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Abstract
Using a sample of listed firms in South East Asia countries, this paper examines the association among board structure and corporate ownership structure in affecting earnings quality. We find that the negative association between separation of control rights from cash flow rights and earnings quality varies systematically with board structure. We find that the negative association between separation of control rights from cash flow rights and earnings quality is less pronounced in firms with high equity ownership by outside directors. We also document that in firms with high separation of control rights from cash flow rights, those firms with higher proportion of outside directors on the board have higher earnings quality. Overall, our results suggest that outside directors’ equity ownership and board independence are associated with better financial reporting outcome, especially in firms with high expected agency costs arising from misalignment of control rights and cash flow rights.

1. Introduction

In Asia, corporate ownership concentration is high and many listed firms are mainly controlled by a single large shareholder (LaPorta, Lopez and Shleifer (1999), Claessens, Djankov and Lang (2000)). Asian firms also show a high divergence between control rights and cash flow rights, which allows the largest shareholder to control a firm’s operations with a relatively small direct stake in its cash flow rights. Control is often increased beyond ownership stakes through pyramid structures, cross- holdings among firms and dual class shares (Claessens, Djankov and Lang (2000)). It is argued that concentrated ownership facilitates transactions in weak property rights environment by providing the controlling shareholders the power and incentive to negotiate and enforce contracts with various stakeholders (Shleifer and Vishny (1997)). As a result of concentrated ownership, the main agency problem in listed firms in Asia is the conflict of interest between the controlling shareholder and minority shareholder. Specifically, controlling shareholder has incentives to expropriate the wealth of minority shareholders by engaging in rent-seeking activities and to mask their private benefits of control by supplying low quality financial accounting information. Empirical evidence also shows that the quality and credibility of financial accounting information are lower in firms with high separation of control rights and cash flow rights (Fan and Wong (2002) and Haw, Hu, Hwang and Wu (2004)).  
An important question is how effective are corporate governance mechanisms in mitigating the agency problems in Asia firms, especially in improving corporate transparency in firms with concentrated ownership. Controlling shareholders in Asia typically face limited disciplinary pressures from the market for corporate control because hostile takeovers are infrequent (LaPorta, Lopez and Shleifer (1999), Fan and Wong (2002)). Furthermore, controlling shareholders face little monitoring pressure from analysts because analysts are less likely to follow firms with potential incentives to withhold or manipulate information, such as when the family/management group is the largest control rights blockholder (Lang, Lins and Miller (2004)). In these environments, external corporate governance mechanisms, in particular the market for corporate control and analysts’ scrutiny, exert limited disciplinary pressure on controlling shareholders. Consequently, internal corporate governance mechanisms such as the board of directors may be important to mitigate the agency costs associated with the ownership structure of Asian firms. Thus, the primary research questions in this paper are: (1) Do board of directors play a corporate governance role over the financial reporting process in listed firms in Asia? (2) How does the board of director affect financial reporting quality in firms with high expected agency costs arising from the separation of control rights and cash flow rights? 
Specifically, this paper examines the relation among outside directors’ equity ownership, board independence and separation of control rights from cash flow rights of controlling shareholder in affecting earnings quality.  Our empirical strategy is as follow. First, we examine the main effect between earnings quality and (i) outside directors’ equity ownership, (ii) the proportion of outside directors on the board, and (iii) the separation of control rights from cash flow rights of the largest ultimate shareholder.  This sheds light on our first research question on whether the board of directors plays a corporate governance role over the financial reporting process in listed firms in Asia. Second, we examine the (i) interaction between outside directors’ equity ownership and the separation of control rights from cash flow rights,  and (ii) interaction between the proportion of outside directors on the board and the separation of control rights from cash flow rights, in shaping earnings quality. This addresses the second research question on the effect of board structure (in particular, board independence and equity ownership of outside directors) on financial reporting quality in firms with high expected agency costs arising from the separation of control rights and cash flow rights.

In this paper, we focus on two important attributes of board monitoring – outside directors’ equity ownership and board independence – and their association with financial reporting quality. These attributes are important for two reasons. First, prior research generally finds that in developed economies such as United States and United Kingdom, there is a positive association between board independence and earnings quality (Dechow, Sloan and Sweeney (1996), Klein (2002) and Peasnell, Pope and Young (2005)). However, there is limited evidence on the effect of board independence on the financial accounting process in Asia.  Our paper attempts to fill this gap. Second, recent research on the monitoring incentives of the board suggests that equity ownership of outside directors plays an important role in mitigating managerial entrenchment (Perry (2000) and Ryan and Wiggins (2004)). An implication of this stream of research is that even in firms with high board independence, entrenched managers can weaken the monitoring incentives of outside directors by reducing their equity-based compensation. In other words, board independence that is not properly augmented with incentive compensation may hamper the monitoring effectiveness of independent directors over management. 
Our sample consists of 2,875 firm-year observations for 617 listed firms in four Asian economies comprising Malaysia, Philippines, Singapore and Thailand during the period 2004 to 2008. These countries provide a good setting to test the governance potential of the board of directors because shareholders in these countries typically suffer from misaligned managerial incentives, ineffective legal protection and under-developed markets for corporate control (LaPorta, Lopez and Shleifer (1999), Claessens, Djankov and Lang (2000) and Fan and Wong (2002)).  

