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Abstract 
 

This study investigates how corporate governance characteristics affect earnings 

management of firms in Vietnam. In particular, we examine whether firm’s use of 

discretionary accruals is influenced by board size, state ownership and foreign 

ownership. Our empirical analysis is based on a relatively large sample of 570 

non-financial Vietnamese listed firms from 2010 to 2014. We find that larger 

board size is effective to mitigate earnings management. In addition, 

shareholdings by state and foreign investors discourage the opportunistic behavior 

of management. We also observe that board size literally weakens the constructive 

effect of foreign ownership on earnings management. Our results are robust to 

alternative estimation methods and variable specifications. 
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1. Introduction 

Many studies document that stock prices are volatile relative to the reported earnings disclosed by 

the managers of listed firms (e.g., Comiran et al., 2016; Teoh et al., 1998). Accordingly, both the 

earnings-driven sentiment of the shareholders and the pressure of financial constraints from the 

recent economic downturn particularly create incentives for corporate executives to employ 

earnings management (Linck et al., 2013). A variety of regulatory measures such as Sarbanes-

Oxley Act of 2002, have been employed to improve the transparency and credibility of financial 

information and protect shareholders. In addition, corporate governance practices help constraining 

opportunistic earnings management (Kent et al., 2010). Higher quality of corporate governance not 

only enhances growth of the company but also prevent management from committing questionable 

conducts (Firth et al., 2007).  

The board of directors and ownership structure, two specific cornerstones of corporate 

governance, have long been given credits for improving the integrity of financial information and 

mitigating managerial discretion to manage earnings (Klein et al., 2002; Kent et al., 2010; Ali and 

Zhang, 2015; Badolato et al., 2014; Agrawal and Cooper, 2016). According to Argüden (2010), 

effective organizational structure, decision processes, and the composition of board of directors 

basically determine the quality of the corporate governance. Considered as crucial controlling 

engine of the company by Fama and Jensen (1983), the board of directors is granted with authority 

to oversee the management, set strategies and structure for the entire firm. In addition to the 

composition of board, Siregar and Utama (2008) also underline the effectiveness of ownership 

structure to facilitate the monitoring mechanisms in firms. 

Empirical findings addressing the extent board and ownership characteristics influence 

earnings management are however conflicting (e.g., Park and Shin, 2004). This lack of clarity can 

be attributed to the institutional differences among countries (Ahrens et al., 2011). Developed 

countries with relatively more transparency in accounting disclosures, extensive ownership 

dispersion and higher protection for minority investors display divergent findings from developing 

countries (Gonzalez and Meca, 2014). Vietnam is a typical emerging country characterized by low 

minority investor protection and legal enforcement. After experiencing a stock market bubble in 

2006 and severe flop in 2011, Vietnamese capital market has undergone several adjustments in 

terms of economic, fiscal and corporate governance policies (World Bank, 2013). Newly adopted 

measures aim at facilitating the transparency of financial statement information in order to 
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accurately, fully reflect firm values and improve the efficiency of the capital market. Due to its 

progress in corporate governance and lack of empirical evidence concerning earnings management, 

Vietnam is therefore an interesting case to specifically examine the effects board of directors and 

ownership characteristics exert on the discretionary behaviors of managers. 

This paper investigates the relationship between corporate governance and earnings 

management in Vietnamese listed firms. Using a sample of 570 non-financial firms from 2010 to 

2014, we first investigate the impact of board size, a fundamental feature of board of directors, on 

earnings management. Second, we examine the effect of foreign ownership on the propensity of 

managers to distort earnings. Finally, we check the extent whether state ownership, a particularly 

dominant factor in Vietnamese market, has a relationship with the degree of earnings management. 

Our results indicate that larger board size is effective to mitigate earnings management. We 

also find that foreign ownership of Vietnamese firms is associated with less earnings management. 

Less earning management might indicate the beneficial effect of opening the Vietnamese capital 

market to investors from abroad. In addition, our results show that shareholdings by the state 

discourage the opportunistic behavior of management. The result is consistent with the findings of 

Hoang et al. (2014). They find that state-owned enterprises (SOEs) are less likely to manage accrual 

earnings than privately owned enterprises (POEs) in Vietnam. Finally, we observe that the benefit 

of larger board size to reduce earnings management is substantially mitigated in firms with high 

foreign shareholding. 

Our study contributes to the earnings management literature in two ways. First, it extends our 

knowledge on the impact of corporate governance mechanisms in emerging markets, specifically 

Vietnam where new regulations and corporate governance codes were adopted in recent years. 

Many of these changes were intended to improve features like weak protection of minority 

shareholders and low legal enforcement. Vietnam also witnessed privatization of many state-owned 

enterprises since late 2000s. This study can, therefore, shed light upon the divergence of earnings 

quality between state-owned enterprises and private firms. Second, we consider the period in which 

foreign investors were allowed to buy shares of Vietnamese firms. It is therefore interesting to 

examine the effectiveness of foreign investors in reducing the magnitude of earnings management. 

To the best of our knowledge, ours is the first study to analyze the relationship between foreign 

ownership and earnings management in Vietnamese context.  
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The remainder of this study is organized as follows. Section 2 briefly reviews the literature 

and presents the hypothesis. Section 3 presents the research methodology and data description. 

Section 4 reports the results of this study. In Section 5, we present the conclusions. 

