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Abstract—Recently, high profile scandalsand financial crises in Additionally, market efficiency is based upon tinformation
the United States, Europe and East Asia, have brought  flow to capital markets. When the information is incorrect, it
corporate governance issues to thdorefront in developing may not be possible for the markets to value securities

countries, emerging markets and transitional economies. These

X N S - corectly. Hence, earnings management may obscure real
scandals shake the integrity of accounting information and y 9 9 y

resulted in a drop in investor confidence. This has made performance and .Iessen the ‘T"t.’”“y of shareholders and
companies need to ackive significant progress to the corporate investors to make informed decisions. Moreover, the recent

governance perform in order tlapse efysprg lafge compapies jresylting paytialy: from

confidence of financial reporting quality. To achieve that, this accounting manipulation has sed serious questions about the
paper proposes a conceptual framework to investigate the role of different monitoring devices presumed to protect
relationship  between  board charactéstics  (Board i nvestorso interests and cCol
independence, size, CEO duality,meetings and financial behavior. One of the most important of these devices is board
expertise) and earning management among industrial  of directors. In fact, the board of directors an important

companies listed on the Amman Stock Exchange (ASE).
Evidence from prior studies suggested that boards of directors
are an important pa r t of the firm s str
for monitoring the quality of the information contained in

internal control mechanism designed to monitor the actions of
JO@ m@nra%em%nrt] %nd Fn%n%topnragnthseinghtg of the information
contained in financial reporis.

financial reports. It is argued that effective board can reduce This paper proposes a conceptual framework to investigate the
earnings management. relationship between  boa  characteristics bfpard
Keywords— Board of directors, earnings management, Jordan independence, size, CEO dualitipeetings and financial

1. Introduction expertise) and earning management among industrial

Concerns about corporate governance in many emerging companies listed orAmman Stock Exchang€¢ASE). The
markets emerged as a result of a series of recent corporateremainder of the paper is organized as follows: Introduces the
accounting scandals across the United States, Europe andbackgraind of the study in section 2. Literatures review in
East Asian (e.g. Enron, HealthSouth, Parmalat, Tyco, section 3, the conceptual framework and hypothesis
WorldCom, and Xerox)A central part of these accounting development presented in section 4. Summaries and concludes
scandals was usually the phenomenon of earnings this paper in section 5.
management [41]. Studies on earnings management 2. Background
(Thereafter, EM) are becoming the subject of many recent Jordan is a developing Arab country with a centeglistate
researches in financial economics. Moreover, it has been asystem. It is very attractive for foreign investments, due too
great ad consistent concern among practitioners and many reasons such as safety, political stability and its central
regulators and has received substantial consideration in thelocation in the Middle East despite the-going conflicts in the
accounting literature [4]. Middle East region. It seeks for afford a safe esvinent for

The nature of accrual accounting according to FASB its listed securities at the same time as protecting the rights of
(1985) that f@Aattempts to r etkednvestors. heiew of ihe fact that, |Jordars i$ ene ofshe o
entity of transactions and other events and circumstances thatcountries where users depend on accounting numbers intended
have cash consequences for the entity in the periods in whichfor making decisions, it is of enormous significancedosider
those transactions, events, and consequences occur rathethe area under discussion of EM to protect those users from
than only in the period in which cash is received or paid by being misled. Also, by reason of the lack of studies about EM
the ent it ymanagefsha signifigantvameunt of in Jordan, So, this study intends to investigate the role of the
discretion in determining the actual earnings a firm reports in board of directors in constraining earnings management.
any given period [4, 49]. Therefore, [44, p. 6] define
earnings management as occurring: 3. Literature Review

"When managers use judgment in financial reporting and According to agency theory, separation of ownership and
in structuringtransactions to alter financial reports to either ~control leads to a divergence of interests between managers
mislead some stakeholder about the underlying economic and shareholders [48], and thus monitoring managerial
performance of the company, or to influence contractual decisions becomes essential for boards of directors to assure

outcomes that depend on reported accounting numbers". that harehol dersdé interests are
Financial statements provide valtevant information to reliable and complete financial reporting. The role of the board
the external and internal parties of the organizaton. of directors is to monitor an

thereby ensuring that managers pursue the interests of
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shareholders [48]Hence the board of directors plays an  firms and a sample of 1,271 firms for fiscal ye803 to 1995
important oversight role in controlling the quality and in UK, respectively.
reliability of financial reporting [929, and 23]. Moreover, Existing research shows that a negative association between
one of the major responsibilities of the board of directors is board independence and earnings management [84, 61, 31, 67,
to ensure that shareholders ancheot stakeholders are  and 82]. [84]find evidence between board independence and
provided with high quality disclosures on the financial and the extent of earnings management by usisgall sample of
operating results of the entity that the board of directors has 110 US firms, they indicate there is negative relationship.
been entrusted with governing [78]. Board monitoring of the Moreover, based on a sample of Canadian firms fiéd] that

financial reports is important because manageendfiave the level of independence of board composition is negatively
selfinterested incentives to manage earnings, potentially associated with the level of abnormal accruals.
misleading shareholders Most recatly, [31] who investigate the impact of board