We measure earnings quality with three financial reporting metrics: (i) discretionary accruals, (ii) mapping of accruals to cash flow and (iii) informativeness of reported earnings. Our results are robust across alternative earnings quality metrics. We find that earnings quality is higher when outside directors have higher equity ownership.  This result suggests that internal monitoring of the quality and credibility of accounting information is improved through aligning shareholders’ and directors’ incentives.  Consistent with the monitoring role of outside directors (Fama (1980) and Fama and Jensen (1983)), we also find that earnings quality is positively associated with the proportion of outside directors on the board. This result supports the notion that outside directors have incentives to be effective monitors in order to maintain the value of their reputational capital. Consistent with prior studies (Fan and Wong (2002) and Haw, Hu, Ming and Wu (2002)), we also document that earnings quality is negatively associated with the separation of control rights from cash flow rights of the largest ultimate shareholder. 
More importantly, we document that the negative association between separation of control rights from cash flow rights and earnings quality is less pronounced in firms with high equity ownership by outside directors. This result suggests equity ownership improves the incentives and monitoring intensity of outside directors in firms with high expected agency costs arising from the divergence of control rights from cash flow rights. Furthermore, our result indicates the negative association between separation of control rights from cash flow rights and earnings quality is mitigated by the higher proportion of outside directors on the board.  This result provides evidence supporting the corporate governance role of outside directors in constraining managerial discretion over financial accounting process in firms with high levels of misalignment between control rights and cash flow rights. Collectively, our results suggest that strong internal governance structures can alleviate agency problems between the controlling shareholder and minority shareholders. More generally, our results highlight the interplay between board structure and corporate ownership structure in shaping earnings quality.
We perform several robustness tests. Our results are robust across different economies. In addition, year-by-year regressions yield qualitatively similar results, suggesting our inferences are not time-period specific. We also include additional country-level institutional variables such as legal origin, country investor protection and enforcement of shareholder rights. Our results are qualitatively similar.  Specifically, after controlling for country-level legal institutions, firm-specific internal governance mechanisms, namely – outside directors’ equity ownership and board independence – continue to be important in mitigating the negative effects of the divergence between control rights and cash flow rights on earnings quality. 

Our study has several contributions. First, prior studies find that the divergence of control rights from cash flow rights reduces the informativeness of reported earnings (Fan and Wong (2002)) and induces earnings management (Haw, Hu, Lee and Wu (2004)). We extend these studies by demonstrating two specific channels at the firm level - equity ownership by outside directors and proportion of outside directors on the board - mitigate the negative association between earnings quality and divergence of control rights from cash flow rights. This result suggests that the board of directors play an important corporate governance role to alleviate agency problems in firms with entrenched insiders. Our findings also complement Fan and Wong’s (2005) result that given concentrated ownership, a controlling owner may introduce some monitoring or bonding mechanisms that limit his ability to expropriate minority shareholders and hence mitigate agency conflicts. In the Fan and Wong’s study, high quality external auditors alleviate agency problems in firms with concentrated ownership whereas in our study, strong board of directors augmented with proper monitoring incentives mitigate agency problems in firms with concentrated ownership.
Second, our results suggest that there is an incremental role for firm-specific internal governance mechanisms, beyond country-level institutions, in improving the quality of financial information. Haw, Hu, Lee and Wu (2004) find that earnings management that is induced by the divergence between control rights and cash flow rights is less pronounced in countries where (i) legal institutions protect minority shareholder rights (such as legal tradition, minority shareholder rights, efficiency of judicial system or disclosure system) and (ii) in countries with effective extra-legal institutions (such as the effectiveness of competition law, diffusion of the press and tax compliance). Our study shows that after controlling for both country-level legal and extra-legal institutions, firm-specific internal governance mechanisms, namely – outside directors’ incentive compensation and board independence – continue to be important in constraining management opportunism over the financial reporting process in firms with high expected agency costs arising from the divergence between control rights and cash flow rights. To the extent that changes in country-level legal institutions are relatively more costly and more difficult than changes in firm-level governance mechanisms, our result suggests that improvement in firm-specific governance mechanisms can be effective to reduce private benefits of control. Our results complement finding in prior studies (La Porta (2000) and Durnev and Kim (2004)) that firms in countries with weak legal protection substitute with strong firm-level internal governance mechanisms to attract investors.  Our results also extend the finding in Leuz, Nanda, Wysocki (2003) that firms located in countries with weaker investor protection have higher earnings management. An important question is what factors may constrain managerial opportunism when country-level investor protection is weak? Because our sample consists of countries with generally weak investor protection, we shed light on this question by documenting that firm level governance structures matter in improving earnings quality in countries with weak investor protection. 
The rest of the paper proceeds as follows. Section 2 develops the hypotheses and places our paper in the context of related research. Section 3 describes the sample and method. Section 4 presents our results. We conclude the paper in section 5.
2. Prior research and hypotheses development
2.1. Equity ownership of outside directors
Recent research examines the compensation structure of outside directors, who play an important monitoring role over management’s actions. The central theme in this body of research is that incentive compensation leading to share ownership improves the outside directors’ incentives to monitor. Mehran (1995) finds firm performance is positively associated with the proportion of directors’ equity-based compensation. Perry (2000) finds that the likelihood of CEO turnover following poor performance increases when directors receive higher equity-based compensation. Shivdasani (1993) finds that probability of a hostile takeover is negatively associated with the percentage of shares owned by outside directors in target firms. He interprets this finding as suggesting that board monitoring may substitute for monitoring from the market of corporate control. Hermalin and Weisbach (1998) and Gillette, Noe and Robell (2003) develop models where incentive compensation for directors increases their monitoring efforts and effectiveness. Ryan and Wiggins (2004) find that directors in firms with entrenched CEOs receive a significantly smaller proportion of compensation in the form of equity-based awards. Their result suggests that entrenched CEOs use their position to influence directors’ compensation, which results in contracts that provide directors with weaker incentives to monitor management. 

Internal monitoring is improved through aligning shareholders’ and directors’ incentives. If higher equity-based compensation contracts provide outside directors with stronger incentives to act in the interests of shareholders, we predict that managerial opportunism over the financial reporting process is reduced when outside directors have higher equity-based compensation. Our first hypothesis is:
H1: Earnings quality is positively associated with the outside directors’ equity ownership.

