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Abstract: The purpose of this study is to examine the impact of social relations among the board
members on earnings management in Pakistani listed companies. Specifically, we have analyzed
the social networks between CEO and outside board members. The modified Jones model has been
used in this study to measure earnings management and we have captured social relations through
SOCIAL (Social networking index). Our results suggest that firms with more connected boards show
a positive relationship between board independence and earnings management. Further, we have
shown that firms with CEO duality exhibit a higher association between social connections of the
board and earnings management than firms with non-duality. Social relations among the board
members undermine monitoring ability of outside directors and the impact becomes more severe in
the presence of CEO duality.
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1. Introduction

In this study, we have analyzed the effect of social relations between outside directors and CEO on
earnings manipulation. In line with previous studies (Hwang and Kim 2010), we define social relations
as non-familial relations. These relationships develop from present and previous employment and
education. These kinds of relationships among the board of directors and top management weaken
the corporate governance mechanism of the company and lead to corporate inefficiency (Dey and Liu
2010; Fracassi and Tate 2012; Hwang and Kim 2009; Hwang and Kim 2010; Schmidt 2015; Westphal
and Graebner 2010). In our research, we have also incorporated the impact of CEO duality on earnings
management because prior research shows that CEO duality has an effect on earnings management
(Klein 2002) and networking within the board (Fracassi and Tate 2012). As separation of CEO and
chairman of the board was not mandatory in Pakistan until 2012, a dual role of CEO and Chairman was
prevalent in listed companies; thereby, a CEO’s position was more powerful. For example, Fracassi and
Tate (2012) suggested that powerful CEOs prioritize board members from their own social network and
provide them access to inside information, which ultimately hinders an effective monitoring process
(Jensen 1993).

The motivation of this research is derived from the following reasons:

(1) CEOs with social ties may undermine the independence of the board in order to gain personal
benefit (i.e., compensation plan & tenure extension) and implement CEO friendly policies. The board
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is responsible for monitoring the CEO’s decisions but a board with social ties may be reluctant to act
against CEO interests (Krishnan et al. 2011).

(2) Previous literature pointed out that social networks among board members and CEOs weaken
the monitoring system, even if they are independent, according to the definition provided by the
regulators (Dey and Liu 2010; Fracassi and Tate 2012; Hwang and Kim 2010; Schmidt 2015; Westphal
and Graebner 2010).

(3) The absence of guidelines covering social connections among board members in the “Code of
Corporate Governance in Pakistan”.

(4) The existence of powerful CEOs (CEO duality) in Pakistani listed companies.

Accounting numbers are used to measure the firm performance, and these numbers are very
important because they convey information related to current and future inflows and outflows of the
firms to the existing and potential investors. However, accounting standards (IAS and IFRS) allow
managers to use their discretion in the calculation of accounting earnings, such as estimation of bad
debts and depreciation. Managers can use their discretion for exaggeration of the accounting numbers
in order to deceive investors and creditors about a firm’s performance.

Agency theory (Jensen and Meckling 1979) posits the presence of possible conflicts of interest
between management objectives and stockholders’ objectives, which could incentivize management
to track their own goals dissimilar to the shareholders’ goals. Managers have access to inside
information that could be utilized for their own benefits (Easley and O’hara 2004), so they might
be involved in manipulation of information for their own motives such as increasing managerial
compensation, avoiding violation of debt covenants and technical default, influencing investors
expectations, and reducing the cost of capital.

‘Earnings management occurs when managers use judgment in financial reporting and in
structuring transactions to alter financial reports to either mislead some stakeholders about the
underlying economic performance of the company or to influence contractual outcomes that depend
on reported accounting numbers’ (Healy and Wahlen 1999).

The debate on earnings management has been the center of attention in recent years for researchers
and regulators in the context of financial accounting and management and is usually linked with
corporate governance mechanisms (Chen et al. 2010; Cornett et al. 2008; Feldmann and Schwarzkopf
2003; Jaggi and Tsui 2007; Uadiale 2012; Wei 2007) and family firms (Jiraporn and DaDalt 2009; Lim et
al. 2014; Villalonga and Amit 2010). In addition, board independence is one of the major characteristics
of corporate governance that plays a vital role in monitoring and improving the quality of financial
reporting (Carcello and Neal 2000, 2003; Klein 2002; Krishnan 2005). On the one hand, outside directors
on the board are key to effective monitoring mechanisms and play an important role in constraining
these opportunistic behaviors of management (Klein 2002). On the other hand, directors, who have
social-ties with the CEO, may work on the board as outside directors but might not improve the
monitoring, instead place more importance on their social-ties (Fracassi and Tate 2012).

