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Abstract

This study aims to examine the relationship between board of directors’ characteristics,
family control and earnings management practices in Lebanese commercial banks during
2008 to 2016. The characteristics of the board of directors are board size and role duality.
Also, the study aims to identify earnings management practices during and after the global
financial crisis. Earnings management was measured using discretionary accruals estimated
by loan losses provision. The population for the study consists of Lebanese commercial banks
registered with the Banque du Liban, which provided 182 bank/year observations during the
study period. The results of the study indicate that Lebanese commercial banks with a
relatively larger family control are more involved in earnings management practices. The
study demonstrates that self-interest overrides common interests, leading the controlling
family to maximize its own benefits at the expense of minority owners, resulting in more
earnings management practices. In addition, capital adequacy and board size have significant
positive influence on earnings management. Earnings management practices were not
affected by role duality and bank size. Further, maintaining profitability was found to have a
significant impact on earnings management practices. Finally, the results of the study indicate
that Lebanese commercial banks became involved in earnings management practices after the
global financial crisis compared to the period during the crisis.
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1. Introduction

Financial statements aim to provide relevant and faithful representative information about the
economic events of the entity. Such information should be high quality, consistent and
comparable in order to increases investor confidence in reported information and supports the
efficiency of financial markets. However, accounting standards offer great flexibility, which
provides managers with considerable discretion in determining reported earnings in the
financial statements. This discretion may negatively influence the quality of the financial
reporting (Saleh et al., 2005). Earnings management occurs when managers exercise
accounting choice in preparing financial reports and structuring transactions (Agarwal et al.,
2007). Accounting accruals provide managers with a large extent of discretion in determining
the amount and timing of expenses and income (Xie et al., 2003). Due to scandals of global
companies, earnings management has become a fruitful area for several accounting studies
(Abdul Rahman and Ali, 2006; Jouber and Fakhfakh, 2012; Mohamad et al., 2012).

The banking sector is an important economic sector in a country. Fluctuations in the
performance of this sector may bring regulatory intervention. In addition, corporate
governance in the banking sector is seen as an important element for assessing and
controlling management decisions (Leventis and Dimitropoulos, 2012). However, bank's
management may manipulate earnings by influencing the amount of loan losses recognized in
accounting records even under scrutiny by regulatory agencies (Elleuch, 2015). For example,
during periods of declining income, management may increase earnings by delaying the
recognition of loan losses (Cornett et al., 2009). One of the key reasons behind earnings
management in the banking sector is to meet regulatory requirements such as capital
adequacy ratio (Elleuch, 2015). Regulatory requirements are imposed on banking activities in
order to protect investors, depositors, the general public, and the economy. Although various
studies that examine the role of corporate governance in reducing earnings management,
there is still a paucity of studies that examine the relationship between corporate governance
and earnings management in the banking sector. Earnings management practices in the
banking sector have not been adequately studied in accounting literature (Cornett et al., 2009;
Kanagaretnam et al., 2010; Leventis and Dimitropoulos, 2012). Finally, the 2008 global
financial crisis can help in identifying the changes in earnings management practices during
and after the crisis, which is relatively rare in current earnings management literature (Arthur
et al., 2015; Filip and Raffournier, 2014).

Family businesses are the main pillars of socioeconomic development and value creation in
different countries. Bassemir and Novotny (2018) argue that private firms controlled by
family ownership exhibit low stewardship and valuation problems because of the tight grip of
family owners. In Lebanon, family business is considered one of the most important
economic forms of business organizations, with increasing dependence on family members in
running and managing the entity (Fahed-Sreih et al., 2009). Although there is an increasing
attention devoted to family firms, the impact of family control on earnings management still
limited (Paiva et al., 2019; Prencipe and Bar-Yosef, 2011). According to Chi et al. (2015),
family control is a cause for the emergence of a new agency conflict; the principal-principal
conflict. This agency problem refers to the conflict of interest between the controlling family
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and minority shareholders. Family-controlled firms are characterized by a long-term
ownership orientation and close relationships between shareholders and executives (Bonacchi
et al. 2018). Duréndez and Madrid-Guijarro (2018) indicate that family long-term ‘experience’
provides a means to curb earnings management practices and improve the quality of financial
reporting, whereas it limits the power inside the firm. Lebanon is an interesting setting to
examine the impact of family control on earning management considering the weak legal
system, ineffective corporate governance and the non-compliance with accounting standards
(World Bank, 2003) and high firm political affiliation. Accounting literature argue that
political affiliation may influence earnings management practices (Jacoby et al., 2019).
Lebanon suffers from some political conflicts which results in policy uncertainty which in
turn affects earnings management (Yung and Root, 2019). Lebanon is chosen for this study
because of the development of the banking system as one of the most important banking
sectors in the Middle East. This research attempts to answer the following research questions:

1. Is there a relationship between the level of family control and earnings management
practices in Lebanese commercial banks?

2. Is there a relationship between the role duality and earnings management practices in
Lebanese commercial banks?

3. Is there a relationship between capital adequacy and earnings management practices in
Lebanese commercial banks?

4. Is there a relationship between board size and earnings management practices in
Lebanese commercial banks?

The main objective of this research is to estimate the abnormal discretionary component of
loan loss provision as a proxy of earning management practices and examine earnings
management practices using the variations in family control, role duality, capital adequacy
ratio and board size. To achieve these research objectives, the study will be organized as
follows: section two discusses the theoretical framework for earnings management. Section
three reviews previous studies and derives the research hypotheses. Section four presents the
research design and methodology. Section five includes the discussion of the results. Finally,
section six presents the research conclusions, limitations and future research.