2.2. Board independence

There is considerable literature on the role of outside directors in reducing agency problems between managers and shareholders. Fama (1980) and Fama and Jensen (1983) argue that outside directors have strong incentives to be effective monitors in order to maintain their reputational capital. Prior studies supports the notion that board effectiveness in protecting shareholders’ wealth is positively associated with the proportion of outside directors on the board (Weisbach (1988), Rosentein and Wyatt (1990), Brickley (1994)). In United States, Klein (2002) finds that firms with high proportion of outside directors on the board have lower discretionary accruals.  Using a sample of listed firms in United Kingdom, Peasnell, Pope and Young (2005) document that the greater the board independence, the lower the propensity of managers making income-increasing discretionary accruals to avoid reporting losses and earnings reductions. Using US firms subjected to SEC enforcement action for alleged earnings manipulation, Dechow, Sloan and Sweeney (1996) and Beasley (1996) find that the probability of financial reporting fraud is negatively associated with the proportion of outside directors on the board. 
In contrast, in emerging markets, conventional wisdom suggests that the agency conflicts between controlling owners and the minority shareholders may be difficult to mitigate through conventional corporate control mechanisms such as boards of directors (LaPorta, Lopez, Shleifer and Vishny (1998), Claessens, Djankov and Lang (2000) and Fan and Wong (2005)).  However, since the Asian economic crisis in 1997, many countries in Asia took steps to improve their corporate governance environment such as implementing country-specific code of corporate governance. For example, the Stock Exchange of Thailand Code of Best Practice for Directors of Listed Companies was implemented in 1998, the Code of Proper Practices for Directors for Philippines was implemented in 2000, the Malaysian Code of Corporate Governance was implemented in 2000 and the Singapore Code of Corporate Governance was implemented in 2001. Amomg the key provisions of the code of corporate governance in these countries is the recommendation to have sufficient independent directors on the board to improve monitoring of management.  For example, the 2001 Code of Corporate Governance for Singapore stated that there should be a strong and independent element on the board, which is able to exercise objective judgment on corporate affairs independently from management. Although compliance with the code of corporate governance is not legally mandatory, listed companies are required to explain deviations from the recommendations of the code of corporate governance
. 
We posit that the waves of corporate governance reform in emerging markets in the early 2000s and the guidelines of country specific code of corporate governance in emphasizing the importance of board independence, there is heightened awareness among outside directors on their increased monitoring responsibilities. To the extent that outside directors in listed firms in Asia perform a corporate governance role, we predict that:
H2: Earnings quality is positively associated with the proportion of outside directors on the board.

2.3 Equity-based compensation of outside directors and control divergence

The preceding discussion suggests that higher equity-based incentive compensation for outside directors improves their monitoring efforts.  Greater monitoring from outside directors reduces managerial discretion over the financial reporting process. The benefits of more effective monitoring arising from higher equity ownership are likely to be concentrated in firms with high agency problems arising from the separation of control rights from cash flow rights. Thus, we predict that:
H3: The negative association between separation of control rights from cash flow rights and earnings quality is less pronounced in firms with high equity ownership by outside directors. 

2.4 Board independence and control divergence

Outside directors play an important corporate governance role in resolving agency problems between managers and shareholders. Following prior studies (Beasley (1996), Dechow, Sloan and Sweeney (1996) and Klein (2002)), we posit that higher the proportion of outside directors on the board constrains management discretion over the financial reporting process. We extend this notion to posit that the greater   monitoring efforts from a high proportion of outside directors on the board are likely to mitigate the negative effects of the separation of control rights from cash flow rights on earnings quality. Thus, we predict that:

H4: The negative association between separation of control rights from cash flow rights and earnings quality is mitigated by the proportion of outside directors. 

3. Data and Method
3.1 Sample construction

We begin with the Worldscope database to identify listed firms in five Asian countries comprising Indonesia, Malaysia, Philippines, Singapore and Thailand during the period 2004 to 2008. We exclude financial institutions because of their unique financial structure and regulatory requirements. We eliminate observations with extreme values of control variables such as return-on-assets and leverage (discussed in section 3.2 below). We obtain stock price data from the Datastream database.  We obtain annual reports for the period  2004 to 2008 from the Global Report database and company websites. The sample consists of 617 firms for 2,875 firm-year observations during the period 2005 to 2008 in five Asian countries comprising Indonesia, Malaysia, Philippines, Singapore and Thailand. 
We collect data on the board characteristics such as board size, the number of independent directors and equity ownership of directors from the annual report. We also examine the annual report to trace the ultimate owners of the firms. The procedure of identifying ultimate owners is similar to the one used in La Porta et al. (1999)
.  In this study, we measure earnings quality with three financial reporting metrics : (i) discretionary accruals, (ii) mapping of accruals to cash flow and (iii) informativeness of reported earnings. 
3.2 Discretionary accruals

Our first proxy for earnings quality is discretionary accruals. A substantial stream of prior studies uses absolute discretionary accruals as a proxy for earnings management (Defond and Jimbalvo (1994), Warfield, Wild and Wild (1995), Klein (2002)).  Absolute discretionary accruals reflects corporate insiders’ propensity to inflate reported income to conceal private benefits of control and to understate income in good performance years to create reserves for poor performance in the future.  Accruals are estimated by taking the difference between net income and cash flow from operations. We employ the modified cross-sectional Jones (1991) model to decompose total accruals into non-discretionary accruals and discretionary accruals. Specifically, we estimate the following model for each country in each year at the one-digit SIC industry:
ACC = (1(1/LAG1ASSET) + (2(CHGSALE – CHGREC) + (3(PPE)                    (A1)

where:

ACC = total accruals, which is calculated as net income minus operating cash flows scaled by beginning of year total assets.

