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ABSTRACT

The purpose of this study is to synthesize the existing research regarding earnings management practices in family firms. This research
reviews the existing knowledge about earnings management practices in family firms, analyzing the findings and the theoretical
frameworks used in the prior literature. The results of this study have found that the prior empirical research identified the theoretical
framework mainly based on agency theory. This study also finds that the existing literature uses two types of research study, namely,
how different types of family firms manage earnings and the comparative scenario of earnings management between family and non-
family firms. This paper adds values to the current literature by identifying the gaps in the existing literature and suggesting avenues for
future research. The study has significant implications as it helps to develop the theoretical framework to understand the distinguishing
characteristics of family firms and their engagement in earnings management practices.

Keywords—Earnings management, Family ownership, Agency theory.

I. INTRODUCTION

Since earnings management has considered a vital
research study in the field of financial accounting in the
last few years [1], less attention has devoted to discovering
the accounting behavior regarding family firms [2]. Salvato
& Moores [3] claims that the publicly held firms have
received more attention in their accounting practices
relative to family firms. It is not a matter of surprise that
the prior empirical literature has given its primary focus on
publicly-held firms in the UK and the USA while there is
an existing predominant widespread structure of ownership
[4]. Although the widespread structure of ownership is
predominant only in the perspective of the USA and the
UK in the eyes of the corporate world, these firms may
have a minor focus. As family firms (FFs) are the most
prevalent and the oldest form of ownership firms
throughout the world [5, 6], in other countries especially
with emerging economies, most firms dominated by family
ownership [4]. So, how the business decision-making
process and business outcomes have affected by family
engagement in a firm's ownership, governance, and
management is a growing research interest over the world
[7, 8].

Recent literature asserts that family-owned firms
ensure a greater quality of financial disclosure with lesser
earnings management compared to non-family firms [9-
14]. This literature also highlights different hierarchy-
based structures in the family firms like predominance in
the economic systems with ownership concentration that

has a strong influence on accounting practices, including
earnings management because of weak corporate
governance and less  protection of  minority
shareholders[15]. This literature also documents the
theoretical frameworks regarding earnings management in
family firms, while agency theory is more crucial in
achieving the firm-level financial objectives. In contrast,
the socioemotional theory has also analyzed where the firm
is connected with the non-financial objectives for long term
sustainability.

This study focuses on quantitative research based
on earnings management practices in family firms. The
majority of the prior research has used abnormal accruals
proxies for measuring earnings management. A few
researches have highlighted real earnings management and
accounting-based valuation model. This current research
study also limits based on these three measurements of
earnings management.

By investigating the existing literature on family
firms' earnings management, the current study begins with
the discussion of the fundamental theories used in the
previous literature and their rationalities in managing
earnings of firms with family nature in section 2. Section 3
highlights different dimensions of earnings management
practices in family firms, and section 4 presents
conclusions and suggestions for future researchers.
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Il. THEORIES APPLIED IN THE EXISTING
LITERATURE ON EARNINGS MANAGEMENT
PRACTICES IN FAMILY FIRMS

Table 1 shows that the prior extant studies of earnings
management in family-owned firms have used mainly two
types of theories, i.e., i) agency theory; and ii) socio-
emotional wealth (SEW) theory. In the current literature,
agency theory has considered as the dominant and vital
theory in designing the theoretical research framework
compare to other theories in accounting practices [3]. This
is the same in the prior research of earnings management
practices in family firms [9, 10, 21, 11, 13, 14, 16-20].

A. Agency Theory

The extent of earnings management practices in the
family firms has determined by the two features: ownership
concentration and control by family-owned firms (Type |
agency problems), on the one hand, and entrenchment of
the executives (Type Il agency problems), on the other
hand. Type | agency problems are associated with the
distinction between control and ownership, which creates a
divergence of interest between owners and managers [22].
Comparatively, the agency problems (Type I1) arises when
there exist conflicts between non-controlling and
controlling shareholders in the family firms [23]. The
Countries with decentralized ownership call for Type |
agency problem (for example, in the USA). In contrast, Chi
et al. [20] argue that the agency problem with type Il nature
is common in less developed countries with concentrated
ownership in the hands of a single owner, which is
consistent with the findings of Ding et al. [21].

The agency problems with type | nature are less severe
in the family firms as management and ownership overlap
to a significant level. Therefore, the empirical literature on
family firms asserts that ownership concentration in the
family firms leads to strong monitoring of the
management. However, the strong monitoring by family
ownership is likely to lessen the opportunistic behavior by
the management and thus reducing earnings manipulation
with better financial reporting. In the USA and European
countries, the prior investigations have documented that the
Type 1 nature of agency problems are less intense in the
family firms; which lessen the earnings management and
thus increasing the quality of the financial reporting [9, 11—
14].