 

2. Literature review and hypothesis development 

Current or prospective investors consider earnings as one of the most useful accounting information 

to reflect the financial strength and prospects of a firm (Teoh et al., 1998). The stock price of a 

particular firm whether lower or higher is much likely to be susceptible to the volatility of earnings 

(Guthrie and Sokolowsky, 2010). In addition, it is widely acknowledged that executive 

compensation such as bonuses, stock options, etc. are typically decided based on the corporate 

performance relative to earnings benchmarks (Xie et al., 2003). Thus, earnings are an important 

source of information that can trigger managerial manipulation and increase the information 

asymmetry between insiders and outsiders. Earnings management can be performed in various 

patterns including selection and application of accounting methods and timing of asset acquisition 

and removal (Teoh et al., 1998). According to Schipper (1989), earnings management is apparently 

characterized as a negative and opportunistic mechanism when managers resort to greater room of 

reporting discretion to distort the financial information and thereby serve their own objectives. On 

the contrary, earnings management can be an efficient approach for managers to exactly reflect 

underlying economic substance of the transactions (Palepu et al., 2013). Indeed, Subramanyam 

(1996) claims that discretionary accruals are likely to dictate more informative information by 

addressing the future cash flow and profitability of firms. 

Corporate governance deals with the way various stakeholders control managerial behavior. 

Gillan (2006) categorizes corporate governance mechanisms into internal (e.g., board of directors, 

ownership structure) and external (e.g., debtholders, capital market and market for corporate 

control) mechanisms. Acknowledging that the major function of board is to oversee management 

and improve credibility of financial reports, many researchers focus on addressing the 

characteristics of board and ownership in order to determine the most likely features of an effective 

board. Specifically, the relationship between independent board and earnings management is found 

to be negative (Davidson et al., 2005; Kent et al., 2010). Peasnell et al. (2005) confirm that higher 

degree of board independence creates obstacles for managers to engage in earnings manipulation. 

Klein (2002) also points out that earnings management in term of discretionary accruals is 
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positively related to CEO duality. Ali and Zhang (2015) show that there is relatively smaller 

difference in earnings overstatement between the early and the later years of CEOs' service when 

board is characterized by high degree of independence. Regarding ownership, De Bos and Donker 

(2004) observe that increase in ownership is literally useful in depriving of managerial misconduct 

and thereby boosting earnings quality. Blockholders benefit from temporarily inflated share prices 

through overstatement of earnings around seasoned equity offerings (Guthrie and Sokolowsky, 

2010). Jiang and Kim (2004) find that foreign ownership highly corresponds to earnings timeliness. 

However, all the studies reviewed are primarily conducted in developed countries where 

there is more transparency in accounting disclosures, extensive ownership dispersion and higher 

protection for minority investors. Emerging countries might produce divergent findings (Gonzalez 

and Meca, 2014). Lo et al. (2010) provide evidence that Chinese firms in which different people 

occupy chairman and CEO positions are less likely to perform opportunistic earnings manipulation. 

Gonzalez and Meca (2014) document that increased board independence has limited effect on the 

likelihood of earnings management in a group of listed firms in South America. Wang and Dung 

(2011) show that state-owned enterprises (SOEs) in China are less likely to manage accrual 

earnings than privately owned enterprises (POEs). Chen et al. (2011) observe that audit quality is 

more likely to reduce the practice of opportunistic earnings management in privately owned 

enterprises than state owned ones. 

Hypothesis development 

Board size:  

The literature focuses on board size as one of major corporate governance facets. Agrawal and 

Cooper (2016) document that larger board size, usually characterized by more bureaucracy, 

sluggish communication and slower decision making process, leads to increase in earnings 

management. Jensen (1993) argues that larger board size impairs exchanging information channel 

and coordination between board members, facilitating surging coalition costs. These problems can 

be a bottleneck to effective board oversight of the opportunistic behavior of management and 

introduce noise and bias into financial reports. Chin et al. (2006) report that firms with larger board 

are more likely to engage with earnings management around seasoned equity offers. Similarly, 

Gonzalez and Meca (2014) highlight that larger board size exhibits weaker capacity of monitoring 

management’s discretionary behavior. 
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However, larger board size increases the likelihood of more independent directors enter the 

board, improving the monitoring capacity of board (Coles et al., 2006). Pearce and Zahra (1992) 

document that a larger board size results in higher reduction of managerial opportunistic discretion 

and more feasible decision making. Similarly, Dalton et al., (1999) state that a large board improves 

supervision of management in terms of the expertise and financial knowledge pooled from more 

members who enter the board. Investigating the effects of board characteristics on financial 

reporting quality for a sample of 281 listed firms from the United States, Xie et al. (2003) find that 

a large board helps to deter earnings management. Based on larger sample size in more recent 

period, Ghosh et al. (2010) also indicate that firms with larger board are less likely to manipulate 

earnings. Therefore, the first hypothesis is postulated as follows:  

Hypothesis 1: Larger board size reduces earnings management.   

Foreign ownership:  

Companies with foreign owners are associated with relatively high levels of corporate governance. 

Douma et al. (2006) mention the advantages foreign ownership brings about, specifically 

strengthening monitoring of managers and improving corporate performance. This strand of 

literature is based on the rationale that foreign investor derive benefits from easy access to better 

resources. Additionally, foreign investors pay attention to higher percentage of independent 

directors on board (Chien, 2008). The benefits resulting from the introduction of foreign 

shareholding are consistent with agency and resource-based theories. 