2. Earnings Management: A Conceptual Background

This section presents the theoretical background of earnings management as relevant to the
current study. It starts by defining earnings management and the motives and discuss the use
of loan loss provision (LLP) in the banking sector to manipulate earnings.

2.1 Earnings Management Definition and Motivations

Beneish (2001) points out that there is no agreement among researchers on the definition of
earnings management. For example, Schipper (1989, p. 92) defines earnings management as
"a purposeful intervention in the external financial reporting process, with the intent of
obtaining some private gain... a minor extension to the definition would encompass "real”
earnings management, accomplished by timing investment or financing decisions to alter
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reported earnings or some subset of it.". In the same vein, Healy and Wahlen (1999, p.368)
argue that earnings management takes place when "managers use judgment in financial
reporting and in structuring transactions to alter financial reports to either mislead some
stakeholders about the underlying economic performance of the company or to influence
contractual outcomes that depend on reported accounting numbers.." Furthermore, Noronha
et al. (2008, p. 370) define earnings management as “a set of accounting choices from within
GAAP to violating GAAP."

These definitions indicate that earnings management is limited to practices related to
financial reporting within generally accepted accounting principles (GAAP) (Dechow et al.,
1996). Unlike financial reporting fraud, earnings management involves the selection of
accounting alternatives and estimates that comply with GAAP in a manner that makes it
difficult to identify earnings management practices (Koumanakos et al., 2005). Furthermore,
these definitions indicate that earnings management may take place in financial reports,
including restructuring of transactions or timing of investment and financing decisions.
Discretionary expenditure may be deferred or accelerated over a short period around the end
of the fiscal year; known as real earnings management (Beneish, 2001). Earnings
management practices can be divided into four groups; the first group represents neutral
accounting practices that are within generally accepted accounting principles; the second
group is conservative accounting practice aimed at reducing income; and the third group is
aggressive accounting practice that aim to increase income. The fourth group is accounting
practice that depart from generally accepted accounting principle, leading to fraudulent
financial reporting (Dechow and Skinner, 2000). The primary purpose of earnings
management is to hide the company's deteriorating performance, although this does not
preclude the possibility of earnings management in order to improve accounting earnings
(Beneish, 2001).

Therefore, we argue that earnings management is the management practices resulting from
the flexibility in accounting standards. It provides management with the freedom to
determine the amount and timing of recognizing income and expenses. In other words, these
practices result from management ability to influence investment and financing decisions.

These practices take place as a result of a number of motives. Healy and Wahlen (1999)
indicate several motives for earnings management practices such as motives associated with
contracts, motives associated with managerial incentives, motives associated with the capital
market and motives associated with regulation.

Regarding contractual motives, accounting data is used to control and regulate contracting
between the firm and other stakeholders. External contracts such as debt contracts may force
managers to manage earnings to meet the requirements of those contracts. For example,
DeFond and Jiambalvo (1994) suggest that firms may increase earnings management
practices in the year immediately prior to the year in which the terms of debt contracts are
dishonored. So, debt contracts are drafted in such a way to limit managerial actions that
benefit owners to the detriment of creditors.
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Regarding managerial incentives motives, management compensation contracts are based on
management performance that measured using accounting data. Therefore, managers may
attempt to convert profits from future periods to the current period to increase their bonuses
and job security.

Regarding capital market motives, the increased use of accounting information by investors
and financial analysts to evaluate stocks may create incentives for managers to manipulate
and manage earnings in order to influence short-term stock prices. For example, companies
may manage earnings in order to reduce the volatility of earnings and thus maximize stock
prices, as sharp fluctuations in profits may reflect the risks to which the company may be
exposed. Consequently, stocks may lose value compared to those of other companies that
have stable earnings pattern (Abdelghany, 2005).

Regarding regulatory motives, Abdelghany (2005) points out that companies may have a
motive to lower their earnings to reduce political costs associated with high profits. For
example, high oil prices could create an incentive for companies to manage earnings to avoid
government intervention, introduction of new taxes or price controls. Key (1997) points out
that companies operating in the cable television industry manage their earnings to avoid
regulatory interference and to avoid any potential legislation issued by regulators. Elleuch
(2015) suggests that banks may manage their earnings to reduce political costs and avoid
penalties for non-compliance with minimum capital requirements.

2.2 Loan Loss Provision in the Banking Sector

Loan loss provision is considered to be the largest source of accruals in the banking sector
and have a significant impact on bank’s earnings and capital adequacy ratio (Ahmed et al.,
1999). The focus on the banking sector facilitates the development of industry-related models
to study accounting choice using loan loss provision (LLP) (Beatty et al., 2002). LLP reflects
management's estimate of the level of expected future loan losses that may occur if the
borrower stops payment. Therefore, if the level of the LLP is not at the appropriate level, it
means that the bank's capital will decrease; indicating that the capital adequacy ratio may not
be sufficient to absorb expected losses (Cornett et al., 2009).

Bank management uses LLP to manage capital in accordance with regulatory requirements
and to communicate information about expected future results to capital markets (Ahmed et
al., 1999). Bank managers can also avoid reporting a slight decrease in earnings by reducing
the value of loan losses or by recognizing more (less) gains (losses) on sale of investments
(Beatty et al., 2002).

