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Abstract: The relationship between culture, earnings management and corporate governance has
been studied in different ways, but the influence that culture has over the actual effectiveness
of corporate governance to control earnings management has not, even though it should be a
determinant factor to define successful governance schemes. Using Hofstede four organizational
models as a framework, in this paper, we analyze a sample of companies listed in 16 different stock
markets in terms of organizational culture, assessing their governance standards and performance in
relation to earnings management, and measuring their actual effectiveness. The results confirm that
earnings management is conditioned by organizational culture and that corporate governance acts as
a brake on earnings management, regardless of the cultural field in which it is analyzed. However,
its effectiveness depends on organizational culture, mostly on the uncertainty avoidance and the
power distance. Therefore, modelling a country based on its organizational culture does limit the
success of corporate governance policies and standards. This study brings in a new perspective for
policy makers and practitioners to design and enforce their corporate governance policies targeting
earnings management, according to the prevailing culture. The previous literature on the subject is
complemented and enriched by this significant contribution, through which limitations in terms of
the number of countries studied could be overcome by further studies addressing specific regions
or sectors.

Keywords: earnings management; corporate governance; organizational culture; international
perspective

1. Introduction

Previous literature has paid attention to the influence of culture on earnings manage-
ment (EM) and has found a significant relationship between different culture dimensions
and earnings management (among others, Guan et al. 2005; Han et al. 2010; Desender
et al. 2011; Doupnik 2008; Kanagaretnam et al. 2011; Zhang et al. 2013 or Riahinejad and
Tavangar 2022). In addition, the perception and acceptability of earnings management are
different across the geographical and cultural areas (Elias 2004; Geiger et al. 2006; Geiger
and van der Laan Smith 2010; Cameran et al. 2022).

Given that earnings management diminishes the financial reporting quality and its
usefulness for decision making, many studies have focused on the mechanisms for con-
trolling earnings management, such as corporate governance (Shen and Chih 2007; Shan
2015; Katmon and Al Farooque 2017). The relationship between the corporate governance
structure and earnings management has been evidenced (Klein 2002; Jaggi and Tsui 2007;
Cornett et al. 2009; Bonetti et al. 2016), although the same structure is not always equally
effective as a brake on manipulation (García Osma and Gill de Albornoz Nouger 2005).
In addition, previous literature has evidenced the influence of the national culture on
corporate governance (Licht et al. 2005; Li and Harrison 2008; Breuer and Salzmann 2012).

In the framework of literature about the effect of culture in earnings management,
about corporate governance as mechanism to constrain earnings management and about
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the relationship between culture and the structure of corporate governance, some papers
analyze how culture may influence the design of corporate governance. However, the
actual impact of culture on corporate governance effectiveness to hinder earnings man-
agement in a company has not been studied, even though it is a crucial factor to design a
sound corporate governance policy. Studies such as Hassan and Karim (2022) emphasize
the importance of corporate culture as an essential determining factor of organizational
behavior. While culture has an influence in corporate governance structure and design,
we think it may also hinder its effectiveness to control earnings management, since it
determines the decision-making process in the company, the functions of corporate gov-
ernance and the perception of the earnings management practices. Therefore, we focus
on the organizational culture, defined as “the collective programming of the mind that
distinguishes the members of one organization from others” (Hofstede et al. 2010, p. 344).

The main objective of this paper is to assess whether the effectiveness of corporate
governance to control the earnings management is affected or not by the organizational
culture. To that end, we perform a regression where the quality of corporate governance
is measured by the Corporate Governance Score, the third pillar in the calculation of ESG
Scores designed by Thomson and Reuters, to measure the company performance, commit-
ment and effectiveness in relation to the environmental, social and corporate governance
areas; earnings management is measured by discretionary accruals estimated applying
the model proposed by Larcker and Richardson (2004); and the proxies to organisational
culture are power distance and uncertainty avoidance from Hofstede et al. (2010). We base
our study on a sample of companies from 16 countries with different organisational culture
models (“pyramid”, “family”, “market” and “machine” models), as proposed by Hofstede
et al. (2010).

The results obtained evidence that, although corporate governance acts as a brake on
earnings management regardless of the culture, its effectiveness as a limit to earnings man-
agement depends on organisational culture. In countries with strong uncertainty avoidance
and short power distance (“machine” model), corporate governance is more effective in
constraining earnings management, while in countries with weak uncertainty avoidance
and large power distance (“family” model), corporate governance is less effective.

These results contribute to the understanding of the actual relationship between
culture, corporate governance and earnings management, making it clear that standard
models of corporate governance cannot be transferred from one country to another in
order to ensure that their effectiveness in controlling manipulation is the same in all
countries. It should not be forgotten that each country’s culture influences the practices of
earnings management and the organizational model of the companies, thus influencing the
effectiveness of the corporate governance in constraining earnings management.

2. Literature Review

The phenomenon of earnings management has drawn the attention of academic re-
searchers and regulators. As Cornett et al. (2009) point out, “accountants and financial
economists have recognized for years that firms use latitude in accounting rules to manage
their reported earnings in a wide variety of contexts”. Indeed, the incentives for earn-
ings management are often present in managers’ activities (Dechow and Sloan (1991);
Holthausen et al. (1995)).

However, Doupnik (2008) points out that there are systematic differences in earnings
management across countries because some conditions and characteristics of the environ-
ment may influence the reported earnings (see also Burgstahler and Dichev 1997; Teoh
et al. 1998; Kasznik 1999; Healy and Wahlen 1999; Ball and Shivakumar 2005; Kneiding
and Kritikos 2007 or Chen et al. 2018, among others). Li et al. (2020) show that corporate
culture correlates with earnings management, as well as with other business outcomes
(operational efficiency, risk-taking, executive compensation design or firm value). Some
previous studies have also found a significant relationship between different culture dimen-
sions and earnings management (among others, Guan et al. 2005; Han et al. 2010; Desender



J. Risk Financial Manag. 2022, 15, 379 3 of 19

et al. 2011; Doupnik 2008; Kanagaretnam et al. 2011; Zhang et al. 2013 or Riahinejad and
Tavangar 2022). Other investigations have analyzed how the perception and acceptability
of earnings management vary depending on the geographical and cultural areas (Elias
2004; Geiger et al. 2006; Geiger and van der Laan Smith 2010; Cameran et al. 2022).