7

It is still unclear which characteristics measure the real independence of directors (Hwang and Kim
2010). Therefore, this study is an attempt to focus on one of the most important characteristics, i.e., social
connections between CEOs and outside directors that seem to undermine board independence.
Moreover, social relationships among the team/board members play important roles in creating
and maintaining the normative expectations in the team/board (Mills and Clark 1982; Uzzi 1996).
Therefore, these relationships might be used by CEOs to influence the decision and undermine the real
independence of the board. Similarly, Krishnan et al. (2011) highlighted in their study that preexistence
of social relationships of a CEO with independent directors weakens the ability of independent
directors to question his/her decisions, intentionally or unintentionally.

Sarbenes Oxley Act identified a CEO as one of the key positions to ensure the reliability and
objectivity of financial statements. On one hand, a CEO as part of management is responsible for
maintaining the transparency in the financial statement, and the board of directors are supposed to
monitor the decisions of the management including the CEO. On the other hand, social relations of a



Int. J. Financial Stud. 2017, 5, 34 3of 14

CEO with board members did not catch the attention of previous researchers and regulators have not
developed formal guidelines in this regard such as a “code of corporate governance” (Hwang and Kim
2010). These social relations can influence the transparency of accounting records and undermine the
monitoring of independent directors. Fracassi and Tate (2012) showed that social connections reduce
a firm’s value in the absence of other governance mechanism, such as investor protection and weak
law enforcement. In Pakistan, other governance mechanisms are either weak or virtually non-existent
(Ashraf and Ghani 2005). Similarly, Leuz et al. (2003) clustered the countries according to their
institutional settings in the study, where Pakistan was ranked in the third cluster (insider economies).

These settings and characteristics of Pakistan provide an ideal environment to conduct a study on
board monitoring mechanisms and earnings management in the context of social-ties between a CEO
and outside directors.

Hwang and Kim (2010) and Krishnan et al. (2011) analyzed the link between social relationships
of directors with CEOs and suggested that these relationships increased the likelihood of earnings
management. But prior work is mostly focused on the western part of the world. Fan and Wong (2002)
suggested that studies conducted in developed economies could not be generalized to developing
economies because ownership structure and institutional settings are different from developed parts
of the world.

Our results make significant contributions to the existing research on socially connected boards
and costs of these social relationships for corporate governance. Specifically, we have shown that
socially connected directors are positively related with earnings management and the relationship
becomes more prominent in the presence of CEO duality. Our research also provides new evidence
on the effectiveness of independent directors in the presence of social relationships with CEOs.
Our findings suggest that independent directors are unable to constrain the earnings management
activities in the presence of a social relationship with a CEO. As a result, a regulatory authority (such as
Securities Exchange Commission Pakistan) can incorporate guidelines related to social relationship in
the ongoing reform of corporate governance. The findings of the study make an important contribution
to the literature of corporate governance from the perspective of independent directors. We add further
evidence to previous literature on CEO affiliations by analyzing social affiliation, similar to previous
researchers that have analyzed political affiliation (Cheema et al. 2016; Li et al. 2016) and familial
affiliations (Chi et al. 2015).

The remainder of the paper is organized as follows: In the later part, we have reviewed the
literature and develop hypotheses. Then, we have discussed our research design. In the last section,
we have explained the results and have drawn conclusions.

2. Review of Literature and Research Hypothesis

2.1. Board Monitoring Mechanism and Earnings Management

In most of the developing countries, external governance mechanisms are not effective and
efficient and consequently, more focus is placed on the internal governance mechanism (Young et al.
2008). For the listed companies, the board of directors is perceived to be a crucial part of the internal
monitoring mechanism and is responsible for overseeing the managements’ opportunistic actions.
Particularly, independence of a board is a fundamental component of constraint earnings management,
as a board comprising more outside directors can provide more independence, competency, and
experience to the firm. Therefore, the code of corporate governance of Pakistan requires all listed
companies to acquire independent directors with essential knowledge, skills, and experience (Securities
and Exchange Commission of Pakistan 2012). These characteristics strengthen the board monitoring
over management and its opportunistic behavior. For instance, Cornett et al. (2009) concluded in their
study that outside directors deter management from opportunistic behavior. Similarly, independence
in the board is key to effective monitoring of the financial reporting process (Klein 2002). Furthermore,
Beasley (1996) argued that there is less probability of financial fraud in firms where more outside
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directors are on the board. The likelihood of engaging in financial fraud is lower in firms with boards
having more independent directors (Agrawal and Chadha 2005).