Bank managers may have private information about credit risk in the loan portfolio and may
therefore use personal judgment to estimate loan losses. Taking into account information
asymmetry, it will be difficult for investors, regulators and auditors to obtain all information
that the bank's management possesses (Cornett et al., 2009). Therefore, bank managers can
exercise accounting choice to influence the timing of loan losses recognition (Wahlen, 1994).
They can also influence the level of loan losses itself. They can reduce (increase) the level of
loan losses in years of poor (good) financial performance which leads to improving profits
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and vice versa (Ismail et al., 2005). Thus, there are many incentives for bank managers to use
LLP in earnings management (Ahmed et al., 1999). With management’s opportunistic
behavior and the prevalence of loan insurance, depositors will be less inclined to control bank
management further allowing management to manipulate and manage earnings (Elleuch,
2015).

LLP may be interpreted by the market as a reassessment of bank managers' private
information about expected future earnings because investors base their interpretation of
unexpected loan loss provision on unexpected changes in non-performing. Therefore,
investors may interpret the increase in LLP as good news about future cash flows and stock
returns (Wahlen, 1994).

We argue that using the specific accruals approach is appropriate for the purpose of this study.
LLP is an important source of earnings management in the banking sector as previous studies
indicate that banks use it in earnings management (Cornett et al., 2009; Healy and Wahlen,
1999), and it is more prone to managerial discretion as it represents a large proportion of
accruals (Ahmed et al., 1999). It is used to meet capital adequacy requirements and to signal
information to capital markets about managers' expectations of expected future earnings and
cash flows. According to McNichols (2000), the use of specific accruals will contribute to
earnings management literature.

3. Literature Review and Hypotheses Development

This section presents a review of previous studies regarding the relationship between family
control, role duality, capital adequacy and earnings management practices (3.1). Based on
this review, research hypotheses are derived in section (3.2).

3.1 Previous Literature

Since 1980s, researchers have attempted to develop models of discretionary accruals such as
Healy (1985), DeAngelo (1986), and Jones model (1991) which developed in Dechow et al.
(1995). Accounting research then proceeded to explore the potential role of corporate
governance in reducing earnings management practices (Abdul Rahman and Ali, 2006;
Jouber and Fakhfakh, 2012; Mohamad et al., 2012; Xie et al., 2003).

Earnings management practices have been the subject of interest in many accounting studies,
and this interest has been increased with the emerge of economic crises and their negative
impact on investor confidence in the quality of financial reports (Argile's-Bosch et al., 2015).
According to agency theory, the separation of ownership and management leads to
opportunistic behavior of the managers (agent) by maximizing their personal interest at the
expense of the owners (principal) (Jensen and Meckling, 1976). Management will act with a
self-interest incentive to find opportunities to manage earnings (Klein, 2002). Information
asymmetry between management and owners will create an incentive for managers to report
accounting information that may deviate from the substance of key economic transactions to
maximize benefits at the expense of owners and creditors (Wang, 2006).
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Corporate governance received increased attention in accounting research due to its role in
improving investor confidence and supporting financial reporting integrity, reducing
information asymmetry and resolving the conflict of interest between owners and managers
(Mohamad et al., 2012). Corporate governance enhances investors’ confidence in the
reliability of earnings as an indicator of corporate financial performance (Roodposhti and
Chashmi, 2011). Therefore, many corporate governance recommendations - such as the UK's
Cadbury Commission - have identified the quality of financial reporting and the minimization
of earnings management as important areas of effective corporate governance. It also
emphasized the role of the board of directors (BOD) in reducing earnings management
practices (Al-Fayoumi et al. 2010; Peasnell et al., 2000). Weak corporate governance leads to
more earnings management and thus reduces the quality of financial reporting (Jiang et al.,
2008).

Previous studies examined the impact of BOD characteristics such as BOD size (Abdul
Rahman and Ali, 2006; Alves, 2011; Dimitropoulos and Asteriou, 2009); BOD independence
(Klein, 2002; Xie et al. 2003), role duality (Mansor et al., 2013; Chi et al., 2015; Mohamad et
al. 2012) and family control (Jaggi and Tsui, 2007; Machuga and Teitel, 2009; Wang, 2006)
in reducing earnings management practices.

A study by Cornett et al. (2009) examine the relationship between corporate governance and
earnings management in 56 US banks during the period 1994-2002. Earnings management
was measured by LLP and realized gains (losses) on investments. The results indicate that
board independence and bank size are factors that limit earnings management practices
geared towards increasing income, and role duality increases the likelihood of management
involvement in earnings management practices.

Leventis and Dimitropoulos (2012) test the role of corporate governance in mitigating
earnings management using a sample of 315 US financial institutions registered on the stock
exchange during the period 2003 to 2008. Earnings management was measured using three
approaches: reporting small positive earnings, the discretionary portion of LLP and
investment gains and losses, and total discretionary accruals. Corporate governance was
measured by a 67-item index in accordance with the requirements of the Sarbanes-Oxley Act.
The results of the study suggest an inverse relationship between corporate governance and
earnings management. Companies with high ratings on the corporate governance index are
less inclined to engage in earnings management practices.