Based on previous literature, Earnings management can beindependence on earnings management using a sample of 97
seen as a potential agency cost since managers manipulatemonfinancial firms listed on the Athens Stock Exchange in
earnings to mislead shareholders and fulfill theivn Greece for the years 2000 through 2004, show that board
interests. Therefore, the board of directors should play an independence is negatively associatedith earnings
important role in constraining the level of earnings management practices. Additionally, [6i#]d that presence of
management. Furthermore, prior similar researches suggestindependent directors in the board of directors may
that effective board monitoring helps to maintain the significantly restrict of earnings management. The study takes
credibility of financial reports. Thus it is reasonable to a sample of 200 large manufacturing firms listed on National
hypothesize that an effective board of directors will help to Stock Exchange in India for a period of three years. Likewise,
limit the earnings management. Several studies [e®32 9, [82] investigate the influence of corporate governance and firm
and72] have provided evidence regarding the importance of specific characteristics on earnings management by Kenyan
the role of the board of directors monitoring financial listed companies. Using panel data of -4 years obtained
reporting, and therefore mitigating the manipulation of from the amual reports of the 37 companies listed on the
accounting information. Nairobi Stock Exchange, the stuflpd that firms with more

The role of the board of directors is paramount in Jordanian independent boards are less likely to manage their earnings. In
corporate governanceln the following section, board Egypt, [57] find a negative relationship between board
characteristics, such as board indemer@, size, CEO independence and earnings ngeraent by using a sample
duality, meetings and financial expertise that may be from corporations listed on the Egyptian Stock Exchange from
applicable in the Jordanian institutional background, are the years 2002010.

discussed for their impact on earnings management in Others provide empirical evidences to support a positive

literature review. relationship between board independence and earnings
4. The Conceptual Framework and Hypothesis management [5 75. Using a sample fromPalestine
Development companiesthey find the board independence was positively

The characteristics of board of directors and their relation related with earnings management [5]. Likewise, [75]
with EM are integrated in one conceptual framework. Figure supported this relation where ffieds a positive relationship

(1) explains the propose framework. In this conceptual between board independence and earnings management by
framework, board characteristics and EM are independent using samples &m Thai companies.

and dependent variablespectively. The current study thus  On the other hand, some others studies have not observed a
attempts to bridge the gap by providing a basis for discerning statisticallysignificant correlation betwedroard independence

the impact of board characteristics on EM. Sections 4.1 till and earnings management [77; 83and 74]. [39]find that no

4.5 will discuss the hypotheses that are developed from the significant association between board indepenelermmd
conceptual framework. earnings management by using samples from Chinese
companies. Similarly, [83find that inclusion of independent
directors did not enhance monitoring of earnings management
in manufacturing Chinese listed firms, [74] shows that the ratio
of independenboard members is not significantly related to
earnings management by using samples from Egyptian
companies over the period 260R010.

From the aforementioned discussion, it is argued that there is a

Independence

Size

Earning Management ]

[
[
[ CE O Duality
[
[

Meetines potential relationship between board independence and
Financial E xpertise earnings management. Thus, the following hypothesis is
developed:
Figure (1) Baard of Directors and Earnings Management Hi: The independence of the board of directors is negatively
related to earning management among Jordanian listed
4.1 Board Independence industrial companies.