The earnings management practices impair the quality of the financial reporting, so
limiting them through the appropriate control mechanisms will benefit the information
(Monterrey Majoral 2004). Among the mechanisms that may constrain earnings management,
the internal control by good corporate governance has been analyzed in numerous previous
studies (Shen and Chih 2007; Shan 2015; Katmon and Al Farooque 2017; Nia et al. 2022).

Some investigations have related the effectiveness of corporate governance to limit
earnings management practices with corporate governance structure, especially with the
proportion of independent directors, and many of these studies have evidenced a negative
relationship between this proportion and earnings management (Klein 2002; Jaggi and Tsui
2007; Cornett et al. 2009). However, other studies have not obtained the same evidence.
For example, Kjærland et al. (2020) find a significantly positive relation between the
proportion of independent board members and earnings management. García Osma
and Gill de Albornoz Nouger (2005) did not find a significant relationship between the
independent directors and earnings management. The differences in the results obtained
can be explained by the differences in the corporate ownership structure, which is reflected
in the composition of board of directors and in their goals. In addition, studies such as Choi
et al. (2020) and Khuong et al. (2022) show that there is a relationship between corporate
ownership and earnings management.

Some studies, such as Shleifer and Vishny (1997) or La Porta et al. (1999), have
found that national culture is associated with the corporate ownership structure, more
concentrated in Europe continental countries and Japan and more dispersed in, for instance,
the UK and USA. In addition, previous literature has evidenced the influence of the
national culture on corporate governance (Licht et al. 2005; Li and Harrison 2008; Breuer
and Salzmann 2012; Duong et al. 2016).

Although there is abundant literature about the effect of culture in earnings manage-
ment, corporate governance as mechanism to constrain earnings management and the
relationship between culture and the structure of corporate governance, we have not found
studies addressing the impact that culture (more specifically, organizational culture) may
have on the ability of corporate governance to control earnings management. Even though
the influence of culture in corporate governance may exist, derived of different ownership
structures, different business model traditions, different legislation, etc., whether that
influence has an indirect effect on controlling earnings management has not been studied.

In this paper, we try to fill the observed gap and, based on Hofstede’s organizational
culture categories, we study the influence of organizational culture over the corporate
governance effectiveness in controlling earnings management. Since organizational cul-
ture determines the decision-making process in the company, the functions of corporate
governance and the perception of the earnings management practices as something more
or less acceptable or completely unacceptable, it is to be expected that the effectiveness of
corporate governance in controlling earnings management is affected by the organizational
culture.

Hofstede (1980) named four national culture dimensions: power distance (from small
to large), collectivism versus individualism, femininity versus masculinity, and uncertainty
avoidance (from weak to strong). Following Hofstede et al. (2010), from the four dimensions
of national culture mentioned, power distance and uncertainty avoidance, in particular, affect
organizational culture. The remaining two dimensions, collectivism versus individualism
and femininity versus masculinity, affect people in organizations, rather than organizations
themselves.

Power distance (PDI) is defined as the extent to which the less powerful members of
institutions (the family, the school, the community) and organizations (the places where
people work) within a country expect and accept that power is distributed unequally.
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According to the model, in small power distance countries, there is limited dependence
of subordinates on bosses, and there is a preference for consultation (that is, interdepen-
dence between boss and subordinate). The emotional distance between them is relatively
small: subordinates will rather easily approach and contradict their bosses. In large power
distance countries, there is considerable dependence of subordinates on bosses. In these
cases, the emotional distance between subordinates and their bosses is large: subordinates
are unlikely to approach and contradict their bosses directly.

Uncertainty avoidance (UAI) is defined as the extent to which the members of a culture
feel threatened by ambiguous or unknown situations. In strong uncertainty avoidance
countries, there is more conservatism, even within parties that call themselves progressive,
and a stronger need for law and order. In weak uncertainty avoidance countries, society
tends to be more liberally minded.

According to the position of a country in relation to power distance and uncertainty
avoidance dimensions, Hofstede et al. (2010) distinguish between four organizational mod-
els: “market”, “machine”, “pyramid” and “family” models. In “market” models, the power
distance is small and the uncertainty avoidance is weak. In this kind of organizational
model, when there is a problem to solve, neither the hierarchy nor rules, but rather the
demands of the situation, determine what will happen. The United Kingdom is an example
of this organizational model. In “machine” organizational models, the power distance is
small and the uncertainty avoidance is strong. In “machine” companies, the rules should
solve all daily problems and decisions; the management interventions are limited to ex-
ceptional cases. An example of this model is Germany. “Pyramid” models are specific to
countries where the power distance is large and the uncertainty avoidance is strong. In this
organizational model, the manager is at the top of the pyramid and each successive level at
its proper place below. France or Spain are examples of pyramid models.

Finally, in “family” models (large power distance and weak uncertainty avoidance),
there is a high concentration of authority without structuring of activities; there is a direct
supervision by the boss. China or Hong Kong are countries with this culture organizational
model.

As we explain in Section 3, our study is based on a sample of companies from 16
countries, four countries of each organizational culture model.

This research contributes to the existing debate over the effectiveness of corporate
governance in controlling earning management from a newest perspective involving the in-
direct cultural effect. Furthermore, this paper helps understand how corporate governance
codes must be designed according to the cultural context in which they will be applied,
therefore gaining in efficacy and usefulness.