In a recent study, Taktak and Mbarki (2014) examine the relationship between board
characteristics, audit quality and earnings management in a sample of 7 Tunisian banks
during 2003-2007. Earnings management practices have been measured by discretionary
accruals in LLP. Results indicate a positive relationship between role duality and earnings
management. Contrary to expectations, there is a signification positive association auditor's
affiliation with big four audit firms and earnings management. In the case of a joint audit
between a local firm and another of the big four firms, it adversely affects earnings
management practices.
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Focusing on family business, Mansor et al. (2013) examine the impact of corporate
governance on earning management in Malaysian family and non-family owned companies
in 2008. The result shows that different corporate governance mechanisms may have
different impact on earnings management depending on the existence and absence of family
ownership. In the same vein, Chi et al. (2015) investigate the influence of family control on
earnings management in Taiwan. Using a sample of 379 listed high-technology firms from
2006 to 2012. The results indicate a positive association between family control and earnings
management. This means that firms with high family control exercise more earnings
management. Moreover, the interaction between family control and role duality is positively
associated with earnings management while the interaction between board independence and
family control is negatively associated with earnings management.

Reviewing the literature indicates a research gap in the accounting literature due to focusing
on earnings management practices in developed countries while far fewer studies deal with
these practices in developing countries. This situation has led to a lack of adequate
understanding of the determinants of these accounting practices in developing countries since
relations that appear adequate in developed countries may not be the same in less developed
countries.

We believe that despite the numerous studies that investigate earnings management practices
in the non-financial sector, there is still a paucity of studies that examine the determinants of
earnings management in the banking sector (Leventis and Dimitropoulos, 2012). In addition,
there is a lack of studies conducted during and after economic crises. This study will attempt
to address these research gaps in earnings management literature.

3.2 Research Hypotheses

Based on previous studies and theoretical framework of the agency theory, a number of
hypotheses will be derived to test the relationship between family control, role duality, capital
adequacy, board size and earnings management practices.

3.2.1 Family Control

Bonnachi et al. (2018, p. 1338) highlight that “the relationship between family ownership and
earnings management is an empirical question because the literature provides competing and
alternative predictions about the effects of this relationship”. In particular, agency problems
in family firms differ from those in non-family firm. Concentration of ownership in family
firms leads to a new form of conflict of interest; a principal-principal conflict of interests. The
dominant majority wishes to achieve its interests at the expense of minority shareholders
(Cheng, 2014; Chi et al., 2015). Thus, there are two opposing effects of the impact of family
control on earnings management practices: the first is entrenchment of interests and the
second is alignment of interests. These effects are explained as follows:

3.2.1.1 The Entrenchment Effect

This effect points to the traditional view that family firms are less effective in control because
ownership concentration will create an incentive for the majority owners to control the
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company and to drain the wealth of minority owners (Chi et al., 2015). Dominant family
members may gain important positions in the executive management team and BOD.
Controlling family has more incentives and ability to achieve more benefits even at the
expense of other minority shareholders (Paiva et al., 2019). Consequently, the effect of
defending personal interests is expected and family firms will report lower-quality earnings to
the benefit of the controlling family (Machiga and Teitel, 2009; Siregar and Utama, 2008;
Wang, 2006). In this situation, earnings management is used to mislead financial reporting
users and to conceal the opportunistic behavior of the controlling family to harm the interests
of the minority shareholders (Prencipe and Bar-Yosef, 2011).

3.2.1.2 The Alignment Effect

This effect indicates the alignment in the interests of the controlling family with the interests
of other minority shareholders. The founding family owns a large proportion of the firm's
shares and maintain them for a relatively long period of time (Paiva et al., 2019). Users of
financial statements demand high quality earnings; especially if they suspect the impact of
entrenchment of the controlling family, to protect their investments and interests. The
controlling family has an incentive to provide high-quality earnings to protect its reputation
and improve the long-term performance of the firm (Chi et al., 2015; Ali et al. 2007,
Machuga and Tei, 2006; Wang, 2006). Controlling family can practice more effective
monitoring on managers and consequently agency problems, such as divergence of interest,
are less significant in family firms compared to non-family firms (Paiva et al., 2019).The
controlling family wants to know how their businesses are run and even to participate in
managing them and limiting managers’ opportunistic decisions, especially as their
investments are characterized by lack of diversity and long-term orientation compared to the
rest of the owners. It can be expected that in these situations managers will be less motivated
to manage earnings to avoid damage to owners (Prencipe and Bar-Yosef, 2011). Also, the
wealth of the controlling family is tied to the value of the firm (Wang, 2006). Thus, if family
control reflects an efficient organizational structure, family firms will reduce the
opportunistic behavior of earnings management (Siregar and Utama, 2008). Finally,
Ferramosca and Allegrini (2018) argue that sometimes the entrenchment effect may become
an alignment effect when family involvement increases leading to greater monitoring and
hence a lower earnings management behavior.

Since the entrenchment effect and the alignment effect operate in opposite directions, the
final effect on earnings management is uncertain (Prencipe and Bar-Yosef, 2011). Therefore,
the following hypothesis can be stated:

Hi: There is a significant relationship between family control and earnings management
practices in Lebanese commercial banks.