In family-owned firms, Type Il nature of agency
problems is often more severe when conflicts arise between
controlling and a non-controlling group of shareholders.
Due to the dominancy of family owners, the agency
problem transfer from manager-owner conflicts to
majority-minority conflicts. A growing body of empirical
research has highlighted that Type Il agency problems are
more critical in less developed countries. For example,
Ding et al. [21] argue that the controlling interest by the
founding family firms seeks personal benefit by
expropriating the minority shareholders in the firms with
weak corporate governance environment; the similar
arguments have given by the study of Chi et al. [20].
Despite the existing conflicts between the group of
majority and minority shareholders in the family firms,
agency theory is not useful equally if non-financial factors
are given priority in the accounting decision making
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process. The agency theory in the family firms alone may
lessen the chance for interpreting the earnings management
[3]. Considering this situation calls for the significant use
of socioemotional theory in family firms.

B. Socio-Emotional Wealth Theory (SEW)

In contrast to agency theory, in recent years, the socio-
emotional wealth theory  (SEW) has developed a
theoretical framework in the area of family business study
[24]. A lens of investigation on family firms' earnings
management has emphasized on the non-financial factors
influencing the decision-making process where family
objectives aligned with ultimate business objectives-SEW
[12, 17, 25]. Prencipe et al. [24] have developed the
concept of SEW theory emphasizing that family firms are
more committed to preserving the socioemotional wealth
as "non-financial affect-related values including, for
example, the fulfillment of the needs for belonging, affect,
and intimacy; identification of the family with the firm; a
desire to exercise authority and to retain influence and
control within the firm; continuation of family values
through the firm; preservation of family firm social capital
and the family dynasty; discharge of familial obligations;
and the capacity to act altruistically towards family
members using firm resources."

Tommasetti et al. [17] have emphasized that
socioemotional wealth is most influential in the younger
family (founding family) firms than older (later)
generations as they are closely associated with non-
financial goals. The authors also mentioned that older
generations attached less weight to protect their
socioemotional wealth and therefore achieve a lower
incentive to involve in earnings management. Martin et al.
[11] have documented that the concept of socioemotional
wealth theory encourages dominant family principals to
protect their socioemotional wealth by discouraging
executives from engaging earnings management activities.
In the same way, Achleitner et al. [12] used the
socioemotional wealth theory concept for better financial
reporting by family firms. By using the theoretical concept
of socioemotional wealth theory, the authors also argue
that long term sustainability and control should be the
prime concern to the family firms that help them to
downward earnings management.

I1l.  DIMENSIONS OF EARNINGS MANAGEMENT
PRACTICES IN FAMILY FIRMS

Table 1 highlights two significant dimensions of prior
research in managing the earnings of family-owned firms.
The first dimension of research studies scrutinizes how
family firms manage earnings relative to non-family firms.
Comparatively, the other dimension of this study explores
how earning management differs within the heterogeneity
of family firms.

A. How does Earnings Management Practice by the Family
Firms Compare to Non-Family Firms?

Empirical studies on US countries generally hold
the opinion that family-owned firms have lower earnings
management with high financial reporting disclosures
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compared to their counterparts of non-family firms [11, 13,
14]. These all empirical research has calculated abnormal
accruals of earnings management by using the Jones [26]
model and by its different modifications, for example, of
Dechow et al. [27] model. Overall, the findings based on
US firms ensure that family firms report higher earnings
quality with low earnings management compared to their
non-family counterparts. These studies also have
documented that family firms exert supreme dominant
power on the management, including superior voting rights
directly or indirectly.

In line with the US studies, the research on
European countries, for example, Borralho et al.[9] have
reported using Spanish companies that family-owned firms
provided higher-financial disclosures with lower earnings
management compared to their non-family owned firms.
The study has also documented that dominant family
(families) based on European firms hold the majority of
voting rights directly or indirectly and at least one member
of the family participants in the governance or management
position. Similarly, using the sample of Germany listed
firms, the study of Achleitner et al.[12] have found the
same results. In contrast, Paiva et al.[16] have reported
using the sample from the UK that family firms are more
prone to involve in managing earnings rather than non-
family firms, except they are followed by some significant
analysts, for example, intense monitoring by the
governance. The study also argues that weak external
governance is responsible beyond the manipulation by the
family firms.