Considering the four organisational models described above, and in order to analyze
and assess this relationship between organizational culture and corporate governance
effectiveness in controlling earnings management, we formulate the following hypothesis
(in alternative form):

H0. Organizational culture has a significant effect on the effectiveness of corporate governance as a
brake on earnings management.

3. Sample

To test the hypothesis, a sample composed of companies listed in 16 different stock
markets was created. Working with these countries, we are able to compare the impact of
four different organizational cultures on the relationship between corporate governance
and earnings management practices. Based on the four organizational models proposed
by Hofstede et al. (2010) and according to two dimensions of national culture (power
distance and uncertainty avoidance), we select four countries for each model: market,
family, machine and pyramid.

Figure 1 shows the position of the countries in the study according to the different
culture organizational models.
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Power Distance Index (PDI)

The criterion to choose the countries within each organizational model has been that,
within the range of values of uncertainty avoidance index (UAI) and power distance index
(PDI) for the group of countries in each model, there is a country with low uncertainty
avoidance index (UAI) and low power distance index (PDI), a country with low UAI and
high PDI, a country with high UAI and low PDI and a country with high UAI and high PDI.

As shown in Figure 1, Brazil, France, Russia and Spain were included in the study as
representatives of the “pyramid” organizational model, in which the general manager is at
the top of the pyramid concentrating the authority and each successive level is at its proper
place below. In these countries, power distance is large (PDI above 50) and uncertainty
avoidance is strong (UAI above 63)1. As representatives of the “machine” organizational
model, we included Argentina, Austria, Germany and Israel, in which the power distance
is short (PDI below 50) and the uncertainty avoidance is strong (UAI above 63). In the
machine model, management intervention is limited to exceptional cases because the rules
should settle all daily problems.

Denmark, New Zealand, the United Kingdom and the United States, with short
power distance (PDI below 50) and weak uncertainty avoidance (UAI below 63), represent
the “market” organizational model, in which neither hierarchy nor rules, but rather the
demands of the situation determine what will happen. Finally, the “family” organizational
model is represented by Hong Kong, Indonesia, the Philippines and Singapore. There, with
large power distance (PDI above 50), but weak uncertainty avoidance (UAI below 63), the
owner–manager is the almighty (grand) father and the conflicts are solved by permanent
referral to the boss, with a concentration of authority without the structuring of activities.
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Leaving financial companies aside, we identified 8970 companies. After the removal
of 808 companies lacking data, the final sample comprised 8162 companies. The period of
analysis covers the years from 2009 to 2018, providing us with 81,620 observations. The
country distribution of these observations is presented in Table 12.

Table 1. Sample.

Countries in the Study by Organizational Model
Hofstede et al. (2010) Firms in the Sample Observations

2009–2018

PYRAMID 1273 12,730
Brazil 252 2520
France 648 6480
Russia 181 1810
Spain 192 1920

MACHINE 946 9460
Argentina 67 670

Austria 54 540
Germany 493 4930

Israel 332 3320

MARKET 2759 27,590
Denmark 113 1130

New Zealand 105 1050
United Kingdom 1114 11,140

United States 1427 14,270

FAMILY 3184 31,840
Hong Kong 1979 19,790
Indonesia 528 5280

Philippines 221 2210
Singapore 456 4560

Appendix A Table A1 shows the minimum, maximum, mean and standard deviation for the variables that we use
to characterize the companies in the sample.

4. Methods

In order to test whether there are differences in the effectiveness of the control exerted
by corporate governance to avoid earnings management that would be linked to the orga-
nizational culture, we perform a regression (Equation (1)), where the dependent variable
is a proxy of earnings management (absDA) and the explanatory variables are related to
the corporate governance quality (logCGVS), to the organizational culture (logUAI and
logPDI) and to the interaction between culture and corporate governance (UAIxlogCGVS
and PDIxlogCGVS):

absDAit = α0 + α1logCGVSit + α2logUAIj + α3logPDIj + α4dicUAIj xlogCGVSit + α5dicPDIj xlogCGVSit + α6LIQit +

α7DEBTit + α8ROIit + α9SIZEit + α10logGDPjt + eit
(1)

where:
absDAit is the absolute value of discretionary accruals for company i in period t and

it is used as a proxy of earnings management, the dependent variable. The values of DA
have been estimated applying the model proposed by Larcker and Richardson (2004), as
we explain below.

logCGVSit is the logarithm of the corporate governance score (CGVS) for company i in
period t, obtained from Eikon. It is used as a measure of the corporate governance quality.

logUAIj is the logarithm of the uncertainty avoidance index for country j proposed by
Hofstede et al. (2010) as one of the two national culture dimensions affecting organizations
in particular.
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logPDIj is the logarithm of the power distance index for country j proposed by Hofstede
et al. (2010) as one of the two national culture dimensions affecting organizations in
particular.

dicUAIjxlogCGVSit is the product between dicUAIj (dichotomous variable which takes
a value of 0 when the uncertainty avoidance index for the country j is higher than 63 and a
value of 1 when it is lower than 63) and logCGVSit.

dicPDIjxlogCGVSit is the product between dicPDIj (dichotomous variable that takes a
value of 0 when the power distance index for the country j is lower than 50 and a value of 1
when it is higher than 50) and logCGVSit.

LIQit is the liquidity ratio for company i in period t, which we define as the quotient
between the current assets and current liabilities (data from Eikon).

DEBTit is the debt ratio for company i in period t, which we define as the quotient
between the liabilities and equity (data from Eikon).

ROIit is the return on investment for company i in period t, which we define as the
quotient between the operating profits and total assets (data from Eikon).

SIZEit measures the size of company i in period t, and we define it using the asset
logarithm (data from Eikon).

logGDPjt is the logarithm of the gross domestic product (GDP) for country j in period t
(data from World Bank).