3.2.2 Role Duality

Agency theory points to the need for having different people in the decision-making function
(the executive director) and the decision control function (the chairperson) to limit the
executive director's control of the board (Jensen, 1993). Role duality refers to the situation
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where the board chairperson will also act as the chief executive officer (CEO) of the firm.
The chairperson functions include managing the work within the board, supervising the
recruitment and dismissal process, evaluation the performance of executive management and
determining their incentives. It is therefore important to separate the positions of the
chairman and CEO, so that the board becomes an effective control mechanism (Prencipe and
Bar-Yosef, 2011). This separation of roles will increase the effectiveness of internal control,
where no single person will hold sole decision-making power (Chen et al., 2007). The
Chairman of the board has strong authority over the BOD, setting the board's agenda and
managing board meetings. Thus, dual roles within the board threaten its autonomy
(Roodpousthi and Chashmi, 2011). Role duality allows the executive director to restrict the
availability of information to board members, which limits effective oversight by the board
on executive management. Accordingly, corporate governance rules and recommendations
suggest the need to separate roles within the board (Roodpousthi and Chashmi, 2011).

The separation of roles within the BOD will reduce agency problems and harmonize the
interests of owners and management (Klein, 2002). It also supports the board's independence
and limits the executive director's control of the board (Taktak and Mbarki, 2015; Jouber and
Fakhfakh, 2012). Role duality is argued to be associated with high levels of earnings
management (Cornett et al., 2009; Mohamad et al., 2012) because it provides greater freedom
for executives to practice accounting discretion and manipulating financial reports (Saleh et
al., 2005). Klein (2002) argues that the excessive powers of executive directors over the BOD
will enable them to exercise earnings management. Based on the above, the following
hypothesis can be derived:

H,: There is a significant negative relationship between role duality in the board of directors
and earnings management practices in Lebanese commercial banks.

3.2.3 Capital Adequacy

Regulatory bodies may enforce companies in specific industries to meet certain regulatory
measures. For example, banking legislations require banks to meet capital adequacy
requirements and that insurance companies to meet minimum solvency requirements; both
are often determined using accounting data.

Earnings may be managed to avoid the consequences of non-compliance with capital
adequacy ratios (Elleuch, 2015). Therefore, there is a need for mechanisms to reduce earnings
management practices (Chen at al., 2007), especially as the banking sector is one of the most
profitable economic sectors.

A number of studies have tested this motivation in the banking sector. For example, Shrieves
and Dahl (2003) study shows that Japanese banks use loan loss provision and investment
gains or losses as tools to achieve capital adequacy levels in accordance with Basel
Committee's regulatory requirements. In the same context, Anandarajan et al. (2007) argue
that Australian banks are also pursuing the same approach. Concerning signaling to capital
market participants through discretionary accruals. Shrieves and Dahl (2003) and Beatty et al.
(2002) suggest that Japanese and US banks are using loan losses for income smoothing and
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minimizing small declines in earnings; seeking to meet analysts' forecasts or achieving a
target earnings. Based on the previous discussion the following hypothesis could be derived.

Hs: There is a significant positive relationship between capital adequacy ratio and earnings
management practices in Lebanese commercial banks.

3.2.4 Board Size

Accounting research has tended to examine the impact of board characteristics in reducing
earnings management practices. These characteristics are found to affect the accounting
choice by executive management (Jouber and Fakhfakh, 2012). According to Mohamad et al.
(2012), the effectiveness of the BOD in performing its oversight function will be reflected
positively in the quality of financial reports. An active board can reduce the opportunistic
behavior of managers and thus better protect the owners; especially when compliance with
accounting standards is not enough to verify the absence of all forms of manipulation in the
financial statements (Saleh et al., 2005).

Internal corporate governance mechanisms such as the board of directors may play an
important role in reducing earnings management practices (Chen et al., 2007). Effective
control by the BOD is important in reducing the probability of engaging in earnings
management (Abdul Rahman and Ali, 2006). Hence, the role of the BOD as an important
mechanism of internal corporate governance that aims to control the behavior of executives
(Alves, 2011). BOD represents the link between shareholders (capital providers) and
managers (capital users) for value creation purposes. It is responsible for monitoring the
quality of financial reporting and ensuring that decisions are consistent with the interests of
owners, creditors and any other party related to the firm. Especially in the presence of
incentives for managers to manage earnings to mislead users of financial statements (Alves,
2010, Dimitropoulos and Asteriou, 2010).

Board size is important variable that affects the board's effectiveness in carrying out its
oversight functions (Jensen, 1993). Accounting literature suggests two points of view
regarding the relationship between board size and earnings management (Taktak and Mbarki,
2014). On the one hand, Banderilipe (2007) believes that the number of board members must
be large enough to carry out oversight functions effectively. Large board size may contain
diverse managerial and accounting expertise (Peasnell et al., 2000). This diversity of
expertise assists BOD in performing effective monitoring on executive management’s
performance, and consequently reduces the possibilities of earnings management (Abdul
Rahman and Ali, 2006; Xie et al., 2003).

On the other hand, Jensen (1993) believes that a large board is less efficient in achieving
coordination, communication and decision-making. In large boards, more control tasks are
distributed over a larger number of members, which weakens coordination among them
(\Vafeas, 2000). As board size increases the likelihood of poor decisions and discussions is
increased as well (Yermack, 1996) and the control of CEO over the board is increased which
in turn reduces the efficiency of control over executive management (Banderilipe, 2007).
Small board is more efficient compared to large board due to its higher level of coordination
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and effective communication between board members (Dimitropoulos and Asteriou, 2010).
Alves (2011) asserts that small board is effective in the context of financial reporting, as each
member of the BOD will be able to better discharge his/her responsibilities and thus be able
to mitigate earnings management due to the better discussions of financial reports among a
small number of members. Based on the above, the following non-directional hypothesis can
be derived:

Hy,: There is a significant relationship between capital adequacy ratio and earnings
management practices in Lebanese commercial banks.