Thus, prior literature has documented that
majority of the family firms in the US, and Europe
countries face less intense Type 1 nature of agency
problem by comparing with the non-family firms caused by
the segregation of the management and proprietorship;
which rationalize to the family firms in managing healthier
financial reporting [9, 11-14].

Chi et al. [20] and Ding et al.[21] opine that non-
family firms are less prone to involve in the gambling of
earnings manipulation rather than family-owned firms,
which is contrary to the findings on the US and European
countries. Using the sample of Taiwan, Chi et al. [20] [20]
have identified that family firms exhibit more abnormal
accruals than non-family firms. Their findings also claim
that independent directors can reduce the possibility of
earnings management by family members. At the same
time, the presence of CEO duality as an interacted variable
can increase that manipulation. Others, Ding et al. [21]
have investigated the accounting earnings in Chinese listed
family firms. The authors have reported that Chinese
family firms seek their benefits beyond the interest of
minority shareholders and have shown lower earnings
quality with  higher earnings management. The
investigation also claims that Chinese family-owned firms
involve in lower conservative accounting practices
compared to their non-family firms.

In contrast, employing the sample of Pakistani
listed firms, Arsalan et al.[10] have investigated that family
firms tend to disclose the better quality of earnings by
lessening earnings management than non-family firms.
They have also argued that the presence of political
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connections in the family firms can reduce the quality of
earnings compared to their non-connected firms.

Overall, the findings from China and Taiwan
contrast with the findings in the US and Europe except for
the study of [16]. The Type Il nature of agency problems is
more severe issues in China and Taiwan with high levels of
earnings management of the family firms. In contrast, Type
I nature of the agency problems are a less severe issue in
the family firms of Pakistan in line with the US and
Europe.

B. How do Earnings Management Practices differ Based
on Different Categories of Family Firms?

The majority of the prior empirical literature has
mainly focused on earnings management practices in
family firms by comparing with the non-family firms. But,
there is dearth research on the determinants of earnings
management practices in the heterogeneity of family firms.

The latest study by Tommasetti et al.[17] focuses
on the variants in earnings management between the
heterogeneous group of family firms of the Brazilian B3
primary market (i.e., family firms at the different
generational stage). The findings of this research
demonstrate that older family firms are less prone to
engage in earnings management practices than younger
(founding) family firms. The authors argue that older
generational stages in the family firms enjoying less weight
to preserve their socioemotional wealth and thus are
reluctant to engage in higher earnings management
practices than firms in the earlier stage. Comparatively,
Kriengkrai & K[28] examine the effect of founding family
Thai listed firms on earnings management and find that
founding family firms ensure high earnings quality rather
than non-founding family and other controlling family
firms. The authors provide strong evidence on the fact that
founding family firms needed less corporate governance
practices as they provide high-quality earnings compared
to other controlling firms.

Another recent study by Razzaque et al. [18]
examines the effects of family firms on real earnings
management on Bangladeshi listed firms. The study
demonstrates that the curvilinear relationship is existing
between REMs & family ownership; REM is higher at the
earlier stage and started to decrease with the surge of
family ownership. The authors provide strong evidence on
the fact that higher family ownerships will tend to decrease
earning management by maintaining a larger association of
interest between the majority and minority group of
shareholders.

Using samples from firms listed by the Canada,
United States, Spain, the United Kingdom, Italy, and
France, from 2008 to 2013, Jara Bertin & Lopez
Iturriaga[15] investigate how the decentralization of power
among different family owners influences to earnings
management. The study results show that more significant
dominant shareholders are more involving in earnings
management than minority shareholders in family firms.
The researchers also argue that this competition is more
crucial in countries where investors' rights are less
protective.
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Pazzaglia et al.[25] investigate the nature of
earnings quality existing in various types of family firms
(i.e., Family owners through market transactions or
inherited by family owners) listed in Italy. The results
show that family firms acquired through market
transactions report more earnings manipulation because of
less recognition of family members in the firm than firms
inherited by family owners or acquired through market
transactions. The authors of this study argue that the
process of acquiring ownership by the family members is
the key driving factor that affects the quality of earnings
disclosed by the family firms.

Finally, Stockmans et al.[19] present the earnings
management practices in controlling and non-controlling
private family firms listed by the Belgian in 2003. The
findings of this study provide evidence that the presence of
external directors & CEO duality will reduce earnings
management practices by mitigating significant agency
problems aroused in the family firms.

IV. CONCLUSIONS AND AVENUES FOR FUTURE
RESEARCH

This research study has broadly focused on
earnings management practices in family firms by
documenting the fundamental theories: agency theory and
socio-emotional wealth theory. The current study also
categorizes family firms from two main aspects
(comparative scenario of earnings management family
firms with non-family firms and the nature of managing
earnings of the heterogeneous of family firms).