Below, we explain the variables used in the regression as well as the expected signs
regarding the relationship between the independent variables and the dependent one.

Dependent variable (absDA): is the absolute value of discretionary accruals (DA).
The estimation of discretionary accruals is the most common methodology in the literature
for detecting earnings management (McNichols 2000; García Osma et al. 2005). Accruals
are defined as the part of earnings that does not involve cash flow and, therefore, are more
likely to be manipulated by managers. However, not all accruals can be managed, so we
can distinguish between non-discretionary accruals (NDA), which are not manipulated
by management since they depend on the economic circumstances of the company, and
discretionary accruals, which are subject to the discretion of the management and are
therefore vulnerable to being managed3.

Since it is possible to observe total accrual (TA), the non-discretionary accruals (NDA)
are estimated to subsequently calculate the discretionary component (DA) as the difference
between the total accruals and the estimated non-discretionary accruals4. A positive value
of DA indicates upwards earnings management, and a negative one indicates downwards
earnings management. We use the absolute value of DA because the sign is not relevant,
just the magnitude. We draw upon Larcker and Richardson’s (2004) model (Equation (2))5:

TAit
Ait−1

= α1
1

Ait−1
+ α2

(∆SALEit − ∆RECit)

Ait−1
+ α3

PPEit
Ait−1

+ α4BtMit + α5
CFOit
Ait−1

+ eit, (2)

where:
TAit represents the total accruals for company i in period t, which were calculated

based on the difference between earnings (E) and cash flow from operations (CFO): TAit =
Eit − CFOit.

∆SALEit represents the change in sales for company i in period t compared to t − 1.
∆RECit represents the change in receivables for company i in period t compared to t − 1.
PPEit represents the property, plants and equipment of company i in period t.
BtMit represents the book to market ratio for company i in period t.
CFOit represents the cash flow from operations for company i in period t.
Ait−1 represents the total assets of company i in period t − 1, which we used as a

deflator to prevent heteroskedasticity problems.
eit is the error term for company i in period t.
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After estimating the parameters for Equation (2) for each country, we used these values
to predict the total accruals during the period of analysis (2009–2018) and to calculate the
prediction error (DA) using Equation (3):

DAit
Ait−1

=
TAit
Ait−1

− (a1
1

Ait−1
+ a2

∆SALEit − ∆RECit
Ait−1

+ a3
PPEit
Ait−1

+ a4BtMit + a5
CFOit
Ait−1

), (3)

where DAit represents the discretionary accruals for firm i in period t and a1, a2, a3, a4 and
a5 are the estimated values of parameters α1–α5.

Explanatory variables and predicted signs: we have introduced five explanatory
variables in Equation (1):

Corporate governance score (logCGVS): this score is one of the three pillar scores (en-
vironmental, E; social, S; and corporate governance, G) in the calculation of the ESG scores
designed by Thomson and Reuters to transparently and objectively measure a company’s
relative ESG performance, commitment and effectiveness across different themes related
to environmental, social and corporate governance practices, based on company-reported
data. The corporate governance score reflects the company’s commitment and effectiveness
towards following best practice principles in corporate governance.

Corporate governance, in addition to governing, has the mission of supervising
management. Previous research has studied the relationship between corporate governance
and earnings management, as in Klein (2002); Xie et al. (2003); Shen and Chih (2007); Jaggi
and Tsui (2007); Cornett et al. (2009) or Shan (2015), among others.

It is expected that, when corporate governance does a good job of supervision and
control, there is less earnings management. A higher score means better quality of gover-
nance and, therefore, better control practices and, consequently, less earnings management.
Therefore, the expected sign of the coefficient of the CGVS variable is negative.

Uncertainty avoidance index (logUAI): this index measures the uncertainty avoidance,
considered by Hofstede (1980) as a national culture dimension. It can be defined as the
extent to which the members of a culture feel threatened by ambiguous or unknown situa-
tions. Cultures with high indexes (strong uncertainty avoidance) are worse at tolerating
uncertainty, have more fear of the unknown and, therefore, prefer having rules. A low
index (weak uncertainty avoidance) indicates more flexibility to face changes and more
tolerance for uncertainty.

Hofstede et al. (2010) consider uncertainty avoidance, together with power distance,
as the two national culture dimensions particularly affecting organizations. They describe
some key differences between organizations in weak versus strong uncertainty avoidance
countries. For example, in the first one, top managers are concerned with strategy, en-
trepreneurs are relatively free from rules, and they are better at invention and worse at
implementation, while in the second one, top managers are concerned with daily opera-
tions, entrepreneurs are constrained by existing rules and they are worse at invention and
better at implementation.

According to Gray (1988), strong uncertainty avoidance leads to a preference for
conservative accounting, with many rules and little room for professional judgment. Con-
sistent with this argument, studies such as Guan et al. (2005) and Han et al. (2010) have
found a negative association between uncertainty avoidance and earnings management.
Other studies have also considered a possible positive relationship between uncertainty
avoidance and earnings management because this practice may be perceived as a tool at
the accountant’s disposal that could enable the reporting of desired numbers and reduce
overall uncertainty (see, for example, Geiger et al. (2006) or Doupnik (2008)).

We think that when uncertainty avoidance is strong (higher index values), companies
are less likely to manage earnings because in these societies, there are fewer opportunities
for earnings management and because of the fear of the unknown, there is a need for preci-
sion, leading to lower risk-taking and to the preference for a more predictable environment.
Therefore, the expected sign for the coefficient of logUAI is negative.
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Power distance index (logPDI): this index measures the power distance, another
national culture dimension according to Hofstede (1980). It can be defined as the extent to
which the less powerful members of institutions and organizations within a country expect
and accept that power is distributed unequally. A high index value means individuals with
less power are fully aware of hierarchies and their distant position to power, admitting that
power is distributed unevenly. A low value of the index means that this culture expects
and accepts that power relations are democratic and assumes that its members are equal.