Most prior studies highlight the prominent role of foreign shareholdings in maximizing 

corporate value. Aggarwal et al. (2011) also suggest that foreign institutions advocate for 

introducing a significant number of independent directors on board and specifying a suitable board 

size. Kim (2015) documents that there is basically a positive association between foreign ownership 

and earnings quality based on empirical evidences from most studies in East Asia. Consistent with 

those viewpoints, Jiang and Kim (2004) point out that foreign ownership highly corresponds to 

earnings timeliness in Japanese firms. Based on a sample of Chinese firms, Firth et al. (2007) report 

more foreign ownership is associated with higher degree of earnings informativeness. Chung et al. 

(2004) claim that foreign ownership in Japanese firms is associated with less opportunistically 

earnings manipulations. Guo et al. (2015) also confirm that foreign ownership constrains the 
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practice of earnings distortion in Japanese firms. Based on aforementioned arguments and findings, 

the second hypothesis is formulated as follows: 

Hypothesis 2: Foreign ownership reduces earnings management. 

State ownership:  

The government has a controlling ownership (approximately 25%) in almost all largest listed firms 

in Vietnam (Vu et al., 2011). With various granted privileges, government-related managers or 

politicians have more incentives to act on their own interests rather than to maximize the wealth of 

owners including both the government and minority shareholders. Various agency problems arise 

from state domination of firms because their corporate governance structure is poor and the 

managers explicitly have relatively limited ownership of the assets. Therefore, these managers 

often liquidate assets or expropriate funds to reinforce their political positions or to further their 

individual remuneration. 

As such, Firth et al. (2007) document the positive association between state ownership and 

earnings management. These evidences are probably resulting from the lower quality of corporate 

governance in SOEs where government as majority shareholder has relatively more power to 

nominate CEOs and other executives without any intervention from minority shareholders. 

Overwhelming agency conflicts, contradicted market discipline, together with controlling 

ownership of government leave managers with so much room to exercise opportunistic earnings 

discretion (Wang and Yung, 2011).  

Although SOEs are commonly believed to be ineffective in monitoring management, 

empirical evidence provides some counter findings. Wang and Yung (2011) investigate the effect 

of state ownership in Chinese firms and find that higher degree of state ownership tends to deter 

earnings management. Consistent with that result, Chen et al. (2011) and Wang and Campbell 

(2012) confirm that state owned enterprises are less inclined to distort earnings. Analyzing 

Vietnamese listed firms from 2005 to 2011, Hoang et al. (2014) report that state-owned enterprises 

are less likely to manage accruals than privately owned enterprises. Based on the above-mentioned 

arguments and findings, we formulate the following hypothesis: 

Hypothesis 3: State ownership reduces earnings management. 
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3. Research method and data 

To test the effect of corporate governance mechanisms on earnings management, we follow the 

literature (e.g. Park and Shin, 2004; Davidson et al., 2005; Kent et al., 2010; Wang and Yung, 

2011; Gonzalez and Meca, 2014 and Ali and Zhang, 2015) and use the following regression model: 

 

𝐸𝐸𝐸𝐸𝑖𝑖𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝐵𝐵𝐵𝐵𝐵𝐵𝐵𝐵𝐵𝐵𝑖𝑖𝑖𝑖 +  𝛽𝛽2𝑆𝑆𝑆𝑆𝐵𝐵𝑆𝑆𝐸𝐸𝑖𝑖𝑖𝑖 + 𝛽𝛽3𝐹𝐹𝐵𝐵𝐵𝐵𝑖𝑖𝑖𝑖 + 𝛽𝛽4𝑆𝑆𝑆𝑆𝑆𝑆𝐸𝐸𝑖𝑖𝑖𝑖 + 𝛽𝛽5𝐿𝐿𝐸𝐸𝐿𝐿𝑖𝑖𝑖𝑖
+ 𝛽𝛽6𝐺𝐺𝐵𝐵𝐵𝐵𝐺𝐺𝑆𝑆𝐺𝐺𝑖𝑖𝑖𝑖 + 𝛽𝛽7𝐵𝐵𝐵𝐵𝐵𝐵𝑖𝑖𝑖𝑖 + 𝑌𝑌𝐸𝐸𝐵𝐵𝐵𝐵𝑖𝑖 + 𝑆𝑆𝐼𝐼𝐵𝐵𝐼𝐼𝑆𝑆𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖 

(1) 

 

All variables are defined and presented in Appendix A. Model (1) is estimated using Ordinary 

Least Squares (OLS) regression specification. With unbalanced data OLS regression can lead to 

biased estimation. Wooldridge (2010) therefore recommends using Generalized Least Squares 

(GLS) regression. We follow Liu and Lu (2007) and estimate GLS random effects model. 

Moreover, we follow Wang and Dung (2011) and check whether model results are sensitive to 

various state ownership thresholds of 20%, 30% and 50%.  

Measurement of the dependent variable 

We present two alternative ways to measure earnings management (EM). The first approach is 

Modified Jones model as suggested by Dechow et al. (1995). It mitigates the biased outcomes from 

misspecification of original Jones model (Jones, 1991). By deducting growth in credit sales in 

original Jones model, the modified model technically facilitates higher explanatory power. For the 

second approach, we follow Kothari et al. (2005) who introduce an alternative method to tackle the 

drawbacks of type I errors in modified Jones model. Following Guthrie and Sokolowsky (2010) 

and Chen et al. (2011), we adopt the Performance Augmented Discretionary Accruals model and 

include ROA as inclusive component to control firm performance. The estimation of discretionary 

accruals as proxy for earnings management using these two approaches is described below. 
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Modified Jones model 

To determine the discretionary accruals, we follow the procedure suggested by Dechow et al. 

(1995) and also used by Xie et al., (2003), Davidson et al. (2005), Cornett et al. (2008), Wang and 

Dung, (2011), and Gonzalez and Meca (2014).  