The extant literature on earnings management
practices in the family by comparing with the non-family
firms focus on how family-owned firms influence financial
reporting disclosure when the agency problems of Type Il
dominated by the Type 1. The prior research indicate that
the magnitude of earnings management emphasizing on the
European and US economies show higher levels of
earnings quality (lesser level of earnings management) in
family firms. On the contrary, studies based on less
developed countries (like China, Taiwan) assert that
family-owned firms are more prone to engage in gambling
of earnings management because of existing weak
institutional environment, concentrated ownership, lower
transparency in financial reporting and expropriation of
minority shareholders by the majority for seeking private
gains in the family firms.

The academicians, policymakers, and future
researchers should give attention to the institutional aspects
and explore its association in managing the earnings of the
family-owned firms. For example, a future researcher
would add to the previous literature on how transparency
of financial reporting in a family firm can affect earnings
management. Given that we are not sincere in the study of
the firms that are adopting International Financial
Reporting Standards (IFRS), but the study on family firms
showing the impact of IFRS will be most welcome.

Research-based on the second category of family
firms, i.e., earnings management of heterogeneous family
firms is qualified as scarce, especially on non-listed family
firms. Because it is difficult to find out data from privately
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owned family firms as well as at the same time the easy
access of publicly archived data of financial reporting in
most of the research [24]. Qualitative research, survey-
based research, and experimental research on non-listed
family firms could be added to the current literature. The
collection of data on earnings management practices in
these ways that are not available in the public database will
significantly increase our knowledge.

From the perspective of the theoretical
framework, it is notably mentionable that the prior
researchers have considered agency theory as the most
useful theory for investigating family firms' earnings
management. Due to the emphasis on firm-level
governance and ownership by the agency theory, it has
limited power for achieving firms' non-economic
objectives [24].

Recently, the socioemotional theory that focuses
on non-financial factors has begun to use by the researcher
in investigating earnings management practices in family
firms. Although this study highlights the increasing interest
in using socioemotional theory, still, the study in this
research field is limited. Considering the significance of
socio-psychological aspects in family-owned firms in
earnings management [12], the current study suggests that
there have to be given more devotion to these issues for a
better understanding by the future academician,
policymaker, and researchers. Besides, other theories
highlighting on non-economic factors scarcely used in the
previous literature can also be significant assistance for
improving the perspective of earnings management in
family firms, for instance, stewardship theory [9],
transaction cost theory [29], and stakeholder theory [30].

The majority of empirical literature has focused
earnings management of the homogeneous group of the
family- firms. But a little attention is given on the
heterogeneity group of family firms, i.e., in different
categories of family firms. This research suggests that
when exploring earnings management in the family firms,
their heterogeneity (such as firms acquired through
inherited or market transactions by the family member,
succession vis-a-vis non-succession family-owned firms)
can add new insights about the divergent interest of the
family firms and thus, divergent rewards for managing
earnings of heterogeneous family firms. Therefore, the
study suggests the necessity of exploring the diverse kinds
of research, such as qualitative or survey research, as well
as multiple theoretical frameworks. Finally, it expects that
this study will inspire future researchers in the empirical
and theoretical research fields.
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APPENDIX
TABLE 1. PRIOR EMPIRICAL RESEARCH REGARDING EARNINGS MANAGEMENT OF FAMILY FIRMS
Author(s)& Year Sample & Data period Earnings Management Theoretical Approach Findings

Measurement Techniques

Part A:  How does the family firm practiced earnings management compare to non-family firms?

Borralho et al. [9]

Paiva et al. [16]

Arsalan et al. [10])

263 unlisted Spanish
companies, from 2011 -
2015

1,043 firms (112 family
firms and 931 non-family
firms) listed in the UK,
from 2006 -2010

238 Pakistani listed non-
financial firms, covering
the period from 2009 to

Discretionary Accruals-
modified Jones model as
proposed by Dechow et al.,
(1995)

Absolute value of
Discretionary Accruals-
modified-Jones (m-J)
model with the ROA
(current-year)

1. Discretionary Accruals-
Jones (1991) model
2. Discretionary Accruals -

Agency theory &
Stewardship theory

Family firms are less likely
to involve in earnings
management than non-

family firms.
Agency theory & Family firms report a
Socioemotional wealth higher level of earnings
theory management relative to
non-family firms.
Agency theory Family firms report high-

quality earnings with fewer
earnings management than
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Author(s)& Year