As we have stated before, power distance particularly affects the organization culture
(Hofstede et al. 2010). In large power distance countries (high index value), there is
considerable dependence of subordinates on bosses and the subordinates are unlikely to
approach and contradict their bosses directly. In small power distance countries (low index
value), there is limited dependence of subordinates on bosses and subordinates will easily
approach and contradict their bosses.

Previous studies (Kanagaretnam et al. 2011), among others) have predicted a positive
relationship between power distance and earnings management, reasoning that a longer
power distance implies that decisions are more centralized and managers have greater
influence on financial reporting choices for opportunistic reasons. Conversely, Geiger
et al. (2006) state that individuals from high power distance countries perceive earnings
management as less acceptable than individuals from low power distance cultures. They
assume an unequal power distribution and are less likely to engage in a practice of earnings
management that would present an unrealistic portrayal of the company in an attempt to
look better than others.

In line with the reasoning by Geiger et al. (2006), we expect more earnings management
practices in organizations belonging to cultures with small power distance (negative sign
for the coefficient) because there is an interdependent relationship between bosses and
subordinates, reliance and a no supervision environment.

The next two variables have been introduced because we cannot forget that culture
may influence corporate governance (Breuer and Salzmann 2012; Li and Harrison 2008;
Licht et al. 2005) and affect its effectiveness in controlling earnings management.

Interaction between uncertainty avoidance and corporate governance (dicUAIxlogCGVS):
this variable has been introduced into the regression to evaluate whether there are signifi-
cant differences in control of earnings management by corporate governance depending
on the national culture, specifically on whether uncertainty avoidance is high or low. The
variable is the product between dicUAI and logCGVS. dicUAI is a dichotomous variable,
which takes a value of 0 when uncertainty avoidance is strong (index for the country is
higher than 63) and a value of 1 when it is weak (index lower than 63)6. The relationship
between CGVS and earnings management is expected to be negative and we expect the
sign for the coefficient of dicUAIxlogCGVS to be positive, because in countries where the
uncertainty avoidance is weak, corporate governance is less concerned with the control of
daily operations and their accounting. It would mean that corporate governance controls
earnings management less effectively in countries where uncertainty avoidance is weak.

Interaction between power distance and corporate governance (dicPDIxlogCGVS): this
variable has been introduced into the regression to evaluate whether there are significant
differences in the control of earnings management by corporate governance depending on
whether the power distance is large or small. The variable is the product between dicPDI
and logCGVS. dicPDI is a dichotomous variable, which takes a value of 0 when the power
distance is small (index for the country is lower than 50) and a value of 1 when it is large
(index lower than 50)7. We expect the sign for the coefficient of dicPDIxlogCGVS to be
positive because, as stated before, when the power distance is large, individuals accept an
unequal power distribution and are less likely to engage in earnings management; there-
fore, corporate governance is less worried about controlling these earnings management
practices. Thus, if the sign for the coefficient of logCGVS is negative, and the sign for the
coefficient of dicPDIxlogCGVS is positive, it would mean that corporate governance controls
earnings management less effectively in countries with a large power distance.
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Table 2 shows the cultural variables (UAI and PDI) values extracted from Hofstede
et al. (2010) for countries in the sample and the values for the dichotomous variables
(dicUAI and dicPDI).

Table 2. Culture variable values for countries in the sample.

UAI PDI dicUAI dicPDI

PYRAMID
Brazil 76 69 0 1
France 86 68 0 1
Russia 95 93 0 1
Spain 86 57 0 1

MACHINE
Argentina 86 49 0 0

Austria 70 11 0 0
Germany 65 35 0 0

Israel 81 13 0 0

MARKET
Denmark 23 18 1 0

New Zealand 49 22 1 0
United Kingdom 35 35 1 0

United States 46 40 1 0

FAMILY
Hong Kong 29 68 1 1
Indonesia 48 78 1 1

Philippines 44 94 1 1
Singapore 8 74 1 1

Source: own elaboration from Hofstede et al. (2010).

Control variables: We have introduced five control variables into Equation (1):
Economic–financial ratios measuring the liquidity (LIQ), indebtedness (DEBT) and

return on investment (ROI) of the companies: Previous investigations have evidenced that
the economic and financial position of companies influences their earnings management
(Defond and Jiambalvo 1994; Sweeney 1994; Jaggi and Lee 2002; Rosner 2003; Iatridis and
Kadorinis 2009; Charitou et al. 2012). We can expect that a worse economic and financial
situation (lower liquidity, higher indebtedness and lower profitability) will be associated
with higher discretionary accruals. Thus, the expected sign for LIQ and ROI is negative,
while for DEBT it is positive.

Firm size (SIZE): Many prior studies have analyzed the relationship between firm size
and earnings management, reaching diverse conclusions (Burgstahler and Dichev 1997;
Barton and Simko 2002; Kim et al. 2003; Llukani 2013; Swastika 2013). Hence, we are not
able to predict the sign for this variable.

Gross domestic product (logGDP): Through this variable, we control the effect of the
country’s economic situation on the earnings management by companies. We expect to
find a negative relationship, indicating that a better economic position of the country may
limit earnings management. Chih et al. (2007) and Shen and Chih (2005) point out that
richer countries are generally less likely to manage earnings.

The descriptive statistics for the variables in regression (1) are presented in Table 3,
and the correlations between these variables are shown in Table 4. As can be seen, the
correlations between the variables are low or moderate and the signs of the correlations are
as expected.
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Table 3. Descriptive statistics for variables in Equation (1).