First, we compute the total accruals as: 

TA𝑖𝑖𝑖𝑖 = (∆CA𝑖𝑖𝑖𝑖 − ∆CL𝑖𝑖𝑖𝑖 − ∆CASH𝑖𝑖𝑖𝑖 +  ∆𝑆𝑆𝑆𝑆𝐵𝐵𝑖𝑖𝑖𝑖 − DEP𝑖𝑖𝑖𝑖) (2) 

TAit = total accruals of earnings. 

ΔCAit = change in current assets for firm i in the year t. 

ΔCLit = change in current liabilities for firm i in the year t.  

ΔCASHit = change in cash and cash equivalents for firm i in the year t. 

ΔSTDit = change in debt included in current liabilities for firm i in the year t. 

DEPit = depreciation and amortization expense for firm i in the year t. 

We then perform OLS regression to estimate the parameters associated with the equation for each 

year and industry: 

 TAt

Ait−1
=  β0 �

1
Ait−1

 � +  β1 �
ΔREVit
Ait−1

 � + β2 � 
PPEit 
Ait−1

� + 𝜀𝜀𝑖𝑖𝑖𝑖 (3) 

ΔREVit = change in revenues for firm i in the year t 

Ait-1 = total asset of firm i at the beginning of year t. 

PPEit = level of gross property, plant and equipment for firm i in the year t 

𝜀𝜀𝑖𝑖𝑖𝑖 = error term for firm i in year t. 

 

Based on the estimates for the regression parameters (β0, β1, β2), we estimate each firm’s non-

discretionary accruals (NDCA) as follows: 

NDCAit =  β0 �
1

Ait−1
 � +  β1 �

ΔREVit −  ΔRECit
Ait−1

 � + β2 � 
PPEit 
Ait−1

� + 𝜀𝜀𝑖𝑖𝑖𝑖 (4) 

ΔRECit = change in net accounts receivables from year t−1 to year t (RECit−RECit − 1). 
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We then compute the discretionary accruals (DACit) using the following equation: 

DACit =
TAit

Ait−1
− NDCAit (5) 

The absolute value of discretionary accruals is used to measure earnings management. 

Performance Augmented model 

For the second measure of earnings management, we follow Kothari et al. (2005), Guthrie and 

Sokolowsky (2010), Chen et al. (2011) and Agrawal and Cooper (2016) and include in model (4) 

return on assets as an additional regressor. 

𝑆𝑆𝐵𝐵𝑖𝑖𝑖𝑖
Ait−1

= β0 + β1 �
1

Ait−1
 � +  β2 �

ΔREVit −  ΔRECit
Ait−1

 � + β3 � 
PPEit 
Ait−1

�

+ β4( ROA t−1) + 𝜀𝜀𝑖𝑖𝑖𝑖 
(6) 

We run the regression model (7) to estimate each firm’s non-discretionary accruals (NDCA) 

as follows: 

NDCAit =  β0 + β1 �
1

Ait−1
 � + β2 �

ΔREVit −  ΔRECit
Ait−1

 � + β3 � 
PPEit 
Ait−1

�

+ β4( ROA t−1) + 𝜀𝜀𝑖𝑖𝑖𝑖 
(7) 

Similar to the final step in Modified Jones model, we compute the performance augmented 

discretionary accruals, DAit following the same step as in equation (5). The absolute value of 

discretionary accruals (ADA) is also used as another proxy for earnings management.  
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Measurement of the independent and control variables  

We employ the most widely used board characteristic (board size) and two important ownership 

characteristics (foreign ownership and state ownership) to investigate the effect of corporate 

governance. Similar to Gonzalez and Meca (2014), Badolato et al. (2014) and Agrawal and Cooper 

(2016), board size is measured as the number of directors sitting on the board. Following Guo, et 

al. (2015), we measure the percentage of foreign ownership and following Wang and Yung (2011), 

we use the percentage of state shareholding to measure state ownership.1  

We use a variety of control variables in accordance with the specifications of prior studies 

(i.e. Chen et al., 2011: Ali and Zhang, 2015; Badolato et al., 2015; Ali and Zheng, 2015; Agrawal 

and Cooper, 2016). We control the effect of firm size (SIZE) which is defined as the natural 

logarithm of book value of total assets at the year-end (Guthrie and Sokolowsky, 2010; Badolato 

et al., 2014). The second control variable is leverage (LEV) which is defined as the ratio of total 

debt divided by total assets (e.g. Badolato et al., 2014; Ali and Zhang, 2015; Chen et al., 2011). 

The next control variable is corporate growth prospect (GROWTH) which is measured as the 

percentage change in sales of two consecutive years (Gonzalez and Meca, 2014). We use return on 

assets (ROA) as a variable to control for firm performance (Badolato et al., 2014; Ali and Zheng, 

2015; Chen et al., 2011). As of Guthrie and Sokolowsky (2010) and Chen et al. (2011), we finally 

include year and industry dummies (YEAR, IND) to control for year and industry effects. 

  

Data collection 

We select firms listed on Ho Chi Minh City Stock Exchange (HOSE) and Ha Noi Stock Exchange 

(HNX). Most financial statement information is extracted from the database Orbis. Based on Orbis 

data, we select firms that are listed on both stock exchanges on December 31st, 2014. The criteria 

to select sample firms are: (1) Firms in financial sector are excluded: the practice of removing 

financial institutions is attributed to their atypical accounting records and particular working capital 

structure (Klein, 2002); (2) Firms must have financial statement and corporate governance 

1 To check the robustness of our results, we also use an alternate definition of ownership by constructing a dummy variable which 
is equal to 1 if ownership is higher than 0, and 0 otherwise (Liu and Lu, 2007; and Chen et al. 2014). In addition, we also include 
dummy variables as the cut-off level of 20%,30%,50% state ownership to define SOEs following Wang and Dung (2011) and Hoang 
et al. (2014) 
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information from 2010 to 2014; (3) A firm must have at least more two firms operating in its 

industry. 