4. Research Design

This section identifies the study’s population and sample (4.1) and discusses the dependent
and independent variables measurement (4.2).

4.1 Population and Sample

The population for this study consists of Lebanese commercial banks registered with the
Banque du Liban during the period 2008-2016. Commercial banks under foreign (including
Arab) control were excluded from the sample, taking into account the acquisitions and
mergers made during that period. The study period was chosen to cover the period from 2008
to 2016 so that the researchers can test earnings management practices during and after the
global financial crisis. This contributes to the literature on earnings management practices
during economic crises (Arthur et al., 2015; and Raffournier, 2014). The population for the
study includes 187 bank/year from 2008 to 2016. However, five observations are excluded
due to incomplete information bringing the final population to 182 observations.

Data related to the financial statements of the Lebanese commercial banks were obtained for
estimating the discretionary part of LLP, family control role duality, capital adequacy and
BOD size. Data was obtained from the Union of Lebanese Banks and Bank Data enterprise.

4.2 Dependent Variable Measurement

Based on previous studies, the relationship between family control, role duality, capital
adequacy, BOD size and earnings management will be tested using a two-step approach
(Cornett et al., 2009; Kanagaretnam et al., 2010; Leventis and Dimitropoulos, 2012). In the
first step, non-discretionary (normal) accruals are estimated in the LLP using regression
analysis, where loan losses is the dependent variable and total assets, total non-performing
loans, provision for loan losses and loan quality as independent variables. The (eji) in the
equation represents the discretionary (abnormal) accruals. The present study uses Beatty et
al.’s (2002) model used in Cornett et al. (2009) and Leventis and Dimitropoulos (2012). The
model is shown as follows:

LOSS;; = a; + b1LnTAIt + boNPLj; + bsLLR;; + baLOANRET;; + bsLOANSME;;
+ bsLOANCORPj; + byLOANHOUS;j; + bgLOANPUB;; + hgLOANSEC;;
+ bio)LOANOTHR;; + ejt
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Where:

a is regression constant.

b is regression coefficients.

LOSS is the loan loss expense deflated by total loans amount.

LnTA is the natural log of total assets

NPL id the percentage of non-performing loans to total loans.

LLR is the percentage of loan loss provision to total loans.

LOANRET is the percentage of retail loans to total loans.

LOANSME is the percentage of loans to medium and small enterprises to total loans.
LOANCOREP is the percentage of loans to corporate sector to total loans.
LOANHOU is the percentage of housing loans to total loans.
LOANPUEB is the percentage of public loans to total loans.

LOANSEC is the percentage of secured loans to total loans.
LOANOTHR is the percentage of other loans to total loans.

e is regression error (residual).

The different types of loans were included in estimating the discretionary component of the
loan loss expense because the characteristics of the loan portfolio are expected to affect the
loan loss expense (Beatty et al., 2002). Different types of loans are included because they
represent different credit risk and this may lead to loan losses better reflect the expected
differences in loan losses for various loans with different default risks (Wahlen, 1994).

In the second step, the relationship between role duality, family control, capital adequacy,
BOD size and absolute values of discretionary accruals ([EM|) is tested. Absolute values of
non-discretionary accruals (|JEM)) is an indicator of earnings management. Absolute values of
discretionary accruals are used because the focus of this study is earnings management
practices per se, regardless if they represent profit-increasing or profit-decreasing practices
(Dimitropoulos and Asteriou, 2010; Jiang et al., 2008; Klien, 2002; Prencipe and Bar-Y osef,
2011; Wang, 2006).

4.3 Control Variables

According to the political cost hypothesis, large firms are exposed to more political costs,
more media scrutiny and stakeholder control and this reduces the likelihood of their
involvement in earnings management (Watts and Zimmerman, 1990). Based on this
hypothesis, Cornett et al. (2009) argues that bank size may have a significant impact on
earnings management. Large banks are likely to be subject to more regulatory oversight to
maintain the safety and security of the banking system. Therefore, large banks will be less
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likely to engage in earnings management practices. Moreover, prior literature indicates that
profitability could be a significant determinant of earnings management. Xie et al. (2003)
argue that since managers' incentives are based on corporate financial performance, it would
be in their interest to show better financial performance through earnings management.
However, the direction of the relationship is not clear. From one side, based on the political
cost hypothesis, banks may face political pressures from the society and tend to report less
profits to legitimize their activities in the society. On the other side, banks may engage in
more earnings management practices and tend to report more profits to meets earnings
targets.

Furthermore, a dummy variable is added to detect earnings management practices overtime.
This assists in capturing period individual-invariant variables such as economic conditions
that affect all the companies in the same industry in the same way but may change from year
to year (Filip and Raffournier, 2014). Consequently, the regression model includes a dummy
variable (YEAR) to capture the effect of changes in economic condition from 2008 to 2016.

4.4 Regression Model
Based on the previous discussion, the regression model is shown as follows:
|[EM | = a; + by FAMtit + b,DUAL;; + bsCAPj; + + by BSIZE;; + bsROA;
+ beSIZEj; + by YEAR;: + €jt
Where:

[EM | represents the absolute value of discretionary accruals as a proxy for earnings
management.

FAM;; = family control is measured by the percentage of board members from the same
family to the total number of members on the BOD (Ho and Wong, 2001).

DUAL,; = role duality is measured by a dummy variable that takes the value of 1 if the board
chairperson and CEO are the same person and zero otherwise (Abdul Rahman and Ali, 2006;
Chi et al., 2015).