LAG1ASSET = Total assets at beginning of the fiscal year 

CHGSALE = Sales change, which is net sales  in year t less net sales in year t – 1, scaled by beginning-of-year-t total assets.

CHGREC = change in accounts receivables scaled by beginning-of-year-t total assets.

PPE = Gross property, plant and equipment in year t scaled by beginning-of-year-t total assets.

We use the residuals from the annual cross-sectional country-industry regression model in (1) as the modified-Jones model discretionary accruals. 

We use the following regression model to test the association between discretionary accruals and board structure:
 

DISCAC = β0 + β1EBC + β2OUTDIR + β3VOTE + β4VOTE*EBC + β5VOTE*OUTDIR +  β6BOARDSIZE + β7CEODUAL + β8LNASSET + β9MB + β10LEV + β11ROA  + Year controls + Country Controls                                        (2)                                          
where:

DISCAC = absolute value of discretionary accruals estimated based on the modified Jones model (see equation 1).
DIROWN =  common stock and stock options held by outside directors divided by  number of ordinary shares outstanding in the firm.

OUTDIR = proportion of outside directors on the board

VOTE = control rights divided by cash flow rights of the largest controlling shareholder

BOARDSIZE = Number of directors on the board.

CEODUAL = A dummy variable that equals 1if the CEO is chairman of board and 0 otherwise.

LNASSET = natural logarithm of total assets.

MB = market value of equity divided by book value of equity.

LEV = long term debt divided by total assets.

ROA = net profit after tax divided by total assets.

Country Controls = a set of country dummy variables 

Year Controls = a set of year dummy variables.
If high equity ownership for outside directors improves the board monitoring of managerial discretion over the financial accounting process, we predict the coefficient β1 to be negative.  Similarly, a negative coefficient for β2 suggests that board independence curtails managerial opportunism on financial reporting. A positive coefficient β3 indicates greater separation of control rights from cash flow rights of the largest controlling shareholder induces greater earnings management. We predict that the positive association between absolute discretionary accruals and the separation of control rights from cash flow rights to be less pronounced in firms with high equity ownership by outside directors. Thus, we expect coefficient β4 to be negative. Furthermore, we predict that the positive association between absolute discretionary accruals and the separation of control rights from cash flow rights to be less pronounced in firms high proportion of outside directors on the board. Thus, we expect coefficient β5  to be negative.
Other board characteristics include the total number of directors (BOARDSIZE) and CEO-chairman duality (CEODUAL). The evidence is mixed on whether board size and CEO duality impairs board effectiveness. Thus, ex ante, there is no prediction on the sign on both variables. The model controls for the effects of firm size, growth opportunities and leverage on discretionary accruals. Large firms have greater external monitoring, have more stable operations and stronger control structures, and hence report smaller abnormal accruals (Dechow and Dichev (2002)). Firm size (LNASSET) is measured based on book value of total assets. Because discretionary accruals are higher for firms with higher growth opportunities, we employ the market-to-book equity (MB) ratio to control for the effect of growth opportunities on discretionary accruals (Kothari, Leone and Wasley (2005)). We also include financial leverage (LEV), defined as long-term debt divided by total assets, to control for the managerial discretion over the financial accounting process to mitigate constraints of accounting-based debt covenants (Defond and Jimbalvo (1994)). To control for the effect of firm performance on discretionary accruals, we include firm profitability (ROA), defined as net income divided by total assets. Finally, we include country dummy variables to capture country-specific factors that may affect the development of capital markets and financial accounting quality. We include dummy variables for years and industries to control for time effect and industry effects respectively. 

3.3 Accruals quality

Our second proxy for earnings quality is accruals quality. Dechow and Dichev (2002) propose a measure of earnings quality that captures the mapping of current accruals into last-period, current-period, and next-period cash flows.  Francis et al (2005) find that this measure (which they term accrual quality) is associated with measures of cost of equity capital. Our measure of accrual quality is based on Dechow and Dichev’s (2002) model relating current accruals to last-period, current-period, and next-period cash flows:

TCAj,t = γ0,j + γ1j CFOj,t-1 + γ2j CFOj,t + γ2j CFOj,t+1+ e j,t                                       (3)

Assets                  Assets           Assets        Assets

Where

TCAj,t = firm j’s total current accruals in year t = ΔCA j,t – ΔCL j,t – ΔCASH j,t + ΔSTD j,t 

Assets = firm j’s average total assets in year t-1 and year t

CFOj,t = Cash flow from operations in year t, is calculated as net income less total accruals (TA) where

TA j,t = ΔCA j,t – ΔCL j,t – ΔCASH j,t + ΔSTD j,t – DEPN j,t where

ΔCA j,t  = firm j’s change in current assets between year t-1 and year t

ΔCL j,t  = firm j’s change in current liabilities between year t-1 and year t

ΔCASH j,t = firm j’s change in cash between year t-1 and year t

ΔSTD j,t = firm j’s change in debt in current liabilities between year t-1 and year t

DEPN j,t  = firm j’s change in depreciation and amortization expense in year t

We estimate equation (3) for each one-digit SIC industry for each country-year combination. These estimations yield firm- and year-specific residuals, ejt which form the basis for the accrual quality metric. AQ is the standard deviation of firm j’s estimated residuals multiplied by -1. Hence, large values of AQ correspond to high accrual quality.  

We employ the following model to test the association between accrual quality and board characteristics:

AQ     = (0 + (1EBC + (2 OUTDIR + (3VOTE + (4VOTE*DIROWN + (5VOTE*OUTDIR + (6CEODUAL+ (7BOARDSIZE + (8LNASSET + (9OPERCYCLE + (10NETPPE + (11STDSALE + (12STDCFO + (13NEGEARN 

+ Country controls + Industry Controls + Year Controls.                      (4)

where:

AQ = the standard deviation of firm j’s residuals from a regression of current accruals on lagged, current and future cash flows from operations. We multiply the variable by -1 so that higher AQ measure denotes higher accrual quality (See equation 3).
OPERCYCLE  = log of the sum of the firm’s days accounts receivable and days inventory. 