N Minimum Maximum Mean St Deviation

absDA 64,822 0.000001 0.457500 0.081276 0.077274
logCGVS 15,125 0.033424 1.991580 1.708211 0.313714
logUAI 81,620 0.903090 1.977724 1.616580 0.242846
logPDI 81,620 1.041393 1.973128 1.696623 0.203969

UAIxlogCGVS 15,125 0.000000 1.991580 1.406885 0.744396
PDIxlogCGVS 15,125 0.000000 1.990516 0.423751 0.707890

LIQ 58,777 0.000000 4.973490 1.668410 0.943571
DEBT 63,065 0.000000 7.050347 1.274744 1.138188
ROI 61,584 −0.199967 0.199969 0.041727 0.070775
SIZE 70,730 2.304473 8.634152 5.475125 1.048062

logGDP 81,620 3.260435 4.810111 4.497539 0.357641

N: 81,620

Table 4. Pearson correlations (variables in Equation (1)).

absDA logCGVS logUAI logPDI LIQ DEBT ROI SIZE logGDP

absDA 1 −0.293 ** −0.314 ** −0.210 ** 0.014 ** 0.133 ** −0.152 ** 0.016 ** −0.012 **
logCGVS 1 −0.128 ** −0.266 ** −0.035 ** 0.094 ** 0.076 ** −0.166 ** 0.433 **
logUAI 1 −0.232 ** −0.092 ** 0.186 ** 0.037 ** 0.038 ** −0.244 **
logPDI 1 0.009 * −0.089 ** −0.053 ** 0.309 ** −0.415 **

LIQ 1 −0.410 ** 0.082 ** −0.082 ** 0.082 **
DEBT 1 0.061 ** 0.173 ** 0.022 **
ROI 1 0.196 ** −0.009 *
SIZE 1 −0.498 **

logGDP 1

* Significant at 0.05; ** Significant at 0.01.

5. Results and Discussion

The first set of results shows that all of the explanatory variables are significant, except
for liquidity and size, with all coefficient signs as expected (except for logGDP). Table 5
provides the regression parameters of Equation (1).

absDAit = α0 + α1logCGVSit + α2logUAIj + α3logPDIj + α4dicUAIj xlogCGVSit + α5dicPDIj xlogCGVSit + α6LIQit +

α7DEBTit + α8ROIit + α9SIZEit + α10logGDPjt + eit

Table 5. Linear regression results (Equation (1)).

B Standard Error t Sig.

logCGVS −0.069 0.002 −31.138 0.000
logUAI −0.033 0.004 −8.493 0.000
logPDI −0.057 0.005 −10.478 0.000

dicUAIx logCGVS 0.021 0.001 17.033 0.000
dicPDIx logCGVS 0.042 0.001 30.855 0.000

LIQ 0.000 0.001 −0.665 0.506
DEBT 0.003 0.000 8.373 0.000
ROI −0.119 0.008 −14.133 0.000
SIZE 0.001 0.001 1.126 0.260

logGDP 0.015 0.002 6.720 0.000
Constant 0.206 0.016 13.183 0.000

R2 = 0.301.

As previously explained, our objective is to assess the effect of corporate governance
on the magnitude of earnings management (α1 in the model), linked to the relationship
between organizational culture and earnings management (α2 and α3 in the model). Our
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main interest lies in evaluating whether there are differences in the effectiveness of the
control exerted by corporate governance in order to avoid earnings management (α4 and
α5 in the model), depending on the organizational culture.

Firstly, in relation to the effect of corporate governance in earnings management, the
coefficient is negative (−0.069), meaning that the better the corporate governance practice
in a company, the lower its level of earnings management. Therefore, we obtain evidence
of the general effectiveness of corporate governance as a brake on earnings management.

Secondly, with regard to the two dimensions of national culture influencing the or-
ganizational culture (uncertainty avoidance and power distance), we observe that both
coefficients are negative.

The UAI coefficient is −0.033, and therefore, we can conclude that, in companies
located in countries with weak uncertainty avoidance, the discretionary accruals intensity
is higher. In these countries, accounting systems are more pragmatic, counting with a
common law system, where the traditional regulation does not prescribe rules to cover the
behavior of companies and how they should prepare their financial statements to produce
accounting earnings. The regulations are less detailed and there are more possibilities
for interpretation by professionals. If standards are imprecise, consistency of accounting
choices can be justified via the aggressive interpretation of standards. On the contrary, in
countries where uncertainty avoidance is stronger, accounting systems are more detailed.
They have a law accounting system code, designed to ensure orderly business conduct, and
regulations, usually collected in a General Accounting Plan, collect detailed and procedural
accounting standards.

Regarding the power distance variable, our results are in line with the studies of
Guan et al. (2005) and Han et al. (2010). The PDI coefficient is −0.057, so in large power
distance countries, the earnings management is lower. In these countries, employees are
more subject to the orders of superiors, abiding by their guidelines. This will make it more
stringent in the area of the application of the rules—particularly accounting standards—
and therefore incentives for earnings management decrease. When the power distance
decreases, professionals are more capable of discussing the decisions of their superiors,
including those of regulators. It increases the incentive to apply the rules in the most
appropriate way for their interests, increasing the earnings management.

Given that our paper’s focus is to study the interactions between cultural values and
the effectiveness of corporate governance as a control of earnings management, we bring
our attention to the values and signs of α4 and α5, as well as the sum of α2 plus α4 and α3
plus α5.

The interaction between UAI and GVCS shows how the effectiveness of corporate
governance, as a control measure for earnings management, is significantly reduced in
companies located in countries with lower UAI values. The coefficient of dicUAIxlogGCVS is
positive and significant (α4 = 0.021). Given that α1 is −0.069, in countries where UAI is weak
(dicUAI = 1), corporate governance is less effective in controlling earnings management
(α1 + α4 = −0.069 + 0.021) than in countries where UAI is strong (dicUAI = 0, and so α1 + α4
= −0.069 + 0).