Previous studies have supported the notion that the 4.2 Board Size

independence of directors would reduce the likelihood of Board size has been shown to be a Siganit part of the ability
financial statement fraud [9, 73], and constrain earnings Of boards to effectively monitor management and to work
management [52, 84, 285, 32]. Both [52] for the U.S. and efficiently together to oversee the running of the business [66].
[65] for the U.K. find that independent directors play an Previous studies have used board size as a determinant of
important role in constraining earnings manipulation by €arnings management, but the influence of boazd bas
using data from 1991 to 1993 from a sample of 687 U.S. received mixed results in previous studies. On one hand, a
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large board may have more experience, knowledge, and Iranian companies, they did not get any statistically significant
opinions from different sources; therefore, this can relationship  between board size with  earnings
strengthen its monitoring function [19, 26]. Some studies managemer62] studied the effect of board characteristics on
[35, 33, and 84find that larger boards are associated with earning management in companies listed in the Indonesian
lower levels of discretionary accruals. Stock Exchange during the 202808 periods. They
Proponents of larger boards argue that performance increasegliscovered that the board size does not affect earning
since there are more people on whom to drawn [80]. [52] management practices in the above congsani
extended this argument by saying that board monitoring is Considering the earlier discussion, we find that there is a
posiively associated with larger boards because of their difference in the form of the relationship between the size of
ability to distribute the workload to many people. In UK, the board and earnings management. Thus the following
[65] find that having a large board is better in reducing hypothesis is proposed:
earnings management compared to smaller boards. Likewise,H,: The size of board of directors is negativeblated to
[74] find that earnings managent is negatively related to  earning management among Jordanian listediustrial
board size in Egypt. companies.
Furthermore, §5] indicate that small boards seem more 4.3 CEO Duality
prone to failure to detect earnings management. One According to the agency theory, the separation of the CEO and
interpretation of this effect is that smaller boards may be chairman is to ensure that the CEO does not have too much
more | ikely to bemeriorag@ninatede dgowebgver tmeaboaadg Separating these radi&ely to reduce
by blockholders, while larger boards are more capable of earnings manipulation because the CEO is monitored by an
monitoring the actions of top management. Studies such asindependent chairman, which in turn, reduces the likelihood of
[28] in Mexico and [38] in Brazil, find that if the size of the the CEO disregarding the interests of shareholders. This
Board is very small, the monitoring of the managememhtea conjecture is supported by the U.S and U.K's regulatory
is smaller too, so they tend towards greater discretion in recanmendation that a board be chaired by an independent
receiving higher remuneration, a greater chance of earnings director [see 15, 71]. At the same time, it is usually assumed
management and are more prone to information asymmetry that the monitoring ability of the board is less if the CEO in a
[37, 6, and 13]. Thus, a larger size of board assumes a betterfirm is also a chairman of the board in the same firm [42]. In
supervision of th management team and a higher quality of particular,this dual role may increase agency costs between
corporate decisions [64]. management and shareholders because they create reserves
On the other hand, [ 16] r e tdegpending brhtteeit contppenaaticsh [115 34kaed mayirspede the
neither too big nor too small and suggest that the optimal monitoring function of the board [14].
size is between five and nine members. [53] examine the In addition, the companies with CEO duality did petform
influence of coporate governance mechanisms on earnings as well as their competitors. [Zupport that by saying
management and state board size that should be neither toacompanies with CEO duality did not perform well and incline
large nor too small in order to avoid diverting opinions that to do earnings management. [12, &gl that the dual position
profit on the manager and allow earnings management. They of CEO and chairman reduces the checks and balances on the
find finds that the board size iogtively and significantly top maragers leading to higher fraudulent behaviors and
correlated with earnings management. Moreover, [51] earnings management. Furthermore, [@9w that companies
examine the relationship between board characteristics andcharacterized by CEO duality share less earnings information
earnings management in Taiwan. They find that large board and violate GAAP. [81] show that CEO duality is associated
size is related to a higher extent of earnings management.with lower quality discloswe by using a sample of 1954
Also, [1] find that earnings management is positively related Chinese firm for years 20e4004.
to the size of the board of directors in Malaysia. Based on a sample of 384 listed companies in the
Additionally, some studies find that firms with a small board manufacturing sector in the Indonesia Stock Exchange over the
are associated with higher market value or higher period 20052007, [59] investigate the role of good corporate
performance [30, 45]. [646 indicated that larger board size  governance in redutg earnings management. His findings
might be less effective in monitoring management activities. indicate that a higher rate of duality is associated with high
The implication is that if board size improves performance, it earnings management practices. In the same contextifé2]
would reduce earnings management. [&3}estigate the that CEO duality affects the earning management practices.
relationship between board composition andrniegs According to [69]find a negative elationship between board
management in Manufacturing Chinese listed firms. They CEO duality and earnings management by using a sample 196
find that small boards are more effective in constraining firms listed on the Tehran Stock Exchange between 2004 and
incomeincreasing earnings management than a large board. 2008. Additionally, [43]find the similar results in a recent
This suggests that smaller boards can be more effective thanstudy using data of 81 firms from major sectorsaualable in
larger boards. Qusequently, small boards might be more Bursa Malaysia. Additionally, [20find that CEO has impact
effective in monitoring managerial behavior. Corroborating on earnings management by 20 anonymous listed Tunisian
this argument, [47find that board size is positively related  firms during the 200009.
to earnings management based on a sample of 770 Hongln contrast, [52] tested if earnings management is positively
Kong firms from 1998 to 2000. related to the CEO duality anfind a significant positive
In contrast[76] show that there is no significant relationship relationship between these variables. [E3low that CEO
between board size and earnings management in Chineseduality is positively associated with the probability of financial
listed firms, also, based on a panel of 480 observations from statement fraud. [70] provide evidence that firms with CEO
2001 to 2008 in Iranian companies, [60] examine the duality is positively related with earnings managem in
influence of the board size on edBgs management in Malaysian firms. In Hong Kong [5@]nd that there is a strong
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positive association between CEO duality and earningst hat di r ect or sogether tb sef theOayendadop e n
management. [60]find the similar results in Iranian board meetings [56]. [42]find a significantly positive
companies. Furthermore, [42] supported that there is a association between earning management and board meetings.
significant positive reltionship between CEO duality and In Egypt, [57]find that a positive relationship between board
earnings management based on a sample of 1009 Chinesameetings and earnings management. It is worihtipg out

