANCE INDICES: EVIDENCE FROM SPAIN

Eloisa Pérez de Toledo*, Evandro Bocattao™*
Abstract

Corporate governance is a set of mechanisms relevant to economic efficiency since it can minimize
agency problems. The question is to determine how governance and firm performance interact. Recent
research shows that firm-level corporate governance mechanisms are more important in countries with
low investor protection, suggesting that firms can partially compensate for ineffective legal
environments. Within this context, the objective of this paper is to constract a robust proxy for quality
of corporate governance for the Spanish public companies. Thus, after providing an exiensive literature
review on the field of corporate governance and its interaction with firm performance, we construct a
governznce index (GOV-I) for a sample of 97 Spanish non-financial public companies. Finally, we
assess the determinants of governance in the case of Spain. The results show a signifcant relationship

between governance and performance, future growth opportunities and size, demonstrating that
Spanish firms adopt better standards of governance to compensate for the low level of investor

protection holding in the country.

Keywords: corporate governance, governance index (GOV-I), firm performance, investor protection.
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1. Introduction

In a capitalist economy, financing is fundamental o
the viability of companies and to the persistence of
the capitalism itself. The availability of funds depends
on the cfficient aliocation of resources by the
economic agents from financial markets to productive
investments, e.g. for the creation of new ventures or
to finance the growth process of established
companies. An efficient allocation depends on the
investors expecied return, but alse, on the investors
belief that the firm will be managed in order to
maximize the investment and that the cash flows
promised in exchange for the investment will
effectively be returned. The cconomic viability of
investment projects can be assessed through capital
budgeting techniques and risk-return  trade-off
analysis for asset allocation decisions, Nevertheless,
investors trust depends on a broad set of factors as the
legal, jnstitutional and regulatory environment that
guarantees the investor protection. In this sense,
corperate governance surges to mitigate the agency
problems derived from the relationship between
principals and agents.

Shleifer and Vishny (1997) define corporate
governance as a set of mechanisms relevant to
economic efficiency duc io its influence over the
decision of investors to provide finance, debt or
equity, to the firm. The purpose of a governance
structurz is 10 assure a significant flow of capital 10
the financing of firms. The separation between
ownership and control, as described by Berle and

Means (1932), aggravated by the problem  of
information asymmct'i-'y betweet  managers  and
providers of capital, can lead to the expropriation of
the capital suppliers' wealth. An efficient governance
structure should be able 1o guarantee that the agent
will undertake the opiimal level of investmemt and
minimize the amount of rent secking behavior. In the
presence of agency problems, it is necessary a
mechanism that is able 10 govern the way in which
decisions will be taken in the future in face of an
event that was not contemplated in the conmtract
established between agent and principal, as described
by Hart (1995, p.679) “(...) governance siructure
matters when some actions have to be decided in the
future that have not been specified in an initial
contract: governance structure provides a way for
deciding these actions™.

A variety of governance mechanisins can be used
in order to design efficient governance structures, for
instance, the organization of a board of directors, the
ownership structure and control, stock options and
other incentives programs to management and
employees, the capital structure, the market
competition, the product competition, the presence of
an active markel for corporate control, among others,

Another reason why corporate governance is
relevant to economic growth is related with jts
possible impact on the performance of the companies.
The basic idea is that in a population of companies,
some can be distinguished as “companics with good
governance”, These firms would become more
attractive to investors, ceteris paribus, increasing their
access 1o capilal. As a result of sueh increment in the
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