The two proxies for earnings management are estimated using a six year rolling window. The 

procedure requires use of lagged year data from 2009 to 2014. Following Guthrie and Sokolowski 

(2010), we winsorize the two proxies for discretionary accruals at the top and bottom 1%. The data 

on corporate governance (board and ownership) are manually collected from annual reports of 

firms. We also check the website in Vietnam (http://vietstock.vn/) for further scrutiny or 

reconciliation to assure the consistency and accuracy of the dataset. The final data set we use in 

our analysis has 2654 firm-year observations for 570 firms from 2010 to 2014.  

 

4. Empirical results 

Descriptive statistics 

Table 1 presents summary statistics for the dependent variable (earnings management), the 

independent variables, and control variables. We observe that both absolute value of discretionary 

accruals DAC and that of ADA have magnitude of mean at 10% and 9% of lagged assets, 

respectively. These results are comparable to 10.3% reported by Wang and Yung (2011) and 9.4% 

in Chen et al. (2011) for firms in China, but much higher than those found in developed countries 

(e.g. average 5% of lagged asset cited by Wang and Dung (2011)). The findings imply that 

emerging markets like Vietnam and China provide more room for managers to manipulate financial 

statement numbers.  

As presented in Table 1, board of directors is composed of on average 5 persons. This seems 

to be literally to comply with the criteria stipulated in the Vietnamese Code requiring a board size 

within a range between 5 and 11 members. With respect to the ownership structure in Vietnamese 

listed firms, we find that the mean percentage of state ownership (STATE) in sample firms is about 

24%. Foreign investors (FOR) hold, on average, 3.34% of equities which is relatively low. In 

addition, median of foreign ownership is 0%, suggesting that firms with foreign shareholding just 

account for small percentage of a whole sample (roughly 18%). Regarding firm characteristics, we 

observe that the total assets (SIZE) of average firm is 61.44 mil Euro. Total debt over total assets 

(LEV), a proxy for leverage, is approximately 24%. The average value of growth, change of annual 

sales (GROWTH), is around 20.63%. It is equal to 23.6% documented by Gonzalez and Meca 

(2014). Finally, the profitability of average firm (ROA) is approximately 7%. 
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Table 2 reports the correlation coefficients between various variables generated from Pearson 

matrix. The correlation results are primarily used to gain some basic insights into the dataset and 

examine the issue of multi-collinearity. In general, board of directors and ownership characteristics 

are somewhat significantly correlated, a result also observed in other studies (i.e Liu and Lu; 2007; 

Kent et al.; 2010, Badolato et al.; 2014). Most statistically significant correlations do not exceed 

0.5, which is still lower than the value of 0.8. Thus the relationship is not strong enough to result 

in misspecifications according to Bryman and Cramer (2005). The results of variance inflation 

factors (VIF) for both major variables and control variables show that most VIF values stay within 

the range from 1.1 to 1.36. These are much lower than the threshold of 10 as indicated in Gujarati 

and Porter (2009), implying that multi-collinearity does not exist in our dataset. 

 

Regression results  

Table 3 presents the results of OLS regression concerning the effects corporate governance 

variables have on earnings management. As observed from the table, the number of members on 

board of directors (BOARD) has a significantly negative relationship with discretionary accruals 

in models 1, 4, 5 and 8. Consistent with Dalton et al. (1999), Xie et al. (2003) and Coles et al., 

(2006) and Ghosh et al., (2010), the findings suggest that a large board bolsters the monitoring 

function in terms of the expertise and financial knowledge. Larger board tones up the probability 

that independent directors enter the board, which greatly facilitates board competencies. This result 

thereby confirms the validity of hypothesis 1.  

Hypothesis 2 relates to foreign ownership and its ability to constrain managerial discretion 

in using financial information to serve their own interests at the expenses of other stakeholders. 

We find that foreign shareholding (FOR) is negatively associated with performance augmented 

discretionary accruals; the regression coefficient is -0.045 (t-statistics = -2.3) in model 6, -0.048 (t-

statistics = -2.38) in model 8. These are statistically significant at the level of 5%. The finding is 

consistent with the prediction of hypothesis 2, suggesting that higher foreign ownership basically 

helps to curb earnings distortion. The result is similar to Chung et al. (2004) and Guo et al. (2015), 

who observe that foreign ownership is associated with less opportunistically earnings 
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manipulations in Japanese firms. But the statistically significant effect of BOARD in our result is 

only evident in the case of ADA as dependent variable.2  

With respect to state ownership, hypothesis 3 predicts that higher proportion of state 

ownership (STATE) negatively affects earnings management exercised by managers. We observe 

that state ownership reduces earnings management; the coefficient is statistically significant at the 

level of 10% in model 4 and 5% in model 8. The result suggests that higher state shareholding is 

more likely to discourage the opportunistic behaviors of management to deliberately misrepresent 

financial reports.3 The findings are entirely in line with Wang and Yung (2011), Wang and 

Campbell (2012) in Chinese market and Hoang et al. (2014) in a sample of Vietnamese listed firms. 