Monitoring Effects of Board Independence in the Presence of Social Relationships

According to the governance theory, a board of the directors is representative of shareholders to
monitor the decisions of management. Board independence leads to a smooth flow of information
among all the channels of the company, increasing the credibility of information, keeping proper checks
and balances on management, decreasing the probability of fraud (Agrawal and Chadha 2005; Beasley
1996) and, increasing the quality of disclosure (Chen and Jaggi 2001). These things create a positive
image for the company in the minds of investors. Board independence with respect to management
is important for monitoring and controlling management’s action (Krishnan et al. 2011). On the
contrary, if the outside director is not independent from management, he/she might fail to perform
unbiased monitoring. For example, Fracassi and Tate (2012) pointed out that a director, who had
social relations with a CEO, might work on the board as an outside director or so-called independent
director (not really independent). According to (Dechow et al. 1996), firms with greater dominance
of management on the board are more susceptible to financial fraud. However, network ties also
appeared to weaken corporate governance, leading to distortions in director’s selection (Kuhnen 2009),
CEO retention decisions (Nguyen 2012), and corporate investment (Guner et al. 2008). Hallock (1997)
found positive correlations between CEO compensation and the fact that a firm had an interlocking
relationship with another firm. In addition, several recent papers argued that network connections
through cross-directorships led to higher executive compensation (Guedj and Barnea 2009; Hwang
and Kim 2009; Larcker et al. 2005). In addition, CEO/CFO social ties with outside directors (Krishnan
et al. 2011) and CEO social ties with audit committees increase earnings management (Hwang and
Kim 2010). From the existing literature, it can be observed that social relations of the directors with
CEOs may affect the monitoring ability of independent directors. In light of the above-mentioned
discussion, we hypothesize that:

Hypothesis 1. Existence of social connections among the board members with a CEO undermines the
relationship between board independence and earnings management.

2.2. Dual Structure of a CEO and Chairman of the Board

According to agency theory, the chairman of the board should be independent from any executive
role in the management. The dual structure of a CEO/Chairman allows a CEO to obtain available
information from inside the board that ultimately hinders effective monitoring (Jensen 1993). Klein
(2002) conducted a study on U.S. companies using a sample of 687 firms and calculated aggregate
accruals through Jones” model (Jones 1991). The results of his study showed the positive relation
between CEO duality and earnings management. Similarly, Cornett et al. (2008) suggested that the
separate role of a CEO and Chairman of the board provides more efficient monitoring.

The code of corporate governance in Pakistan did not require the separation of chairman of the
board and Chief Executive Officer (CEO) until 2012 (Securities and Exchange Commission of Pakistan
2012), which may have led to a power concentration of a CEO to deal with business activities and
managerial decisions. A socially connected CEO with the board of directors may influence the decision
of the board and involve opportunistic behaviors, such as Larcker et al. (2005) suggested that the “back
door” distance between a CEO and the chair of his/her compensation committee and found that closer
connections between the CEO and the chair of the compensation committee result in higher CEO
compensation. In addition, Hwang and Kim (2010) conducted a study on social ties between CEOs
and the board of directors, who are also a part of the audit committee and suggested that these social
ties increase the earnings management activities. Furthermore, the dual power of a CEO increases
the magnitude of the influence on the board decisions. Zajac and Westphal (1996) found evidence
that firms in which the CEO had more control over the director selection process are more likely to
add directors having a history of implementing CEO-friendly policies. Similarly, Fracassi and Tate
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(2012) showed that dominant CEOs hire directors from their pre-existent relationships. In light of the
aforementioned discussion based on previous studies, we expect that social connections of CEO with
a board of directors will have more severe impact on earnings management in the presence of CEO
duality. Hence, we hypothesize that

Hypothesis 2. The impact of CEO-board social relations on earnings management will be higher in the presence
of CEO duality.