Sample & Data period

Earnings Management
Measurement Techniques

Theoretical Approach

Findings

Martin et al. [11]

Chi etal. [20]

Achleitner et al. [12]

Ding et al. [21]

Jiraporn & DaDalt [13]

Tong,[14]

2015

500 firms (441 family
firms) with 1149 firm-year
observations listed in S&P

in the US, covering the

period from 1992 to 1999
378 Taiwan firms from
2006 to 2012

838 firms (402 families &
436 non-families) listed in
Germany, covering the
period from 1998 to 2008

1542 firm-year
observations, Chinese non-
state listed companies, from

2003-2006

805 firm-year observations
from US, 1994-1999

3,040 (1,057 family firms
and 1,983 non-family
firms) US firm-year
observations, 1992-2003

modified Jones model as
proposed by Dechow et al.
(1995)

3. Performance Matched
Discretionary Accruals
Kothari, Leone, and Wasley
(2005)
Discretionary Accruals
(DA)- modified Jones
model developed by
Dechow et al. (1995)

Abnormal Accruals -(AA)-
modified-Jones (m-J)
model

1. REM- Cohen, Dey, and
Lys (2008) Model

2. ABEM- Model Dechow

and Dichev (2002) Model

Abnormal Accruals-
Performance Matched
Discretionary Accruals

Model developed by

Kothari et al. (2005)

Abnormal Accruals-
modified-Jones (m-J)

model developed by

Dechow et al. (1995)

Abnormal Discretionary
Accruals-modified Jones
model 1991 after
controlling operation from
cash flows.

Agency theory &
Socioemotional wealth
theory

Agency theory

Socioemotional wealth
theory

Agency theory

Agency theory

Agency theory

non-family firms.

Family firms are less
engaging in earnings
manipulation relative to
non-family firms.

Family firms exhibit a
higher level of discretionary
accruals compared to non-
family firms.

Family firms are less
involving in REM and also
showing a lower value of
discretionary accruals than
non-family firms.

Family firms present a
higher level of discretionary
accruals than non-family
firms.

Family firms show a low
value of discretionary
accruals compared to non-
family firms.
Family firms report lower
discretionary accruals with
high informative earnings
relative to their non-family
firms.

Part B: How do earnings management practices differ based on different categories of family firms?

Tommasetti et al. [17]

Kriengkrai & K. [28]

Razzaque et al. [18]

Jara Bertin & Lopez

Iturriaga, [15]

Pazzaglia et al. [25]

Stockmans et al. [19]

755 Brazilian listed firm-
year observations, during
2012-2016

1,562 Thai listed firm-year
observations, during 2000-
2007

122 Bangladeshi firms
listed in Dhaka Stock
Exchange (DSE), during
2006-2011

3,559 firms listed by
Canada, the United States,
Spain, the United Kingdom,
Italy, and France from
2008 to 2013

1,254 ltalian listed firm-
year observations (311
acquired family firms &
943 non-acquired family
firms and) during the period
of 1995 to 2008
79 Belgium listed firms,

Discretionary (abnormal)
Accruals-
Jones (1991) model

Accounting-based valuation
model-Model developed by
Qu and Zhang (2015)

Real Earnings Management
(REM) measurement as
developed by
Roychowdhury (2006) &
Cohen et al. (2008)

1. Abnormal Cash Flows
from operations
2. Abnormal Discretionary
Expenses
3. Abnormal production
costs
Discretionary Accruals-
Performance Model of
Kothari et al. (2005)

Abnormal Discretionary
Accruals-Dechow and
Dichev (2002) Model

Abnormal Discretionary

Agency theory
& Socioemotional wealth
theory

Fundamental
valuation theory

Agency theory

Socioemotional wealth
theory

Agency theory

Older family firms are less
engaging in earnings
management practices than
younger (founding) family
firms.

Founding family firms
ensure better earnings
quality than non-founding
family and other controlling
family firms.

The curvilinear linkages
exist between REMs &
family ownership; REM is
higher at the earlier stage
and started to decrease with
the increase of family
ownership.

Larger dominant
shareholders are more
involving in earnings
management than minority
shareholders in family
firms.

Family firms acquired
through market transactions
report more earnings
manipulation than firms
inherited by family owners.

The presence of external
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Author(s)& Year

Sample & Data period

Earnings Management Theoretical Approach
Measurement Techniques

Findings

during 2003.

Accruals- Performance
Model developed by
(Kothari et al. (2005))

directors & CEO duality
will reduce earnings

management practices by
private family firms.
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