NETPPE = ratio of the net book value of PP&E to total assets. 

STDCFO = standard deviation of the firm’s rolling five-year cash flows from operations. 

STDSALE = standard deviation of the firm’s rolling five-year sales revenue.

NEGEARN = the firm’s proportion of losses over the prior five years.
All other variables are previously defined.

If high equity ownership for outside directors improves the board monitoring of managerial discretion over the financial accounting process, we predict coefficient β1 to be positive.  Similarly, a positive coefficient for β2 suggests that higher board independence is associated with higher accrual quality. If greater agency costs arise from the higher separation of control rights from cash flow rights of the largest controlling shareholder, coefficient β3  should negative.  We predict that the negative association between accrual quality and the separation of control rights from cash flow rights is mitigated in firms with high equity ownership by outside directors. Thus, we expect coefficient β4  to be positive. Furthermore, the negative effect of the separation of control rights from cash flow on rights accrual quality should be attenuated in firms with high proportion of outside directors on the board. Thus, we expect coefficient β5  to be positive.

In equation (4), the control variables include innate determinants of accrual quality.  Briefly, Dechow and Dichev (2002) find that accrual quality is positively associated with firm size, and negatively associated with cash flow variability, sales variability, operating cycle, and incidence of losses. Firm size is measured by the natural logarithm of total assets (LNASSET). Operating cycle (OPERCYCLE) is the log of the sum of the firm’s days accounts receivable and days inventory. Capital intensity, NETPPE, is proxied by the ratio of the net book value of PP&E to total assets. Cash flow variability (STDCFO) is the standard deviation of the firm’s rolling five-year cash flows from operations. Sales variability (STDSALE) is the standard deviation of the firm’s rolling five-year sales revenue. Incidence of negative earnings realizations, NEGEARN, is measured as the firm’s proportion of losses over the prior five years.

3.4  Earnings Informativeness

Our third proxy of earnings quality is earnings informativeness, measured by the earnings response coefficients (Warfield, Wild, and Wild (1995), Fan and Wong (2002), Francis, Schipper, and Vincent (2005)). The following model is adopted to investigate the relation between earnings informativeness and equity-based compensation, board independence and separation of control rights from cash flow rights:-
RET = β0 + β1EARN + β2EARN*DIROWN + β3EARN*OUTDIR + β4 EARN*VOTE 
+ β5 EARN*VOTE*EBC + β6 EARN*VOTE*OUTDIR 

+  β7 EARN*BOARDSIZE + β8*EARN*CEODUAL 

+ β9 EARN*LNASSET + β10EARN*MB + β11EARN*LEV + β12EARN*ROA 
+ Year controls + Country Controls +  Industry Controls + e                            (5)
where

RET= 12-month cumulative raw return ending three months after the fiscal year-end.

EARN = net income for year t, scaled by the market value of equity at the end of t−1.

All other variables are as previously defined. 

The estimated coefficient on β1  reflects the earnings response coefficient. A positive estimate on β2 will be consistent with the notion that equity ownership for outside directors is  associated with more informative earnings.  A positive estimate on β3 indicates that greater proportion of outside directors on the board, the greater the informativeness of  earnings. From Fan and Wong (2002), we expect coefficient β4 to be negative, indicating that the reported earnings are less informative when the ultimate shareholder’s control rights exceed his cash flow rights. If high equity equity ownership for outside directors improves their monitoring of management, the negative effects of the divergence of control rights from cash flow rights should be mitigated in firms with high equity based compensation. We expect coefficient β5 to be positive. If monitoring intensity is positively associated with the proportion of outside directors on the board, the reduced informativeness of reported earnings in firm with high divergence of control rights from cash flow rights should be mitigated in firms with higher board independence. We expect coefficient β6 to be positive. 
4. Results
4.1 Descriptive statistics
Table 1 presents the descriptive statistics. Mean absolute discretionary accruals as a proportion of lagged assets is 0.062.  Mean equity ownership of outside directors (computed as common stock and stock options held by outside directors divided by  number of ordinary shares outstanding in the firm) is 2.04%. The mean board size and proportion of outside directors on the board are 7 and 0.489 respectively. CEO chairs the board in 40% of the firms. Consistent with Fan and Wong’s (2002) study of East Asian economies, the firms in our sample also have high divergence of control rights from cash flow rights (mean VOTE = 1.198) 