These results show that the UAI partly conditions the effectiveness of corporate
governance as a controlling mechanism for earnings management. Although, in all cases,
corporate governance is effective in reducing earnings management, in countries with
weak UAI, corporate governance reduces earnings management to a lesser extent than in
countries with strong UAI8. Where UAI is weak, the management of companies serves
more strategical and not so much operational aspects, being the corporate governance
more linked to this type of objective, and is therefore less efficient in controlling earnings
management. In addition, in this area, the control of earnings management is more closely
linked to the enforcement mechanisms of accounting rules and to the audit of financial
reporting. In view of these results, we may affirm that the corporate governance control of
earnings management is less effective in the “market” and “family” organizational models
than in the “machine” and “pyramid” models.
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As for the interaction between PDI and GVCS, it also shows how the effectiveness
of corporate governance to control earnings management is conditioned by the PDI (α5 is
significant and positive). Given that α1 is −0.069, the positive sign of α5 (0.042) suggests that
in companies located in countries with large PDI (dicPDI = 1), the effectiveness of corporate
governance is lower (α1 + α5 = −0.069 + 0.042) than in companies located in countries with
short PDI (dicPDI = 0, and so α1 + α5 = −0.069 + 0). On the one hand, in environments
with a large power distance, the results show that the earnings management level is
lower. Corporate governance could be less vigilant about adopting earnings management
practices. Managers perceive earnings management as less acceptable than managers in
companies from a short power distance culture, so corporate governance is not focused on
control and supervision.

On the other hand, where power distance is short, the components of the organization
are less dependent on their bosses, and subordinates are able to discuss orders and adopt
their own strategies. In this context, control tools and, in particular, corporate governance,
behave more efficiently in the different areas of the company, and the scope of financial
information is no stranger to this. Attending to the power distance variable, in “pyramid”
and “family” organizational models, corporate governance is less effective in controlling
earnings management than in “market” and “machine” models.

In conclusion, our findings show that corporate governance acts as a brake on earn-
ings management, although with its effectiveness limited in organizations with weak
uncertainty avoidance and large power distance. Going back to Hofstede et al.’s (2010)
organizational models, corporate governance limits earnings management more effectively
in the “machine” model. On the contrary, in the “family” model is where that brake on
earnings management occurs in a more limited way. “Market” and “pyramid” models are
placed in an intermediate position.

In relation to the control variables, the indebtedness, return on investment and gross
domestic product are significant. The economic and financial situation of the company
shows the expected sign in its relationship with earnings management. Lower indebtedness
and higher ROI are linked to lower earnings management levels.

However, logGDP has an opposite sign than expected. While there are better control
mechanisms in more developed countries, it should also be considered that incentives for
manipulation might be greater, justifying the sign obtained.

6. Conclusions

This paper examines earnings management in companies from 16 countries representa-
tive of the four organizational models proposed by Hofstede et al. (2010), according to two
dimensions of national culture (power distance and uncertainty avoidance). Specifically,
we look at the indirect interactions between corporate governance, culture and earnings
management. The main objective is to study the organizational culture impact over the
corporate governance effectiveness to control earnings management.

The results confirm that earnings management is indeed conditioned by organizational
culture. In companies located in countries with weak uncertainty avoidance and a large
power distance, the discretionary accruals intensity is higher. We also obtain evidence that
corporate governance acts as a brake on earnings management, regardless of the cultural
field in which it is analyzed.

However, the effectiveness of corporate governance as a limit to earnings management
depends on organizational culture. This effectiveness is significantly higher in companies
located in countries with strong uncertainty avoidance and short power distance. There-
fore, the control mechanism that corporate governance exerts over earnings management
depends not only on the corporate governance practice developed by the companies, but is
also influenced by the predominant national culture dimensions in the country where the
company is located. In the countries classified as following the “machine” model, according
to the classification proposed by Hofstede et al. (2010), it is where corporate governance
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acts as a brake on earnings management in a more effective way. In contrast, in the “family”
model, that same brake on earnings management occurs in a more limited way.

Among the implications of the results obtained, it is worth noting that a corporate
governance model that is effective as a brake on earnings management in some countries
may not be so effective in others, due to the influence of culture on that same corporate
governance model. That is why we believe that implementing universal corporate gover-
nance models may not be appropriate, and it is necessary to consider the cultural traits of
each environment to ensure the effectiveness of corporate governance as a limit to earnings
management.

These conclusions may be of great interest to regulators, as they make it clear that
transferring corporate governance models from one country to another does not ensure their
equal effectiveness in controlling manipulation. It should not be forgotten that the culture
of each country influences the practices of earnings management and the organizational
model of companies, thus influencing the effectiveness of “standard” corporate governance
in constraining earnings management.

Some limitations may affect our research. Firstly, the study is based on 16 countries,
representative of the four organizational culture models. Although the selection is fully
justified in Section 3, counting on a larger sample of countries could lead to more accurate
results. Secondly, using discretionary accruals as measure for earnings management,
together with the model used to estimate them, may also have an influence on the results.
Finally, measuring corporate governance performance is always difficult, even when using
recognized databases, and some aspects could have been overlooked. In this regard,
future research could study the evolution of organizational culture across countries and its
possible effects on corporate governance and its effectiveness, choosing specific regions
and/or sectors as a sample to study. Finally, it would also be interesting to investigate the
influence of culture on other earnings management control mechanisms.
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Appendix A

Table A1. Descriptive statistics for variables used to characterize the companies in the sample.

Country N Minimum Maximum Mean St. Deviation

Argentina
LIQ 62 0.036108 3.241274 1.329583 0.594736

DEBT 58 0.024524 5.577501 1.678241 1.236976
ROI 54 −0.172610 0.183759 0.048006 0.081617

ASSET 65 112.30 26,182,778.70 1,428,041.43 3,887,832.84

Austria

LIQ 41 0.487176 3.673633 1.481904 0.735024
DEBT 48 0.000238 4.121267 1.398500 0.874428
ROI 49 −0.097866 0.108038 0.040424 0.040772

ASSET 51 6024.03 41,436,809.20 3,284,541.74 6,657,676.78
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Table A1. Cont.