3. Research Design

For analyzing hypothesis one, we have used Equation (1) and divided our total sample into
two sub samples based on the score of Social Networking Index (SOCIAL, hereafter). Sub sample one
includes only those firms whose individual SOCIAL score is more than the mean of the total sample
and are labelled as “connected-board”. Sub-sample two includes only those firms whose SOCIAL
score is less than the mean of the total sample and are labelled as “non-connected-board”. We use
Equation (1) for two sub-samples “connected-board” and “non-connected-board” and the results
support the hypothesis of this study

EM;; = Bg + B1BIND;; + B,CFO;¢ + B3SIZE;; + B4LEVERAGE;; + & (1)

For analyzing hypothesis two, we have used Equation (2) and divided our sample into
two sub-samples based on the existence of CEO duality in the firms. Sub-sample one includes
only those firms in which CEO duality exists and are labelled as “dual”. Sub-sample two include firms
in which CEO duality does not exist and are labelled as “Non-dual”. We use Equation (2) for both
subsample and the findings support our hypothesis.

EMit = E)() + BlSOCIAth + BzCFOit + ﬁgSIZEit + B4LEVERAGEH + €it (2)

3.1. Measurement of Earnings Management

Total accruals have become the most commonly used proxy in academic accounting for capturing
the earnings manipulation (Dechow et al. 1995). Total accruals include non-discretionary -and
discretionary accruals: those accruals which only can be determined by economic conditions of
a firm are considered as non-discretionary accruals. Discretionary accruals represent earnings
manipulation and these accruals are usually used by managers to achieve the earnings target artificially.
In short, managers use their discretionary power in the selection of different accounting methods for
manipulation of the earnings; these practices are known as earnings management, and this point of
view is backed by existing literature in the related field, for example (Bartov et al. 2000; Dechow et al.
1995; Holthausen et al. 1995; Jones 1991; Warfield et al. 1995).

As pointed out by researchers, discretionary accruals are symbolic of the managed part of accruals
that is used for earnings management, which may be positive or negative, depending on the implied
inspiration of firm or management, whether management wants to overstate or understate the earnings.
Overstatement of earnings may be a sign of various types of inspirations, for example, to raise the stock
price with deceiving intentions for issuing new shares in a secondary market or firm to try to meet or
beat the analyst’s forecast. On the other hand, understatement similarly leads to different underlying
inspirations, particularly to stay away from the regulatory costs. Therefore, previous researchers
supported the view of considering the absolute value of the abnormal part of the accruals in order to
capture both motivation, either overstatement or understatement of the earnings (Becker et al. 199§;
Jiambalvo et al. 2002; Warfield et al. 1995). As Pakistan is not an exception, the firms in Pakistan may
have both inspirations so the value may be negative or positive on the basis of the implied motivations
of every firm.

Model for Capturing Earnings Management
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Various accruals models are used to estimate the earnings management models, as suggested
by a variety of researchers in their studies, for example (DeAngelo 1986; Dechow et al. 1995; Healy
1985; Jones 1991; Kothari et al. 2005). Among all the mentioned models, prior studies considered that
the Jones Model 1991 and the modified Jones Model Dechow 1995 are more dominant for capturing
earnings management. We used the modified Jones model to measure the earnings management
for our main analysis and we have also used the Jones model for our robustness analysis in the

Appendix A.
TA; ( 1 > ( AREV}; > (PPEit >
= + + & + € (3)
Aj1 "\ Ay 2\ A S\ A B
TA; 1 AREV;; — AAR; PPE;
DA;, = —1t _ g, ——— 4, [ 20 Vit T DARNE A it 4
T A [al <ATit1> * a2< ATjtq s AT q @)

where TA;; (Total Accrual) = Net income;; (earnings before extraordinary items and discontinued
operations) — Cash Flowj; for firm i in the year t; DA;; (Discretionary Accrual) = Total accrual —
Normal Accrual; AREV;; = Change in net revenue (Sales) for firm i in the year t; AAR;; = Change in
accounts receivable for firm i in the year t; Aj_; = Total assets for firm i in the year t; ¢;; = Error term
for firm i in year t.