listed firms over the period 20@006. Similarly, [74]find that the studies conducted to investigate board meetings and
the same results in Egypt. earnings management have been-kay, thus their claims

However, empirically, most authors do not find any cannot to be generalized. Therefore, further investigation is
significant positive relationbetween CEO duality and needed in order to determine whether this element is effective
earning management. So it seems not to support this theoryor not. Bearing in mind the above conflicting views, this study
[84, 10, 65, 25, 27 and 1]. Both [10, &#d no association still believes that there is a potential relationship between board
between CEO duality and earnings management. Similarly, meeting and earnings management. Thus the following
[65] examine this association between CEO dominande an hypothesis is proposed:

earnings management in the UK afidd no association. Hs The number of board of directors meeting nizght
Furthermore, [1] using a sample 97 Malaysian listed firms related to earning management among Jordanian listed
and they did not find any significant positive relation industrial companies.

between CEO duality and earning management. Similarly, A 4.5 Board Financial Expertise

metaanalysis study by [40lising the data of 35 empirical  Board financial expertise is viewed as another element in board
studies, theyfind no relationship between CEO duality and characteristics that may have an effect on earnings

earning management. Additionally, [58hd that the CEO management. To monitor thenéincial reporting process, the

duality is not significantly related to earnings management in directors must have accounting knowledge, in order to control
listed companies on Tehran Stock Exchangendu006 manipulation and to make information more transparent.
20009. Empirical studies show that financial expertise is an important

Based on the above discussion, it is argued that there is adeterminant of quality financial statemef&.p.61) suggested
potential relationship between CEO duality and earnings that to do their tasks effectively the boards must have the

management. Thus the following hypothesis is proposed: ability for fasking manageme
Hs: CEO duality is positively related to earning management helping to set corporate strategy, monitoring risk management,
among Jordaian listedindustrial companies. contributing to CEO successions plan and ensuring that
4.4 Board Meetings companies set and meet their f

Another characteristic related to the board of directors is So far, this can only be achieved if the board has the vital
board meetings. The degree of board interaction and expertise to fully embrace such duties.

activities has influence on earnings management. Boards thatThe findings of [3] on the US firms highlighted the importance
meet frequently are more liketo solve the problems of the  of accounting knowledge amondiet outside directors in
company effectively [55]. According to [24, 79], the greater reducing the probability of financial restatements only if they
the meeting frequency, as proxy by the number of board had financial expertise. Very few studies have explored a
meetings, the more effect i v énansial éxpertide ®n thelbaard, la®they fdaised nmimiy onthe r
function. They evidence that if companies haweeieboard financial expertise of the audit committee.ush there is a
meetings than necessary, t h scarcityi ir stadiess onvttze Irelagonship bletiveerdbeardr firaackle .
terms of earnings management, [84] argue that when board expertise and earnings management.