CAP;; = capital adequacy is measured by the percentage of capital adequacy ratio (Ahmed et
al., 1999).

BSIZE;; = size of BOD and is measured by the number of board members (Abdul Rahman
and Ali, 2006; Dimitropoulos and Asteriou, 2010).

ROA;: = bank profitability is measured by return on assets (Leventis and Dimitropoulos,
2012)

SIZE;; = bank size is measured by total assets (Kanagaretnam et al., 2010; Leventis and
Dimitropoulos, 2012).

YEAR;: = a dummy variable for each year is included which takes the value of 1 for that year
and zero otherwise (Leventis and Dimitropoulos, 2012).
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4.5 Regression Assumptions

Based on regression plots, the residual plots show approximate linear relationship between
dependant variable and independent variables. Therefore, the linearity assumption is not
seriously violated since non-linear pattern is not observed. In addition, residual plots report
no funnel patterns which support that heteroscedasticity is not a serious problem to regression
analysis. In addition, the histogram of residual and P-P plot shows no significant violation to
normality assumption. Furthermore, VIF value for all the regressors are below the value of 10
(Table 1) (Field, 2005), the highest VIF is 2.317 for BOD size and hence multicolinearity is
not a serious problem to regression analysis. Finally, Durbin—Watson test statistics (Table 1)
is 2.321, which is very close to the cut-off point of 2 indicating the absence of residual
autocorrelation problem (Gujarati, 2004). Therefore, it could be concluded that regression
assumptions are reasonably satisfied hence the reported results are valid for generalization.

5. Results and Discussion

Table (1) reports the outputs of the regression analysis for the association between earnings
management (dependant variable), family control, role duality, capital adequacy, board size
(independents variables), profitability, bank size and year (control variables). The model as a
whole is statistically significant (F= 10.866, p < 0.01). The variations in the independent
variables can explain 43.30% of the variations in earnings management practices in the
studied sample.

Table 1. Regression analysis results

Model Summary

Model R R Square Adjusted R Square Std. Error of the Estimate Durbin-Watson

1 690 .477 433 .02405 2.321

ANOVA

Model Sum of Squaresdf Mean SquareF Sig.

Regression.088 14 .006 10.866.000
Residual .097 167.001
Total 185 181
Coefficients
Model Unstandardized  Standardized t Sig.  Collinearity
Coefficients Coefficients Statistics
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B Std. Error Beta Tolerance VIF

(Constant) -.040 .018 -2.224  .027

FAM 070 .022 258 3.203 .002 .484 2.066
DUAL 001 .009 .009 163 871  .962 1.040
CAP .002 .000 .345 5.767 .000 .875 1.143
BSIZE 002 .001 147 1.728 .086 .432 2.317
ROA 017 .002 447 7.579  .000 .900 1.111
SIZE -.001 .003 -.015 -.203 840 .592 1.688
YEAR 2009 -.006 .007 -.063 -.849 397 572 1.748
YEAR 2010 -.003 .007 -.031 -414 .679  .569 1.758
YEAR 2011 -.014 .008 -.134 -1.805 .073 570 1.755
YEAR 2012 -.010 .008 -.099 -1.343 181 571 1.750
YEAR 2013 -.015 .008 -.145 -1.908 .058 .540 1.853
YEAR 2014 -.013 .008 -121 -1.584 115 537 1.861
YEAR 2015 -.015 .008 -.150 -1.961 .052 534 1.872
YEAR 2016 -.010 .008 -.100 -1.305 .194 533 1.877

Results indicate a significant positive association between the level of family control and
earnings management (p < 0.01). This means that companies with high family control level
practice more earnings management compared to companies with low family control level.
Therefore, H; is supported. This result supports the entrenchment effect where dominant
family members have greater incentives to engage in earnings management to gain more
benefits on the account of other shareholders and to conceal their opportunistic behaviour.
This result is in accordance with the results of Prencipe and Bar-Yosef (2011), Chi et al.
(2015) and Paiva et al. (2019) and in contrast with the result of Wang (2006), Jaggi and Tsui
(2007) and Machuga and Teitel (2009).
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Regarding role duality, the result indicates a non-significant association between role duality
and earnings management (p > 0.10). This result contradicts the expectation of agency theory,
which suggests that the separation between CEO position and chair of the board position may
mitigate earnings management practices. Therefore, H2 is not supported. It seems that there
are other factors that may limits the ability of CEO and chair of the board to mitigate earnings
management such as the power of controlling family which may resist any intervention by the
CEO and chair of the board to achieve their own interest. The controlling family work on
their own interest regardless whether the authority in centred in one hand (duality situation)
or distributed between different hands (none duality situation). This result is in line with the
results of Xie et al. (2003), Abdul Rahman and Ali (2006). However, the result in conflicted
with the results of Mohamad et al. (2012) and Chi et al. (2015) .

Regarding capital adequacy, the results show a significant positive association between
capital adequacy and earnings management (p < 0.01). This means that banks with higher
capital adequacy ratio practice more earnings management compare to banks with low capital
adequacy ratio. So, Hs is supported. This result support the claim that banks may employ
earnings management to comply with the national and international regulatory requirements
related to a target level of capital adequacy. This result confirmed the results of Shrieves and
Dahl (2003) and Anandarajan et al. (2007).