3.2. Measurement of Social Networking Index (SOCIAL)

To measure social relationships of outside directors with a CEO, we observed their current
employment (designation, organization and corporate boards on which they serve), previous
employment (organization, designation, and number of years they served), and educational
background (institutions, degrees and years of study). We followed Fracassi and Tate (2012) in
the calculation of SOCIAL. The scores are calculated as 0 and 1. If the CEO and outside director are
currently serving on the board of any other organization the score will be 1, otherwise 0. If the outside
director and CEO have served together in the past, the score will be 1, otherwise 0. If the CEO and
outside directors have any academic connection, the score will be 1, otherwise 0. All three scores are
accumulated for all the directors and divided by the number of outside directors to obtain the average
social networking score for each company. The average score is considered to avoid any kind of bias.
Then, the mean is calculated to classify the companies into two categories. The first category includes
the companies whose score is above the mean, and the second category includes the companies whose
score is below than mean. In the end, we used a dummy variable for socially connected firms and
assigned 1 to those firms whose social networking score is higher than mean or 0 otherwise. See the
following equation for the Social networking index:

(SED; + SCE; + SPE;)

SOCIAL; = - -
Total number of outside director;

©)

In Equation (4), SOCIAL; represents the SOCIAL score for firm i, SED; represents education
background connection of the CEO and outside directors of the i firm, SCE; represents current
employment connection of the CEO and outside directors of the it" firm, SPE; represents prior
employment connection of the CEO and outside directors of the i firm, divided by the number
of outside directors on the board. On the basis of the mean (1.30), the sample is divided into two parts.
The first part includes companies whose SOCIAL score is higher than 1.30 and the remainder are those
whose SOCIAL score is less than 1.30. The other variables used in the study are defined in Table 1.
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Table 1. Variables Definition.

Variables SIGN Measurement

Dependent Variable

Abnormal Accrual EM Absolute abnormal accrual used as a proxy for earnings management
Independent Variables
Total independent directors on the board divided by the total number of

Board independence BIND the directors on the board.
Social Networking SOCIAL It is a dummy variable if SNI score above mean, is equal to 1, otherwise 0.
Control Variables Measurement
Size SIZE Natural log of Total Assets
Cash flow Operations CFO Cash flow operations divided by lagged total assets
Leverage LEVERAGE Total debt over total assets

3.3. Data and Sample Selection

Our sample contains data of companies listed on the PSX (Pakistan stock exchange) for the period
of four years from 2010 to 2013. The PSX (Pakistan stock exchange) is the largest stock exchange of
Pakistan. The Index that is used for Karachi stock exchanges is the KSE-100 index. As described by
the official website of the Pakistan stock exchange, the KSE-100 Index was constructed in November
1991 with a base value of 1000 points. This index includes the top one hundred companies and the
basis for choosing those companies is sector representation and highest market capitalization. Those
selected companies cover more than 90% of whole capitalization of the firms listed on the Exchange.
Our sample consists of 49 non-financial companies from the KSE-100 index. The financial companies
are excluded, because these companies have different governance and regulatory mechanisms. Some of
the non-financial companies are also excluded because of unavailability of data for the years from 2010
to 2013. We access different sources for acquiring information on social profiles of the directors such as,
annual reports and official websites of the companies.

4. Empirical Analyses

Table 2 summarizes the descriptive statistics of the variables used in the study. The earnings
management (EM) has a mean of 0.1485. The mean value of the proportion of outside directors (BIND)
is 0.1561, which means that on average a company has 15.61% outside directors. The mean of the
social networking index (SOCIAL) is 0.6630, which means that in 66.3% of firms, the CEOs have social
connections with outside directors. The mean of the dual structure of the CEO (DUAL) is 0.4673,
showing that 46.73% of firms have CEO duality.

Table 2. Descriptive Statistics.

Variables Mean Median Std. Deviation Max Min
EM 0.1485 0.0982 0.1854 1.6833 0.0000
BIND 0.1561 0.1250 0.1577 0.7778 0.0000
SOCIAL 0.6630 1.0000 0.4739 1.0000 0.000
DUAL 0.4673 0.0000 0.5003 1.0000 0.000
CFO 0.0665 0.0514 0.1209 0.5456 —0.2512
SIZE 22.8987 22.7379 1.2403 26.5472 20.4523
LEVERAGE 0.5669 0.5656 0.1911 1.2066 0.2068

EM = Absolute Abnormal Accruals; BIND = Total independent directors on the board divided by the total number
of the directors on the board; SOCIAL = It is a dummy variable if the SNI score is above the mean: is equal to 1,
otherwise 0; DUAL = It is a dummy variable if the CEO also holds the position of Chairman of the board: is equal
to 1, otherwise 0; SIZE = Natural log of Total Assets; CFO = Cash flow operations divided by lagged total assets;
LEVERAGE = Total debt over total assets.