meetings are rare, issues such as earnings management majB4] indicate that earnings management is less likely to occur
not be on the priority list due to paucity of time. In such in firms that are run by a board of directors which have a
cases, thdéunction of the board is reduced to a mere rubber corporate and finama background. They also suggested that
stamp to sign off management plans. In other words, they boards with diverse knowledge are more effective for
find that earnings management was significantly negatively constraining earnings management. Additiondbg] indicate
related to the number of board meetings. This shows that that the presence of officers from financial intermediaries in the
board meetingsaffect performance and it is an important board can limit abnormal accruas the unmanaged earnings
factor in constraining earnings management. are below the target. They said that experienced outside board
Additionally, [21] suggested that the higher frequency of members able to understand the firm and its people better and
board meetings reduce the possibility of fraud since regular consequently improve their governance competencies. [17]
meetings allow the directors to identify and resolve potential suggested that t he bowholihge o f
problems. [24]suggestedhat more frequent board meetings more experience in terms of higher number of directorships are
improve the effectiveness of the board. The meetings are amore likely to demand highuality audit work. Further, [22]

key dimension of board operations and an indicator of the claimed that the directors with a higher tenure of board
effort put in by the directors [68]. Active boards that meet experience are less likely to be associated with earnings
more frequently are morkkely to perform their duties in managerant. Both studies concluded that higher level of board
accordance with the interests of the shareholders and putexpertise lead to higher monitoring incentive. In addition, [54],
more effort in monitoring the financial reporting integrity.  employing metaanalytic techniques to the data from nearly 48
[72] in a study of 500 manufacturing firms in India find that empirical studies, find a negative relationship between board
board diligence i.e. number of meetingtended by the financial epertise and earnings management. In contrast, [57]
independent directors has a significant negative associationshow that a positive relationship between board financial
with earnings management. expertise and earnings management.

An opposing view is that board meetings are not necessarily In summary, all of the above studies recognized that the boards
useful because routine tasks absorb much of the limited time of directors who have specific knowledge angezience are

4|Page



International Journal of Technical Research and Applications dSSN: 23268163,
www.ijtra.comVolume-2, Speciallssue3 (July-Aug 2014), PP01-07
useful in monitoring management. The accounting and [12] Bradbury, M., Mak, Y., & Tan, S. (2006). Board cheteristics,

financial knowledge are beneficial to boards of directors to audit committee characteristics, and abnormal accruals. Pacii- ¢
understand better financial statements and financial reporting ~Ac¢counting Review, 18: 470 fi68
issues. It can be said that there is a potential relationship [13] Brick, I, Paimon, O., & Wald, J. (2006). CEO compensation,
between board financial expertise and earnings management. director compensation, and firm performance: Evidence of
Thus the following hypothesis is proposed: cronyism. Journal of Gporate Finance, 12, 40823.

Hs: The financial expertise of the board of directors is [ 14] Brickly, J.A., Coles, J.L

negatively related to earning management among Jordanian ~ Structure: Separating the CEO and chairman of the board.
listedindustrial companies. Journal of Corporate Finance, 3, 1320.

[15] Cadbury Committee Report (1992). The Financial Aspects of
5. Summary an@onclusions Corporate Governance. Gee and Co. Ltd. London.

The ability of managers to manage reported earnings [16] Campos, C.E., R.E. Newell and G. Wilsq@p02. Corporate
opportunistically is constrained by the effectiveness of g?vemanl%‘isdevek’ps inemerging markets. McKinsey on
internal monitoring such as corporate boards. Boards of [17] C:::';le' J V. Hermanson, D. R., Neal, T. L., & Riley Jr. R. A
directors are responsible for monitoring the quality of the P Ve Sy Lo S
information contaied in financial statements, and thus they ,(Azc%%i)ntﬁ\%as es%g?éﬁafggcwf Audit Fees. Contemporary
control the behavior of managers in order to guarantee that 181 Carcello. JV. and A,L N ' 200' Audit firm t q
their actions are aligned with the interests of stakeholders. [18] Carcello, J.V. and AL. Nagy2004. Audit firm tenure an

. . fraudulent financial reporting.Auditing: A Journal of Practice
Therefore, this study discusses one of the elements of and Theory. 23(2):559P g g

forpozf"‘telgo‘:ﬁ.mame "".h'tCh('jS an.mm‘t?.te”ts“tchs' los of the [19] Chagant R. S, Mahajan, V., and Sharma, S. (1985). Corporate
n particular, this paper intends to investigate the roles or the board size, composition and corporate failures in retailing

board of directors on EM among industrial companies listed industry. Journal of Management Studies, 22(4);400.
on ASE. To achieve this five board characteristics are

i - 20] Chekili, S. (2012). Impact of Some Governance Mechanisms on
proposed, namely, board independence, board size, board[ ] ( ). Imp

Earnings ManagementAn Empirical Validation Within the
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