4.2 Discretionary accruals

Table 2 presents the estimates of regressions of unsigned discretionary accruals on equity-based compensation, proportion of outside directors on the board and the separation of control right from cash flow right. Following Gow, Ormazabal and Taylor (2010), we employ the two-way clustering method where the standard errors are clustered by both firm and year in our regressions. In column (1), we document a negative association between the absolute value of discretionary accruals and the equity ownership of outside directors.  Results also indicate that firms with higher proportion of outside directors on the board have lower discretionary accruals. We find that earnings management (as proxied by absolute discretionary accruals) increases as the separation between control rights and cash flow rights of controlling shareholders increases. This result is consistent with the finding in Haw, Hu, Hwang and Wu (2004). In column (2), we test whether the positive association between discretionary accruals and the separation between control rights and cash flow rights of controlling shareholder is mitigated by the equity ownership of outside directors. The coefficient on the interaction term between the separation of control rights from cash flow rights and the equity ownership of outside directors (VOTE* DIROWN) is negative and significant at the 1% level, supporting the hypothesis that in firms with high separation of control rights from cash flow rights, earnings management is reduced when outside directors have higher equity ownership. This finding suggests that greater equity-based compensation increases the monitoring effectiveness of outside directors over the financial reporting process in firms with agency conflicts arising from their control rights from cash flow rights. In addition, the coefficient on the interaction term between the separation of control rights from cash flow rights and the proportion of outside directors (VOTE*OUTDIR) is negative and significant at the 5% level, supporting the hypothesis that in firms with high separation of control rights from cash flow rights, earnings management is reduced in firms with high proportion of outside directors on the board. This result is consistent with the monitoring role of independent directors to improve the credibility of accounting information in firms with agency problems arising from their concentrated corporate ownership structure.
We partition the sample into two groups based on the sign of the firms’ discretionary accruals. Table 3 column (1) presents the results using the sub-sample of firms with income-increasing discretionary accruals. Results indicate firms with higher equity ownership by outside directors, higher board independence, and lower divergence of control rights from cash flow rights, have lower income-increasing discretionary accruals. More importantly, we find that outside directors’ equity ownership and proportion of outside directors mitigate the propensity of firms with high separation of control rights from cash flow rights to make higher income-increasing discretionary accruals.  Table 3 column (2) presents the results using the sub-sample of firms with income-decreasing discretionary accruals. We find firms with higher equity ownership, higher board independence, and lower divergence of control rights from cash flow rights, have lower income-decreasing discretionary accruals. Furthermore, we find that equity ownership by outside directors and proportion of outside directors mitigate the propensity of firms with high separation of control rights from cash flow rights to make higher income-decreasing discretionary accruals. 
In summary, when outside directors have equity ownership and when board independence is high,  firms have both lower income-increasing and income-decreasing discretionary accruals, apparently mitigating earnings management both on the upside and downside. For firms with greater separation of control rights from cash flow rights of controlling shareholders, those with high equity ownership by outside directors and those with high proportion of outside directors have lower income-increasing and lower income-decreasing discretionary accruals.  
4.3 Accrual quality 

Table 4 presents regressions of accrual quality on corporate ownership structure and board characteristics.  Following Gow, Ormazabal and Taylor (2010), we employ the two-way clustering method where the standard errors are clustered by both firm and year in our regressions. In column (1), the coefficient EBC is positive and significant, suggesting that that firms whose directors receive higher equity ownership have higher accrual quality.  Firms with high proportion of outside directors have higher accrual quality.  The coefficient on VOTE is negative and significant, indicating the firms with high misalignment between control rights and cash flow rights have lower accrual quality. In column (2), the interaction term VOTE*DIROWN is positive and significant at the 1% level. This finding suggests that firm with higher equity ownership by outside directors have a less pronounced negative association between accrual quality and the separation of control rights from cash flow rights of controlling shareholders.  We then test whether board independence attenuates the negative association between accrual quality and the separation of control rights from cash flow rights of controlling shareholders. The interaction term VOTE*OUTDIR is positive and significant at the 5% level. Hence, for firms with high separation of control rights from cash flow rights of controlling shareholder, those with higher proportion of outside directors have higher accrual quality. Collectively, our results suggest that stronger directors’ equity ownership and higher board independence are associated with better financial reporting outcome, especially in firms with high expected agency costs arising from misalignment of control rights and cash flow rights.

4.4. Earnings Informativeness

Table 5 presents the regression results on earnings informativeness. The coefficient EARN* DIROWN is positive and significant, indicating the greater the equity ownership by outside directors, the higher informativeness of reported earnings. The coefficient EARN*OUTDIR is positive and significant, implying that firms with higher proportion of outside directors have higher informativeness of reported earnings. Consistent with prior studies (Fan and Wong (2002)), the coefficient EARN*VOTE is negative and significant, indicating that the separation of control rights from cash flow rights of controlling shareholder reduces the informativeness of reported earnings.  
In column (2), we examine the interaction between effectiveness of board monitoring and the divergence of control rights from cash flow rights in affecting earnings informativeness. The interaction term EARN*VOTE* DIROWN is positive and significant at the 1% level. In firms with high misalignment between control rights from cash flow rights, the informativeness of earnings is higher when outside directors have higher equity ownership. The interaction term EARN*VOTE*OUTDIR is positive and significant at the 5% level. The negative association between earnings informativeness and the separation between control rights from cash flow rights controlling shareholder is less pronounced in firms with higher proportion of outside directors. In other words, in firms with high misalignment between control rights from cash flow rights, the informativeness of earnings is higher in firms with higher proportion of outside directors.

4.5 Robustness tests
As a sensitivity analysis, we also repeat all our tests at the economy level. The economy-by-economy results indicate that earnings quality are positively associated with equity ownership by outside directors and board independence and negatively associated with the separation of cash flow rights from control rights. More importantly, the mitigating effects of equity ownership and board independence on the association between separation of cash flow rights from control rights and earnings quality, are not concentrated in any given economy.  Year-by-year regressions yield qualitatively similar results, suggesting our inferences are not time-period specific.
As a robustness test, we follow Haw, Hu, Lee and Wu (2004) to include legal institutions that protect minority shareholder rights (proxied by legal tradition, minority shareholder rights, efficiency of judicial system or disclosure system) and extra-legal institutions (proxied by the effectiveness of competition law, diffusion of the press and tax compliance) in our tests. We continue to document firm-specific internal governance mechanisms, namely – outside directors’ equity ownership and board independence - still matter in constraining management opportunism over the financial reporting process, especially in firms with high expected agency costs arising from the divergence between control rights and cash flow rights. Thus, our results suggest that there is an incremental role for firm-specific internal governance mechanisms, beyond country-level institutions, in improving the quality of financial information by mitigating insiders’ entrenchment. 
5. Conclusion
Publicly reported accounting information, which measures a firm’s financial position and performance, can be used as important input information in various corporate governance mechanisms such as managerial incentive plans (Bushman and Smith (2001). Whether and how reported accounting information is used in the governance of a firm depends on the quality and credibility of such information.  We provide evidence that board of directors play an important corporate governance role in improving the quality and credibility of accounting information in firms with high agency conflicts arising from their concentrated ownership structure.