According to Wang and Yung (2011), managers of state-owned enterprises have fewer incentives 

to inflate earnings on financial reports thanks to different incentive structure associated with SOEs, 

specifically supportive credit conditions provided by state financial institutions and guaranteed 

compensation plan for managers. 

Regarding the control variables, the estimated coefficients on leverage (LEV) are 

consistently positive and statistically significant at 1% level across models 1, 2, 3 and 4. The result 

is as expected and in line with findings from (Klein, 2002), Chen et al. (2011), Gonzalez and Meca 

(2014). Positive coefficient on leverage indicates that managers tend to distort financial reports to 

satisfy the requirement of debt covenants (Dechow et al., 1995; Palepu, al et., 2013). In addition, 

there is a positive association between GROWTH and earnings management. Significant 

coefficients are found in all presented models, proving that firms with greater growth rate are 

literally subject to higher degree of restated earnings (McNichols, 2000). As a proxy for firm 

performance, ROA has a significantly positive effect on earnings management regardless of model 

specifications. It is consistent with Wang and Dung (2011), implying that firms are more likely to 

inflate the bottom-line to make themselves profitable and attractive to investors. 

Table 4 reports the impact of board and ownership on earnings management when we use 

the random effects model. Except for foreign ownership, the estimated parameters including sign 

and statistical significance of other variables are generally consistent with the findings documented 

from OLS regression. In particular, the negative relationship between foreign ownership and 

2 Due to relatively high correlation between SIZE and LEV, we rerun the regressions excluding SIZE. Untabulated results indicate 
that foreign ownership is significantly and negatively related to earnings management for both DAC and ADA. 
3 The findings on state ownership are qualitatively similar when we use cut-off levels of 0%, 20%, 30%, 50% state 
ownership. 
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earnings management becomes significant across models, which is not evident in case of OLS 

regression. As such, the coefficient of foreign ownership (FOR) on earnings management is -0.036 

(t-statistics = -1.94) and -0.035 (t-statistics = -1.81) in model 2 and 4 respectively. All of them are 

significant at 10% level. The foreign ownership is also significantly and negatively associated with 

earnings management at 5% in model 6 and 8. The effectiveness of foreign ownership to slash 

earnings management is therefore robust relative to either measurement of discretionary accruals. 

Additionally, the effects of state ownership on earnings management become stronger. The 

coefficients of state ownership (STATE) are significantly negative with earnings management 

across all models. It is significant at 5% level in model 3, and highly significant at 1% level in 

model 4, 7 and 8, implying that SOEs manipulate earnings to lesser extent than privately-owned 

firms (Hoang et al. 2014). Concerning control variables, the results are qualitatively the same to 

the findings in Table 4. 

Table 5 presents the results concerning the impact of board and ownership and the interaction 

between board size and foreign ownership (BOARD*FOR) on earnings management.4 In order to 

check the robustness of the results, we use an alternative definition of foreign ownership: it is a 

dummy variable equal to 1 if foreign ownership exceeds 10%, and 0 otherwise. The number of 

board members, BOARD, has a significantly negative association with abnormal accruals at 1% 

level in all models. The result of state ownership on earnings management is consistent with those 

presented in Table 3 and 4. We also find that foreign ownership has a negative and significant 

relationship with earnings management regardless of which proxies used. The relationship is 

significant at the level of 5% in model 1, 2 and 3, suggesting that the presence of foreign investors 

strengthens monitoring and prevent managers from introducing bias and noise to financial 

information.  

We observe that the joint effect of board size and foreign ownership on earnings management 

is positive; the regression coefficient is 0.174 in model 1 and 0.136 in model 3, both statistically 

significant at 5% and 10% level with DAC and ADA, respectively. Interaction between board size 

and foreign ownership is also significantly and positively related to earnings management when 

we use alternative definition as dummy for 10% or higher foreign ownership. The coefficient 

(BOARD*FOR10) is significant at 5% level with DAC in model 2. The finding suggests that larger 

4 We also check other interactive terms, specifically board size and state ownership as well as foreign ownership and state ownership 
although they are not literally the variables of our interest. We finally find no significant effects out of these interaction terms. 
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board size critically impair the benefits of foreign ownership to constrain earnings distortion. This 

result is in line with Choi et al. (2012) who also highlight the moderating effect of foreign board 

membership on the positive relationship between foreign ownership and firm value. An explanation 

could be that larger board does not inevitably result in the appointment of more independent 

directors in firms with higher foreign shareholding.5 Foreign blockholders can basically take 

advantage of their dominance to appoint more foreign interest-affiliated directors on board to serve 

their own incentives, mitigating the effectiveness of board size to reduce earnings distortion.  

 

5. Discussion and conclusion  

This study investigates whether board of directors and ownership characteristics are related to the 

practice of earnings management in Vietnamese listed firms. Based on the sample of 570 non-

financial firms from 2010 to 2014, the study shows that a larger board is more likely to constrain 

the level of earnings management. The result is in line with Xie et al. (2003) and Ghosh et al. 

(2010). Indeed, a large board improves board supervision management in terms of the expertise 

and financial knowledge pooled from more members who enter the board (Dalton et al., 1999). In 

addition, a significantly negative association between state ownership and earnings management is 

documented. Our finding is consistent with Wang and Yung (2011), Wang and Campbell (2012) 

and Hoang et al. (2014). As such, managers in SOEs are held less accountable for the corporate 

performance even in tough time due to the fixed compensation plan and ultimate protection from 

the state in term of supportive credit conditions (Wang and Dung, 2011). Finally, foreign ownership 

has significant effect on reducing opportunistic behaviour of managers to engage with earnings 

distortion and financial frauds. Consistent with Chung et al. (2004) and Guo et al. (2015), the 

findings imply that introduction of foreign shareholding in ownership structure enhances 

monitoring function, alleviates information asymmetry, accordingly resulting in the decrease in 

earnings management. Finally, earnings management may not be reduced in proportion to larger 

board size if firms are intensely concentrated with foreign ownership.   