Table 3, shows the correlation between the earnings management (EM), proportion of outside
directors (BIND), CEO duality (DUAL) and other firm characteristics. Earnings management (EM)
and social relations (SOCIAL) are positively related, showing that close social relations lead to higher
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earnings management. Proportion of outside director (BIND) is also positively correlated with earnings
management (EM).

Table 3. Correlations among Variables.

Variables EM SOCIAL DUAL CFO SIZE LEVERAGE BIND
EM 1.0000
SOCIAL 0.3596 1.0000
DUAL 0.3540 0.3452 1.0000
CFO —0.1010 —0.0947 —0.2061 1.0000
SIZE 0.1776 0.0435 0.0329 —0.0049  1.0000
LEVERAGE  —0.2320 —0.0399 —0.2546  —0.1458  0.0312 1.0000
BIND 0.1691 0.0621 0.2138 0.0673 0.0439 0.0342 1.0000

EM = Absolute Abnormal Accruals; BIND = Total independent directors on the board divided by the total number
of the directors on the board; SOCIAL = It is a dummy variable if the SNI score is above the mean: is equal to 1,
otherwise 0; DUAL = It is a dummy variable if the CEO also holds the position of Chairman of the board: is equal
to 1, otherwise 0; SIZE = Natural log of Total Assets; CFO = Cash flow operations divided by lagged total assets;
LEVERAGE = Total debt over total assets.

Table 4 summarizes multivariate analysis. In Model 1, board independence (BIND) shows
positive and significant relationships with earnings management (see Table 4). This phenomenon can
be explained by several factors such as the code of corporate governance (2012) did not mandate public
companies to hire independent directors for their board, so many companies do not have independent
directors on their board. The companies have independent directors on their board but they are not
independent-minded. It is because of the questions raised in the previous literature that “whether
independent directors are independent-minded with respect to CEOs” (Hwang and Kim 2010) or the
existing formal definition of the board independence really incorporates the social ties (Krishnan et
al. 2011), i.e., directors who have social-ties with CEO may work on the board as an outside director
but do not improve the monitoring mechanism, rather he/she provides biased support to the CEO
(Fracassi and Tate 2012). We checked the robustness of our analysis by incorporating Jones Model in
Table A1l in Appendix A.

Table 4. Effects of board independence on earnings management in presence social relationships on
earnings management.

Variables Full Sample Connected-Boards Non-Connected-Boards
EM Model 1 Model 2 Model 3
0.2451 *** 0.3539 *** —0.0243
BIND (2.68) (3.21) (~0.18)
—0.2922 % —0.2438 —0.1796
CFO (~1.82) (~1.38) (~0.68)
0.0341 * 0.0293 0.0382 **
SIZE (1.68) (1.24) 2.15)
—0.3165 *** —0.3798 *** —0.2362 ***
LEVERAGE (—3.04) (—2.5) (—2.97)
Constant —0.6271 —0.4496 —0.8464 **
onstan (—1.46) (—0.94) (—2.06)
R? 0.1333 0.1393 0.1622
F-value 5.06 *** 4.49 5.47 ***
N 184 122 62

EM = Absolute Abnormal Accruals; BIND = Total independent directors on the board divided by the total number
of the directors on the board; SOCIAL = It is a dummy variable if the SNI score is above the mean: is equal to

1, otherwise 0; SIZE =

Natural log of Total Assets; CFO = Cash flow operations divided by lagged total assets;