We examine the relation among outside directors’ equity ownership, board independence, separation of control rights from cash flow rights of controlling shareholder and earnings quality. We measure earnings quality with three financial reporting metrics: (i) discretionary accruals, (ii) mapping of accruals to cash flow and (iii) informativeness of reported earnings. We find that earnings quality is positively associated with outside directors’ equity ownership and the proportion of outside directors on the board.  We document that firms with higher agency problems arising from the separation of control rights from cash flow rights of controlling shareholders have lower earnings quality. The negative association between separation of control rights from cash flow rights and earnings quality is less pronounced in firms with higher equity ownership by outside directors. This finding suggests that equity ownership that aligns outside directors’ and shareholders’ interest is associated with more effective monitoring of managerial discretion on reported earnings. In addition, the low earnings quality induced by the separation of control rights from cash flow rights is mitigated by the proportion of outside directors on the board. Overall, our results suggest that directors’ equity ownership and board independence are associated with better financial reporting outcomes, especially in firms with high expected agency costs arising from misalignment of control rights and cash flow rights.
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Table 1 Descriptive statistics
The sample consists of 617 firms for 2,875 firm-year observations during the period 2005 to 2008 in five Asian countries comprising Indonesia, Malaysia, Philippines, Singapore and Thailand. 
	
	Mean
	25th percentile
	Median
	75th percentile
	Standard deviation

	DISCAC
	0.062
	0.009
	0.038
	0.085
	0.053

	AQ
	0.068
	0.029
	0.035
	0.063
	0.037

	EBC (%)
	2.041
	0.837
	1.752
	2.663
	1.035

	OUTDIR 
	0.489
	0.206
	0.385
	0.520
	0.217

	VOTE
	1.198
	1.000
	1.175
	1.326
	0.638

	BOARDSIZE
	7
	5
	8
	10
	3

	CEODUAL
	0.405
	0
	0
	1
	-

	LNASSET
	11.722
	9.867
	11.993
	13.078
	2.115

	MB
	1.851
	0.582
	1.272
	2.195
	0.833

	LEV
	0.261
	0.093
	0.211
	0.335
	0.106

	ROA
	0.086
	0.027
	0.0705
	0.109
	0.071


DISCAC = absolute value of discretionary accruals estimated based on the modified Jones model.

AQ = accrual quality measured by Dechow and Dichev’s (2002) measure of mapping of accruals to past, present and future cash from operations
DIROWN=  common stock and stock options held by outside directors divided by  number of ordinary shares outstanding in the firm.

OUTDIR = proportion of outside directors on the board

VOTECASH = voting rights divided by cash flow rights of the largest controlling shareholder
CEODUAL = A dummy variable that equals 1if the CEO is chairman of board and 0 otherwise.

BOARDSIZE = Number of directors on the board

LNASSET = natural logarithm of total assets.

MB = market value of equity divided by book value of equity.

LEV = long term debt divided by total assets.

ROA = net profit after tax divided by total assets.

Table 2 Regressions of  unsigned discretionary accruals 
The sample consists of 617 firms for 2,875 firm-year observations during the period 2005 to 2008 in five Asian countries comprising Indonesia, Malaysia, Philippines, Singapore and Thailand. The dependent variable is absolute discretionary accruals computed based on the modified Jones model. All variables are defined in Table 1. The t-statistics (in parentheses) are adjusted based on standard errors clustered by firm and year (Petersen 2009). The symbols *, **, and ** denote statistical significance at the 10%, 5%, and 1% levels (two-tailed), respectively.
	
	Predicted

Sign
	1
	2

	EBC
	-
	-0.2513

(-3.07)***
	-0.2142
(-2.86)***

	OUTDIR
	-
	-0.1862

(-2.41)**
	-0.1053
(-2.19)**

	VOTE
	+
	0.8173

(2.85)***
	0.9254
(2.94)***

	VOTE *EBC
	-


	
	-0.4160
(-2.73)***

	VOTE * OUTDIR
	-


	
	-0.1732
(-2.29)**

	BOARDSIZE
	+/-
	0.0359

(1.57)
	0.0817
(1.42)

	CEODUAL
	+
	0.4192

(1.61)
	0.2069
(1.45)

	LNASSET
	-
	-0.5311

(-8.93)***
	-0.5028
(-8.01)***

	MB
	+
	0.1052

(4.25)***
	0.2103
(3.02)***

	LEV
	+
	1.2186

(5.38)***
	1.1185
(5.19)***

	ROA
	+/-
	-3.877

(-4.83)***
	-4.108
(-4.72)***

	
	
	
	

	Adjusted R2
	
	12.5%
	14.1%


Table 3 Regressions of  signed discretionary accruals
The sample consists of 617 firms for 2,875 firm-year observations during the period 2005 to 2008 in five Asian countries comprising Indonesia, Malaysia, Philippines, Singapore and Thailand. In column (1), the sample consists of firms with income-increasing discretionary accruals and the dependent variable is positive discretionary accruals. In column (2), the sample consists of firms with income-decreasing discretionary accruals and the dependent variable is negative discretionary accruals. All variables are defined in Table 1. All regressions contain dummy control variables for country,  year and industry. The t-statistics (in parentheses) are adjusted based on standard errors clustered by firm and year (Petersen 2009). The symbols *, **, and ** denote statistical significance at the 10%, 5%, and 1% levels (two-tailed), respectively.
	
