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Abstract 
 

The quality of corporate governance is widely believed to play an 

important role in mitigating agency problems and, in particular, in 

determining the quality of firms’ overall disclosure. Specifically, most of 

prior literature suggests that a set of board of directors’ characteristics 

constrains earning management activities and contributes towards the 

integrity of financial statements, as predicted by agency theory. Among 

the various corporate governance features, the two measures of board 

monitoring that have been broadly related to higher earnings quality and 

less earning management are the proportion of outside (independent) 

directors and the existence of an audit committee (Klein, 2002; Xie et al., 

2003; Peansell et al., 2005). However, some recent studies show that the 

relation between independent directors and the financial disclosure 

quality is not univocal and that not all independent directors have the 

same effectiveness in fostering corporate transparency (Marchetti et al., 

2018). The appointment of “minority directors” might therefore prevent 
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the corporate controller from adopting opportunistic behaviors and 

protect minority shareholders from the discretionary activity of the 

block-holder, positively affecting the firm value. Indeed, allowing 

minority shareholders to have representatives on the board can 

represent an important mechanism to promote greater directors’ 

accountability and ease tensions between corporate controllers and 

outside investors (Enriques et al., 2009; Belcredi & Enriques, 2014). 

Empirical evidence mostly confirms the positive impact of minority 

directors on firms’ corporate governance and financial performance and 

highlights the importance of minority directors as a mechanism to 

protect minority shareholders’ interests and to increase firm value. As to 

the relationship between minority directors and corporate governance 

performance, Bianchi et al. (2011) find that the actual level of compliance 

to the Corporate Governance Code for the Italian listed companies is 

systematically higher for firms in which minority shareholders have 

appointed at least one director. Minority directors also play a 

fundamental role in structuring remuneration schemes able to provide 

incentives for executives to work for the best interest of shareholders and 

to mitigate agency costs. In this regard, by examining all Chinese A-

share non-state-owned enterprises from 2008 to 2013, Zhou et al. (2017) 

find that the board representation of non-controlling shareholders has a 

positive impact on executive pay-for-performance sensitivity. At the same 

time, Melis et al. (2012) document a positive influence on stock option 

plans (SOPs) when minority directors are part of the board. Still 

concerning the fairness of remuneration policies, Belcredi et al. (2014) 

recognize a higher probability of shareholders dissent on executives’ 

remuneration policies where minority directors are on the board and/or 

on the remuneration committee. In addition, consistent with Belcredti et 

al. (2014), Marchetti et al. (2017) show that minority directors are more 

likely to dissent and that market prices react slightly negatively when a 

minority-appointed director votes against the majority, suggesting a 

certain degree of “trust” in minority-appointed directors. Turning from 

corporate governance performance to financial performance, some papers 

have already stressed a positive relationship between firms’ value and 

minority directors. Lefort and Urzua (2008), analyzing a setting 

characterized by high ownership concentration (the Chilean market), 

find that an increase in the proportion of outside directors (elected with 

minority shareholders’ votes) positively affects firm value (as proxied by 

Tobin’s Q) and performance (as proxied by ROA). Ten years later, 

Moscariello et al. (2018), by examining a sample of 104 non-financial 

Italian firms from 2007 to 2012, find supporting evidence about a 

positive relationship between the proportion of minority directors and 

firm value (as proxied by Tobin’s Q). Focusing on the bank industry, 

Barry (2018) highlights a positive relationship between board structures 

that include directors related to minority shareholders and market 

valuation. These results seem to support the key role played by minority 

directors in alleviating agency costs associated with the risk of self-
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dealing transactions by the corporate controller and, in turn, in 

increasing firm value. Finally, according to Cornett et al. (2008) and 

Marchetti et al. (2018), minority-appointed directors are associated with 

a better and richer disclosing environment. In fact, minority directors 

seem to have a positive impact on both disclosure quality and financial 

reporting quality, shedding lights on the role played by minority 

directors in fostering corporate transparency. 

Relying on an inverse relationship between earnings management 

and the financial reporting quality, this study analyzes the relationship 

between the proportion of independent minority directors within the 

Board and the quality of financial reporting. In particular, this paper 

examines the effectiveness of minority directors in preventing earnings 

management activities, and we predict an inverse relationship between 

them. 

This article examines the relationship between minority directors 

and the magnitude of abnormal accruals within the Italian listed 

companies over the period 2012-2017. Peek at al. (2013) show that 

accruals models exhibit significant cross-country variations in their 

predictive accuracy and in their ability to detect abnormal accruals. 

Therefore, in order to avoid potential inference problems in across-

sample comparisons, this study focuses on one country. Specifically, this 

paper analyzes the Italian context since it offers a unique setting as it is 

the only country that, roughly a decade ago, introduced the slate voting 

system that aids the appointment of directors proposed by minority 

shareholders or, more generally, by non-controlling shareholders. 

The sample consists of 125 firms listed on the Italian Stock 

Exchange during the reference period. During the sampling process, we 

exclude all firms that refer to the GICS 40 (financials) and to the GICS 

60 (real estate), because of their peculiar financial reporting rules. Then, 

we drop from the sample all firms with a lack of historical accounting 

and corporate governance data and firms involved in business 

combinations. Therefore, the final sample is composed of 750 firm-year 

observations. The relatively small sample size is due to the limited size of 

the Italian stock market and to our sampling criteria. Nevertheless, the 

sample covers 76% of the Italian stock market capitalization in the 

reference period. 

Data were collected from different sources: accounting and financial 

data were collected from Thomson Reuters Eikon and Datastream, while 

corporate governance data were hand-picked from the C.O.N.So.B. (the 

Italian supervisory authority for financial markets) online databases and 

from companies’ annual reports on corporate governance and ownership 

structure. 