Although this study provides a number of interesting results and insights, the results raise 

additional research questions that merit further study.. First, the study is conducted to examine the 

effects of board size, foreign and state ownership on earnings management in Vietnamese listed 

5 According to Choi et al. (2012, p. 221), “it is possible that foreign block shareholders do not necessarily guarantee the enhancement 
of firm value in proportion to their level of ownership, especially when they appoint board members to serve on their own behalf”. 
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firms. We do not have access to many other corporate governance features that may be important 

for Vietnamese firms. Failure to consider the heterogeneity of corporate governance can undermine 

the generalizability of this study. Second, board and ownership characteristics have so far been 

assumed to have an effect on earnings management, but the likelihood that these attributes are 

explained by the magnitude of discretionary accruals raise concerns about the endogeneity issue 

(Kent et al., 2010). Specifically, the causality of foreign ownership on earnings management is not 

basically proven, which might bias the result because foreign ownership might be attached to firms 

with high degree of corporate governance and transparency (Kim, 2015). Third, although two 

specific proxies for earnings management have been employed in the analysis, there is no universal 

agreement on the correct measurement of earnings management in extant literature. So our results 

may be exposed to estimation errors. Finally, the data availability of board of directors and 

ownership characteristics also exerts a critical impact on the final result. Missing data makes the 

findings vulnerable to type II error as companies with limited disclosures of corporate governance 

facts are more likely to engage in earnings management. 

In conclusion, this study has provided critical insights to the extant literature concerning the 

effect between corporate governance mechanisms and earnings management. It enhances the scope 

of corporate governance and its effectiveness relative to earnings management in a transitional 

economy, specifically Vietnam where weak protection of minority shareholders and legal 

framework are apparently witnessed. In addition, the study sheds light upon the conflicting 

evidence regarding the divergence of earnings quality between state owned enterprises and private 

firms. This study also provides practical implications for policy makers. Further reform in terms of 

legal framework, administrative procedure, financial and board disclosures and regulatory 

oversight should be on the authority’s agenda to enhance the transparency of accounting reports 

and protection for minority shareholders. Finally, the process of privatization in various sectors 

should be accelerated to attract strategic foreign investors and thereby gradually reducing the 

presence of state as a controlling shareholder. 
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Table 1: Summary statistics. 
 

Variable N Mean Std. Dev. Median p25 p75 

Dependent 
DAC 2644 0.10 0.11 0.07 0.03 0.13 

ADA 2579 0.09 0.09 0.06 0.03 0.12 

Independent 

BOARD 2654 5.46 1.09 5 5 6 

FOR (%) 2654 3.34 9.81 0 0 0 

STATE (%) 2654 24.37 24.57 18.75 0 51 

Control 

SIZE (Mil Euro) 2654 61.44 184.63 16.61 6.95 46.35 

LEV (%) 2601 23.69 18.9 22.33 5.82 37.59 

GROWTH (%) 2650 20.63 64.94 10.06 -5.60 28.28 

ROA (%) 2654 6.99 8.44 5.02 1.58 10.38 
 

Notes: This table presents the descriptive statistics of all variables. It shows the number of observation (N), 
mean, standard deviation (Std. Dev), median, 25th percentile (p25) and 75th percentile (p75). All variables are 
defined in Appendix A. 
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Table 2: Pearson correlation matrix 

 

 DAC ADA BOARD FOR STATE SIZE LEV GROWTH ROA 
 DAC  1         
 ADA  0.85** 1        
 BOARD  -0.06** -0.05* 1       
 FOR  -0.05* -0.05* 0.23** 1      
 STATE  -0.05* -0.06** -0.14** -0.18** 1     
 SIZE  -0.02 0.01 0.29** 0.14** 0.03 1    
 LEV  0.03 0.02 0.08** -0.03 -0.02 0.41** 1   
 GROWTH  0.15** 0.11** -0.01 -0.01 -0.01** 0.08** -0.03 1  
 ROA  0.09** 0.06** 0.07** 0.06** 0.08** -0.02 -0.36** 0.18** 1 

          

 Correlation estimate **, * indicate significance at the 1%, 5%, level (two-tailed), respectively. All variables are defined in Appendix A.   
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Table 3: Impact of board size, foreign ownership and state ownership on earnings management – OLS regression 
 