Regarding board size, the results show a significant positive association between board size
and earnings management (p < 0.10). This means that banks with large boards tend to
practice more earnings management compare to banks with small board size. So, Hy is
supported. This result confirms the claim of Jensen (1993) that a large board is less efficient
in achieving coordination, communication and decision-making. In large boards, more
control duties are distributed over a large number of members, which weakens coordination
among them (Vafeas, 2000). In addition, in large boards, the probability of slow
decision-making and useless discussions are increased (Yermack, 1996). Therefore, managers
increasingly aim to maximize their personal benefits by involving in earnings management
practices (Taktak and Mbarki, 2015). This result is in line with the result of Abdul Rahman
and Ali (2006) and Mansor et al. (2013) while contradict with the results of Xie et al. (2003)
and Alves (2011).

Regarding the control variables, the result highlights a significant positive association
between profitability and earnings management (p < 0.01). This means that banks with higher
profitability practice more earnings management compared to banks with low profitability,
this results confirms the results of Shrieves and Dahl (2003) and Beatty et al. (2002) that
banks use earnings management to smooth their earnings and to meet target profits levels.
The results indicate that bank size has non-significant impact on earnings management. This
means that bank visibility in terms of bank size is not a determinant of earning management
in the Lebanese banking sector. This result may be due to the exposure of Lebanese banks to
the same political costs regardless how large is their size. This result contradicts with the
result of a number of studies (Alves, 2011; Dimitropoulos and Asteriou, 2009; Jouber and
Fakhfakh, 2012). The result regarding earning management over the period 2008 to 2016
indicates that earnings management is practiced on a selective basis based on the
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circumstances and targets to be achieved. It could be argued that Lebanese commercial banks
engaged in more earnings management practices in the period after the financial crisis and
potentially to be prepared for the application of new international financial reporting
standards in 2018.

6. Conclusion

This study investigates the effects of family control, role duality, BOD size and capital
adequacy on earnings management practices in the banking sector in Lebanon. In the banking
sector, earnings management practices were measured by LLP in line with extant literature.
Bank managers have some flexibility in determining the level of LLP, which could influence
their ability to manage earnings to achieve certain targets. Family control indicates the level
of family members’ ownership in the bank and its influence on the decisions taken by the
board. We are particularly interested in the role duality of the CEO and the bank’s
chairperson. It was argued that the separation of those two roles increase the effectiveness of
controlling the decisions of the board as it reduces potential agency problems and supports
board’s independence. Finally, capital adequacy was examined in this study to reflect the
impact of the compliance with regulatory requirements on managers’ motivation and/or
ability to manipulate earnings.

Our results show a significant positive impact of family control over the board of directors on
earnings management practices in the sample. Family control in the Lebanese banking sector
indicates the influence of family owners in manipulating earnings to achieve better results to
the family at the expense of other stakeholders. This result may call for banks to develop
better governance mechanisms to monitor board decisions where there is a significant impact
of family on managerial decision-making.

In addition, we find a positive significant impact of bank’s profitability and capital adequacy
ratios on earnings management practices. Facing pressures to report higher or lower earnings
may lead banks to try to manipulate their reported income to meet public and family
expectations. Furthermore, strict regulatory requirements, in the form of capital adequacy
ratios, may result in more incentives to manipulate profits. These results may indicate a need
for more scrutiny into the banks’ reported earnings. Role duality has no impact on earnings
management since other power management such as the power of controlling family may
limit the ability of CEO and chair of the board to mitigate earnings management. In addition,
board size is associated positively with earnings management due to inefficiency of large
boards in mitigating earning management. Bank size does not seem to affect earnings
management practices. Therefore, it may be assumed that banks of different sizes face similar
regulatory and social pressures. Finally, banks manage their earnings on a selective basis
where banks seem to manage earnings in the years after the global financial crisis.

This study has three main contributions. First, the study contributes to the literature on
earnings management by providing a better understanding of earnings management practices
in developing countries (Lebanese) banking sector, thus filling an important research gap in
earnings management literature. Second, the focus on one industry provides the ability to
define a model that takes into account the characteristics of the industry and therefore has a

141 http://ijafr.macrothink.org



\\ MacrOthlnk International Journal of Accounting and FmarscslaNl ?fg;gtégg
H ™
AR Institute 2019, Vol. 9, No. 4

high explanatory power and provides a reliable measure in determining optional entitlements
(Key, 1997). Third, this study examines the impact of family control on earnings
management and identifies the earnings management behavior during and after the global
financial crisis, supporting evidence already introduced by few research efforts in the field.

Future research can compare earnings management in banks with and without family control.
In addition, examining the interaction between family control and role duality is another
interesting research avenue to be examined by future research. Furthermore, examining
family control in non-conventional banks is strongly suggested for future examination.

There are a number of limitations to this study. First, the impact of financial leverage on
earnings management practices is beyond the scope of this study. In general, the nature of the
banking activity requires a high degree of financial leverage. Second, earnings management
behavior in the period prior to the global financial crisis was not studied because the data
were not fully available. Third, earnings management is not measured by gains (losses) on
investments. Available data does not clearly show the amount of gains (losses) on
investments in the financial statements. Consequently, any attempt to estimate the gains
(losses) will reply on personal judgment, which may have a negative impact on the validity of
research results. Finally, the impact of the audit committees on earnings management
practices is also beyond the scope of the study because the Lebanese banking system requires
the need for audit committees in all registered banks. Finally, the current study does not
address earnings management in non-conventional banks.
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