LEVERAGE = Total debt over total assets. *** Significant at 1%, ** Significant at 5%, * Significant at 10%.
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In addition, social ties among directors and CEO may weaken the monitoring mechanism of
corporate governance and increase the earnings management activities. In order to be more specific,
we divided sub-samples on the basis of existence of social connections. In Table 4, Sub-sample
1 (Connected-boards) shows the firms in which the SOCIAL score is higher than its mean (1.30).
Sub-sample 2 (Non-connected-boards) show the firms in which the SOCIAL score is less than mean
(1.30). In Model 2, we only include subsample 1 (Connected-boards); we found that the relationship
between (BIND) and (EM) earnings management became more intense. It suggests that the existence
of social networks between CEOs and independent directors may lead to earnings management or
CEOs can use discretion over the decisions more easily in the existence of social relationship. The code
of corporate governance of Pakistan focuses more on financial and familial relations of independent
directors with firms or management of the firm. However, social relations are not addressed in the
code of corporate governance of Pakistan. It is reasonable that these informal relations can be used
by CEOs to gain biased support from independent directors in board decisions. Our results are in
line with previous studies, for example (Dey and Liu 2010; Fracassi and Tate 2012; Hwang and Kim
2010) and suggest that the existence of social connections among independent directors and firm’s
management undermine the corporate governance. In addition, model 3, which includes sub-sample 2
(Non-connected-boards), shows the negative but statistically insignificant relationship between board
independence (BIND) and earnings management (EM). The sub-sample only includes the firms that
have fewer social connections as compared to model 2 (Connected-boards). These results also suggest
that the presence of social relations may lead to earnings management

Overall, our results suggest that outside directors fail to provide an effective role in constraining
earnings management practices in the presence of social relations. Similarly, it has been acknowledged
by Westphal and Graebner (2010) that social connections in board weaken the independence of directors.
Further Krishnan et al. (2011) also suggest that social networks create hindrances in achieving primary
objectives of corporate governance and reduce the quality of information.

In Table 5 and model 4, the result shows positive and significant relationships between earnings
management (EM) and social relations (SOCIAL). To test hypothesis two, we divided the study sample
into two subsamples on the basis of CEO duality and non-duality. Sub-sample 1 includes the firms in
which the CEO also has the position of chairman of the board (Dual). Sub-sample 2 shows the firms in
which the CEO is not the chairman of the board (Non-dual). Particularly, in model 5, (Dual) results
show a positive and highly significant relationship (t = 6.29 ***) between (EM) and (SOCIAL). These
results are consistent with the notion that duality enables concentration of power and may allow a
CEO to involve in opportunistic behavior by utilizing the social relations with outside directors. In a
similar fashion, Fracassi and Tate (2012) show that firms with powerful CEOs are likely to have socially
connected boards. Thus, in the presence of CEO duality the impact of social relations (SOCIAL) became
more rigorous on earnings management (EM). In model 6 (Subsample 2) the relationship between
(EM) and (SOCIAL) is positive but with less intensity (t = 1.94 **). It indicates that the existence of CEO
duality intensifies the impact of social networking (SOCIAL) on earnings management (EM) compared
to non CEO duality. We conducted the robustness analysis in Appendix A (Table A2), in which we
incorporated the Jones 1991 model to capture the discretionary accruals and we found similar results
to support our main findings.
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Table 5. Effects of social relationships on earnings management in presence of CEO duality.

Variables Full Sample Dual Non-Dual
EM Model 4 Model 5 Model 6
0.1669 *** 0.2721 *** 0.0676 *
SOCIAL (5.84) (6.29) (1.94)
—0.2046 0.0789 —03112*
CFO (—1.34) (0.27) (—1.86)
0.0326 * 0.0371 0.0051
SIZE (1.70) (1.57) ©03)
—0.2985 ¥+ —0.3071 * —0.2056 **
LEVERAGE (—3.05) (~1.83) (~2.26)
Constant —0.6824* 0.8434 * —0.0821
onstan (—1.68) (—1.75) (—0.20)
R 0.2163 0.2258 0.1267
F-value 12.83 # 12.72 # 272 %
N 184 86 98

EM = Absolute Abnormal Accruals; SOCIAL = It is a dummy variable if the SOCIAL score is greater than its mean:
is equal to 1, otherwise 0; SIZE = Natural log of Total Assets; CFO = Cash flow operations divided by lagged total
assets; LEVERAGE = Total debt over total assets. *** Significant at 1%, ** Significant at 5%, * Significant at 10%.