Country N Minimum Maximum Mean St. Deviation

Brazil

LIQ 223 0.000210 3.941638 1.525006 0.859427
DEBT 196 0.053363 5.636541 1.644527 1.344929
ROI 236 −0.169274 0.198038 0.037024 0.078451

ASSET 247 108.47 46,619,535.46 2,978,728.14 5,964,100.76

Denmark

LIQ 87 0.000000 4.000000 1.449812 0.858622
DEBT 103 0.007510 4.246780 1.048369 0.821086
ROI 91 −0.165393 0.197515 0.051404 0.073359

ASSET 111 469.20 56,275,133.78 2,552,901.94 8,325,196.84

France

LIQ 521 0.000000 4.146832 1.610837 0.785762
DEBT 540 0.000000 5.404494 1.524987 1.170935
ROI 504 −0.185563 0.192030 0.027095 0.068797

ASSET 582 299.89 69,724,453.60 3,434,927.76 9,734,571.06

Germany

LIQ 374 0.000000 4.465187 1.759668 0.917197
DEBT 416 0.019328 5.423699 1.353105 1.029270
ROI 403 −0.163560 0.199635 0.036817 0.065535

ASSET 441 338.01 74,429,143.40 3,681,025.27 10,298,925.20

Hong Kong

LIQ 1614 0.000000 4.865038 1.815782 1.025857
DEBT 1770 0.004604 5.029085 1.003740 0.986760
ROI 1737 −0.196923 0.199044 0.025673 0.076096

ASSET 1926 215.30 80,779,548.73 1,982,741.39 6,390,365.37

Indonesia

LIQ 440 0.000160 4.559739 1.555239 1.011302
DEBT 475 0.002521 5.305388 1.118221 1.008536
ROI 485 −0.146024 0.181770 0.045313 0.060192

ASSET 520 119.24 23,678,859.53 636,240.21 1,662,465.92

Israel

LIQ 240 0.000000 4.638840 1.682505 0.948095
DEBT 302 0.000571 6.753144 1.655376 1.404634
ROI 75 −0.148082 0.199649 0.056216 0.084741

ASSET 229 117.99 10,253,377.93 286,447.73 1,092,101.74

New Zealand

LIQ 86 0.017737 4.578288 1.445028 0.925851
DEBT 98 0.014684 3.819961 0.884742 0.698235
ROI 85 −0.148597 0.163685 0.048834 0.065393

ASSET 104 262.71 11,712,560.80 915,036.52 1,710,211.67

Philippines

LIQ 171 0.000000 4.682074 1.631291 1.097005
DEBT 189 0.000336 4.051145 0.970963 0.889239
ROI 205 −0.133340 0.194492 0.030717 0.060335

ASSET 213 119.56 33,743,409.52 1,648,782.37 4,408,567.40
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Table A1. Cont.

Country N Minimum Maximum Mean St. Deviation

Russia

LIQ 145 0.082849 3.771505 1.234947 0.707970
DEBT 119 0.000962 6.191603 1.551234 1.532212
ROI 144 −0.159495 0.196888 0.047040 0.075180

ASSET 166 1608.53 73,544,712.37 3,122,642.63 8,120,882.68

Singapore

LIQ 350 0.000000 4.869171 1.829030 1.127291
DEBT 386 0.008375 3.930476 0.933673 0.792831
ROI 383 −0.160139 0.195037 0.021914 0.056903

ASSET 422 159.07 76,795,732.47 1,913,751.25 6,510,460.00

Spain

LIQ 123 0.405191 3.631303 1.443715 0.765132
DEBT 152 0.014358 6.093629 1.640159 1.423719
ROI 164 −0.172317 0.176933 0.023693 0.061967

ASSET 178 2880.96 65,112,860.20 3,196,049.10 8,204,187.49

United Kingdom

LIQ 913 0.000000 4.679141 1.606375 0.989184
DEBT 993 0.001134 4.909624 0.942690 0.971165
ROI 874 −0.198843 0.197871 0.035317 0.086542

ASSET 1090 125.04 74,941,262.40 1,800,685.761,800,685.76 6,711,569.39

United States

LIQ 1176 0.000000 4.562160 1.677097 0.882393
DEBT 1221 0.000000 6.159712 1.688828 1.272706
ROI 1294 −0.120842 0.196867 0.063278 0.057070

ASSET 1399 110.00 80,549,000.00 7,536,909.64 12,180,106.81

Total Sample

LIQ 6566 0.000000 4.869171 1.669884 0.960132

DEBT 7066 0.000000 6.753144 1.252692 1.137450

ROI 6783 −0.198843 0.199649 0.038260 0.071556

ASSET 7744 108.47 80,779,548.73 3,094,962.64 8,365,296.53

Notes
1 The range of values for PDI in Hofstede et al. (2010) are between 10 and 110 and for UAI the values are between 5 and 115.
2 Data are extracted from Eikon database by Thomson Reuters.
3 The concepts of discretionary and non-discretionary accruals are explained by Dechow et al. (2010), Francis et al. (2004) and

Kothari et al. (2005), among others.
4 Different models have been used in the literature to estimate non-discretionary accruals. A comprehensive overview of these

models is presented by Callao et al. (2014).
5 For this regression, data were extracted from Eikon.
6 We take the value 63 as a reference based on Hofstede et al. (2010).
7 We take the value 50 as a reference based on Hofstede et al. (2010).
8 Shi et al. (2022), although in relation to CSR, show the influence of UAI on the negative relationship between CSR and earnings

management. This negative association is higher in high uncertainty avoidance cultures.
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