	(1)

positive

DISCAC
	(2)

negative

DISCAC

	EBC
	-0.1865
(-2.21)**
	-0.2017
(-2.09)**

	OUTDIR
	-0.1172
(-2.08)**
	-0.1302
(-2.11)**

	VOTE
	0.8103
(3.25)***
	0.6735
(2.23)**

	VOTE *EBC
	-0.3952
(-2.49)***
	-0.3064
(-2.05)**

	VOTE * OUTDIR
	-0.1732

(-2.13)**
	-0.1105
(-2.01)**

	BOARDSIZE
	0.0533
(1.27)
	0.0681
(1.09)

	CEODUAL
	0.1860
(1.32)
	0.1562
(1.26)

	LNASSET
	-0.7590
(-5.22)***
	-0.4463
(-6.12)***

	MB
	0.2019
(2.08)**
	0.1085
(1.93)**

	LEV
	0.9781
(3.20)***
	0.7701
(2.10)**

	ROA
	-3.087
(-4.13)***
	-4.253
(-3.62)***

	
	
	

	Adjusted R2
	13.8%
	12.4%


Table 4 Regressions of  accrual quality 

The sample consists of 617 firms for 2,875 firm-year observations during the period 2005 to 2008 in five Asian countries comprising Indonesia, Malaysia, Philippines, Singapore and Thailand.  The dependent variable is AQ measured by Dechow and Dichev’s (2002) measure of mapping of accruals to past, present and future cash from operations with higher values of AQ denoting better accrual quality. All variables are defined in Table 1. All regressions contain dummy control variables for country,  year and industry. The t-statistics (in parentheses) are adjusted based on standard errors clustered by firm and year (Petersen 2009). The symbols *, **, and ** denote statistical significance at the 10%, 5%, and 1% levels (two-tailed), respectively.

	
	Predicted

Sign
	1
	2

	EBC
	+
	0.3725

(3.11)***
	0.2133

(3.26)***

	OUTDIR
	+
	0.2049

(2.15)**
	0.1557

(2.86)***

	VOTE
	-
	-0.5108

(-3.74)***
	-0.4352

(-3.05)***

	VOTE *EBC
	+


	
	0.1751

(2.80)***

	VOTE * OUTDIR
	+


	
	0.1163

(2.09)**

	BOARDSIZE
	+/-
	0.1003

(1.29)
	0.0642

(1.17)

	CEODUAL
	+/-
	-0.1890

(-0.83)
	-0.2173

(-1.56)

	LNASSET
	+
	3.2513

(5.11)***
	2.8764

(4.82)***

	OPERCYCLE
	-
	-3.2941

(-4.75)***
	-3.0185

(-5.01)***

	NETPPE
	+
	1.1802

(3.35)***
	0.9926

(3.72)***

	STDCFO
	-
	-1.2981

(-2.83)***
	-1.8344

(-3.32)***

	STDSALE
	-
	-1.0203

(-2.77)***
	-0.7845

(-2.09)**

	NEGEARN
	-
	-0.8306

(-2.02)**
	-1.0345

(-1.77)*

	
	
	
	

	Adjusted R2
	
	9.2%
	10.5%


Table 5 Regressions of returns on earnings

The sample consists of 617 firms for 2,875 firm-year observations during the period 2005 to 2008 in five Asian countries comprising Indonesia, Malaysia, Philippines, Singapore and Thailand. The dependent variable (RET) is 12-month cumulative raw return ending three months after the fiscal year-end. All regressions contain dummy control variables for country, year and industry. The t-statistics (in parentheses) are adjusted based on standard errors clustered by firm and year (Petersen 2009). The symbols *, **, and ** denote statistical significance at the 10%, 5%, and 1% levels (two-tailed), respectively.

	
	Predicted

Sign
	1
	2

	EARN
	+
	1.1735
(3.85)***
	1.2811
(3.62)***

	EARN *EBC
	+
	0.3122
(2.87)***


	0.2983
(2.80)***

	EARN * OUTDIR
	+
	0.1094
(2.13)**
	0.1105
(2.08)**

	EARN * VOTE
	-
	-0.6817
(-3.72)***
	-0.7019
(-3.50)***

	EARN * VOTE *EBC
	+
	
	0.2602
(2.83)***

	EARN * VOTE * OUTDIR
	+
	
	0.1925
(2.15)**

	EARN * BOARDSIZE
	+/-
	-0.0836
(-1.50)
	-0.0801
(-1.22)

	EARN * CEODUAL
	+/-
	-0.0405
(-1.42)
	-0.0215
(-1.30)

	EARN * LNASSET
	+
	0.2011
(2.89)***
	0.3122
(3.07)***

	EARN * MB
	+
	0.1573
(1.80)*
	0.1806
(1.81)*

	EARN * LEV
	-
	-0.7814
(-2.03)**
	-0.6175
(-2.84)***

	
	
	
	

	N
	
	3,172
	3,172

	Adjusted R2
	
	11.8%
	13.3%


� To illustrate, the Singapore Exchange Listing Rules require “listed companies to describe in the annual reports their corporate governance practices with specific reference to the principles of the Code, as well as disclose and explain any deviation from any guideline of the Code. Companies are also encouraged to make a positive confirmation at the start of the corporate governance section of the annual report that they have adhered to the principles and guidelines of the Code, or specify each area of non-compliance. Many of these guidelines are recommendations for companies to disclose their corporate governance arrangements.” 





� In summary, an ultimate owner is defined as the shareholder who has the determining voting rights of the company and who is not controlled by anyone else. If a company does not have an ultimate owner, it is classified as widely held. To economize on the data collection task, the ultimate owner’s voting right level is set at 50% and not traced any further once that level exceeds 50%. Although a company can have more than one ultimate owner, we focus on the largest ultimate owner. We also identify the cash flow rights of the ultimate owners. To facilitate the measurement of the separation of cash flow and voting rights, the maximum cash flow rights level associated with any ultimate owner is also set at 50%. However, there is no minimum cutoff level for cash flow rights.
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