5. Conclusions

The results of our study show that firms with socially connected boards are more prone to be
involved in earnings management than their counterpart firms. Social relations of outside directors
with CEO may weaken the corporate governance mechanism in Pakistani listed firms. Findings of the
study are in line with prior research that social relations with CEO undermine the monitoring ability
of outside director (Dey and Liu 2010; Fracassi and Tate 2012) and increase the earnings management
activities (Hwang and Kim 2010; Krishnan et al. 2011). Our results suggest that the director, who has a
social affiliation with the CEO, might work on the board as an outside director but may not improve
the monitoring mechanism. Furthermore, we find a high association between social relations and
earnings management, suggesting that powerful CEOs exploit more of their social affiliation with
outside directors than less powerful CEOs.

This study contributes to the literature by analyzing the impact of social relations among the
outside directors and CEO on earnings management activities. We investigate CEO duality (powerful
CEO) in our study that was not analyzed by previous studies. Previous researchers (Hwang and Kim
2010) were focused on social affiliation of CEO with audit committee. However, Krishnan et al. (2011)
conducted a comprehensive study on social ties and earnings management and included CEO duality
in control variables, but did not highlight the role of powerful CEOs. This study contributes to the
literature of emerging economies with a perspective of social relations and earnings management as
the area is little exploited in the developing part of the world, and prior research is more focused on
the developed part of the world.

This research has a few limitations. We used a small sample size due to limited availability of
biographic information about outside directors in Pakistan. Because of several cultural and institutional
factors, this study can only be generalized to similar environment and institutional settings.

Author Contributions: M.S. initiated and envisioned the research, EG. provided the supervision and expert
opinion, R.S. and M.U. accomplished empirical analyses. S.K. supported in results and proofreading. All authors
reviewed the results and coordinated in manuscript formulation and modification.

Conflicts of Interest: The Authors have proclaimed that they have no conflicting interest related to the contents
of this paper.
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Appendix A

In this appendix, we incorporate the robustness analysis and used the Jones (1991) model for
calculation of discretionary accruals. We found the similar results by using Jones (1991) to our main
results. We use similar methodology for division of samples as discussed above in research design
Section 3.

Table A1. Effects of board independence on earnings management in presence social relationships on
earnings management.

Variables Full Sample Connected-Boards Non-Connected-Boards
EM Model 1 Model 2 Model 3
0.1228 ** 0.3539 *** 0.0694
BIND (1.90) (3.21) (1.04)
—0.4986 *** —0.2438 —0.6134 ***
CFO (—3.89) (—1.38) (—6.07)
0.0180 0.0293 —0.0128
SIZE (0.83) (1.24) (—1.01)
—0.1878 * —0.3798 ** —0.1520 **
LEVERAGE (~1.78) (—2.5) (—2.17)
c —0.2860 —0.4496 0.3898
onstant (—0.64) (—0.94) (0.183)
R2 0.1390 0.1393 0.4201
F-value 28.16 *** 4.49 #** 11.94 ***
N 184 122 62

EM = Absolute Abnormal Accruals; BIND = Total independent directors on the board divided by the total number
of the directors on the board; SOCIAL = It is a dummy variable if SNI score above mean, is equal to 1, otherwise 0;
SIZE = Natural log of Total Assets; CFO = Cash flow operations divided by lagged total assets; LEVERAGE = Total
debt over total assets. *** Significant at 1%, ** Significant at 5%, * Significant at 10%.

Table A2. Effects of social relationships on earnings management in presence of CEO duality.

Variables Full Sample Dual Non-Dual
EM Model 4B Model 5B Model 6B
0.0406 * 0.099 ** —0.0075
SOCIAL (1.82) (2.56) (—0.43)
04721 #* ~0.1509 —0.6815 **
CFO (—3.36) (—0.45) (—8.76)
0.0180 0.0238 —0.0086
SIZE (0.83) (0.83) (—0.89)
01848 * ~0.1304 02030 ***
LEVERAGE (—1.78) (—0.65) (—3.33)
c —0.2975 —05112 0.3576
onstant (—0.66) (—0.89) (1.57)
R2 0.1388 0.0503 0.5254
F-value 25.92 #* 7.09 #* 19.38 **+
N 184 86 98

EM = Absolute Abnormal Accruals; SOCIAL = It is a dummy variable if SOCIAL score greater than its mean, is
equal to 1, otherwise 0; SIZE = Natural log of Total Assets; CFO = Cash flow operations divided by lagged total
assets; LEVERAGE = Total debt over total assets. *** Significant at 1%, ** Significant at 5%, * Significant at 10%.
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