 DAC ADA 
 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8 

BOARD -0.052***   -0.054*** -0.051**   -0.053** 
 (-2.61)   (-2.64) (-2.51)   (-2.53) 
FOR  -0.031  -0.03  -0.045**  -0.048** 
  (-1.59)  (-1.52)  (-2.3)  (-2.38) 
STATE   -0.029 -0.044**   -0.041** -0.06*** 
   (-1.47) (-2.19)   (-2.06) (-2.94) 
SIZE -0.034 -0.045** -0.049** -0.025 -0.002 -0.011 -0.017 0.011 
 (-1.46) (-2.01) (-2.23) (-1.06) (-0.09) (-0.46) (-0.75) (0.45) 
LEV 0.079*** 0.078*** 0.082*** 0.076*** 0.034 0.031 0.037 0.029 
 (3.36) (3.3) (3.47) (3.21) (1.41) (1.29) (1.52) (1.21) 
GROWTH 0.111*** 0.112*** 0.109*** 0.105*** 0.079*** 0.08*** 0.075*** 0.072*** 
 (5.51) (5.56) (5.38) (5.22) (3.7) (3.73) (3.52) (3.37) 
ROA 0.099*** 0.097*** 0.099*** 0.103*** 0.067*** 0.066*** 0.069*** 0.074*** 
 (4.45) (4.36) (4.44) (4.64) (2.95) (2.88) (3.01) (3.24) 
Constant 0.576*** 0.549*** 0.54*** 0.571*** 0.012 -0.016 -0.028 0.003 
 (3.58) (3.42) (3.36) (3.55) (0.08) (-0.09) (-0.17) (0.02) 
Industry Yes Yes Yes Yes Yes Yes Yes Yes 
Year Yes Yes Yes Yes Yes Yes Yes Yes 
Ad. R2 0.078 0.077 0.077 0.08 0.047 0.047 0.046 0.051 
N 2591 2591 2591 2591 2526 2526 2526 2526 

The t-values are in parentheses. **, **, * indicate significance at the 1%, 5%, 10% level (two-tailed), respectively. All variables are defined in 
Appendix A 
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Table 4: Impact of board size, foreign ownership and state ownership on earnings management – random effects model 
 

 DAC ADA 
 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8 
BOARD -0.065***   -0.068*** -0.058***   -0.061*** 
 (-3.12)   (-3.21) (-2.63)   (-2.68) 
FOR  -0.036*  -0.035*  -0.046**  -0.05** 
  (-1.93)  (-1.81)  (-2.36)  (-2.46) 
STATE   -0.049** -0.065***   -0.062*** -0.081*** 
   (-2.13) (-2.76)   (-2.65) (-3.35) 
SIZE -0.011 -0.025 -0.029 -0.002 0.022 0.012 0.006 0.034 
 (-0.43) (-0.98) (-1.16) (-0.07) (0.77) (0.43) (0.23) (1.18) 
LEV 0.095*** 0.094*** 0.098*** 0.093*** 0.048 0.046 0.05 0.045 
 (3.1) (3.05) (3.17) (3) (1.5) (1.43) (1.56) (1.41) 
GROWTH 0.103*** 0.104*** 0.101*** 0.097*** 0.062** 0.063** 0.06* 0.057* 
 (3.27) (3.31) (3.22) (3.1) (2) (2.02) (1.92) (1.82) 
ROA 0.112*** 0.109*** 0.112*** 0.119*** 0.082*** 0.081*** 0.085*** 0.091*** 
 (3.54) (3.46) (3.56) (3.75) (2.64) (2.58) (2.71) (2.93) 
Constant 0.158*** 0.154*** 0.156*** 0.151*** 0.211*** 0.207*** 0.209*** 0.202*** 
 (2.95) (2.87) (2.9) (2.82) (3.76) (3.66) (3.71) (3.59) 
Year Yes Yes Yes Yes Yes Yes Yes Yes 
Overall R2 0.053 0.05 0.051 0.057 0.046 0.046 0.047 0.046 
N 2591 2591 2591 2591 2526 2526 2526 2526 

The t-values are in parentheses. **, **, * indicate significance at the 1%, 5%, 10% level (two-tailed), respectively. All variables are defined in 
Appendix A. 

23 
 



Table 5: OLS regression results of the interaction between board size and 
foreign ownership  

DAC ADA  
Model 1 Model 2 Model 3 Model 4 

BOARD -0.074*** -0.077*** -0.068*** -0.064*** 
 

(-3.31) (-3.36) (-3.00) (-2.73) 

FOR -0.195**  -0.177**  
 

(-2.49)  (-2.23)  

FOR10 
 

-0.656** 
 

-0.444 
 

(-2.47) 
 

(-1.64) 

STATE -0.045** -0.043** -0.061*** -0.061*** 
 

(-2.23) (-2.15) (-2.97) (-2.95) 

BOARD * FOR 0.174**  0.136*  
 

(2.18)  (1.68)  

BOARD * FOR10 
 

0.183** 
 

0.092 
 

(2.18) 
 

(1.07) 

SIZE -0.021 -0.022 0.014 0.014 
 

(-0.90) (-0.92) (0.57) (0.57) 

LEV 0.074*** 0.074*** 0.028 0.028 
 

(3.14) (3.14) (1.15) (1.15) 

GROWTH 0.105*** 0.105*** 0.072*** 0.072*** 
 

(5.19) (5.20) (3.36) (3.36) 

ROA 0.104*** 0.103*** 0.075*** 0.075*** 
 

(4.67) (4.64) (3.27) (3.27) 

Constant 0.574*** 0.644*** 0.005 0.064 
 

(3.57) (3.95) (0.03) (0.38) 

Industry Yes Yes Yes Yes 

Year Yes Yes Yes Yes 

Ad. R2 0.088 0.0811 0.058 0.051 

N 2591 2591 2526 2526 

The t-values are in parentheses. ***, **, * indicate significance at the 1%, 5%, 10% level 
(two-tailed), respectively. All variables are defined in Appendix A.  
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Appendix A: Variable definitions. 

 
Variable  Definition 

Dependent  

DAC The absolute value of discretionary accruals 

ADA The absolute value of performance augmented 

discretionary accruals 

Independent  

BOARD The total number of directors on board 

FOR Percentage of foreign ownership 

STATE Percentage of state ownership 

Control  

SIZE Natural logarithm of book value of total assets 

LEV Ratio of total debt divided by total assets 

GROWTH Percentage of change in annual sales  

ROA Net income divided by total assets 
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