In order to test our hypothesis based on the inverse relationship 

between minority directors and the magnitude abnormal accruals (as a 

proxy for earnings management), we set up the following model 

performed as a panel data regression with cluster robust standard errors: 
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𝐴𝑊𝐶𝐴𝑖𝑡 = 𝛽0 + 𝛽1𝑀𝑖𝑛𝑜𝑟𝑖𝑡𝑦𝑖𝑡 + 𝛽2𝐵𝑜𝐷_𝑆𝑖𝑧𝑒𝑖𝑡 + 𝛽3𝐵𝑜𝐷_𝐼𝑛𝑑𝑒𝑝𝑖𝑡 + 𝛽4𝐶𝐸𝑂_𝐷𝑢𝑎𝑙𝑖𝑡𝑦𝑖𝑡 

+ 𝛽5𝑂𝑤𝑛_𝐶𝑜𝑛𝑐𝑖𝑡 +  𝛽6𝑆𝑖𝑧𝑒𝑖𝑡 + 𝛽7𝑅𝑂𝐴𝑖𝑡 + 𝛽8𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒𝑖𝑡 +  𝛽9𝑆𝑎𝑙𝑒𝑠_𝑉𝑜𝑙𝑖𝑡 

+𝛽10𝑂𝐶𝐹_𝑉𝑜𝑙𝑖𝑡 + 𝛽11𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠_𝑉𝑜𝑙𝑖𝑡 + 𝛽12𝑁𝑒𝑔_𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠𝑖𝑡 + 𝛽13𝑊𝐶𝐴𝑖𝑡 

+ ∑(𝑌𝑒𝑎𝑟_𝐸𝑓𝑓𝑒𝑐𝑡𝑠)𝑖𝑡 + ∑(𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦_𝐸𝑓𝑓𝑒𝑐𝑡𝑠)𝑖𝑡 + 𝜀𝑖𝑡 
 

where 𝑖 and 𝑡 represent, respectively, the firm and the year. 

 
The response variable (𝐴𝑊𝐶𝐴) represents our proxy for abnormal 

accruals. Prior literature suggests several methods to determine 

abnormal discretionary accruals (Jones, 1991; Dechow et al., 1995; 

Peasnell et al., 2000; DeFond & Park, 2001; Kothari et al., 2005). 

However, given the limited number of observations in our sample, we 

employ the DeFond and Park’s (2001) model in order to estimate the 

abnormal working capital accruals, as a proxy for an opportunistic 

managerial discretion over accounting numbers (Wysocki, 2004; 

Bar-Yosef & Prencipe, 2013): 
 

𝐴𝑊𝐶𝐴𝑡 = 𝑊𝐶𝐴𝑡 − [(
𝑊𝐶𝐴𝑡−1

𝑆𝑡−1
) ∗ 𝑆𝑡] 

 

where 𝑡 identifies the reference year, 𝑊𝐶𝐴 indicates the non-cash 

working capital accruals, and S stands for the annual sales. We then 

scale 𝐴𝑊𝐶𝐴 by end-of-the-year total assets and we use the absolute value 

of 𝐴𝑊𝐶𝐴 because our purpose is to estimate the magnitude of 

discretionary abnormal accruals, irrespective of its intent to increase or 

decrease income. 

𝑀𝑖𝑛𝑜𝑟𝑖𝑡𝑦 represents the main regressor and is defined as the 

percentage of minority directors within the board of directors. In 

addition, we include several control variables, which might affect 

abnormal accruals, identifying three groups of variables that can be 

clustered as corporate governance attributes, financial attributes, and 

innate determinants of earnings quality. As corporate governance 

attributes, we include the board size (𝐵𝑜𝐷_𝑆𝑖𝑧𝑒), the percentage of 

independent directors (𝐵𝑜𝐷_𝐼𝑛𝑑𝑒𝑝), the presence of a CEO that is also 

the chairman of the board of directors (𝐶𝐸𝑂_𝐷𝑢𝑎𝑙𝑖𝑡𝑦), and the ownership 

concentration (𝑂𝑤𝑛_𝐶𝑜𝑛𝑐). As regards the group of financial attributes, 

we include total annual sales (𝑆𝑖𝑧𝑒) considered as a proxy for firm size, 

return on assets (𝑅𝑂𝐴) which is defined as the ratio between operating 

income and total assets, and financial leverage (𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒) computed as 

net debt over total asset. Finally, relative to the innate determinants of 

earnings quality (which are deemed to exercise an impact on our 

dependent variable) we rely on Francis et al. (2005) and we include the 

volatility of sales, cash flows and earnings (𝑆𝑎𝑙𝑒𝑠_𝑉𝑜𝑙, 𝑂𝐶𝐹_𝑉𝑜𝑙,
𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠_𝑉𝑜𝑙) the frequency of negative earnings realizations 

(𝑁𝑒𝑔_𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠) and the magnitude of accruals (𝑊𝐶𝐴), in order to control 

for abnormal accruals due to changing within the innate components of 

earning quality. 
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After controlling for a set of variables that affects earnings quality, 

we find a negative and significant relationship between minority 

directors and the magnitude of discretionary abnormal working capital 

accruals. Therefore, this paper suggests that independent minority 

directors can be effective in constraining earnings management activities 

and enhancing the quality of financial reporting. 

This study contributes to the accounting literature, as it is the first 

to investigate on the relationship between minority directors and 

earnings management, extending knowledge and collecting new evidence 

on the relation between financial reporting quality and internal 

corporate governance mechanisms. Moreover, our findings highlight the 

effectiveness of this corporate governance feature that can lead to 

benefits for non-controlling shareholders and financial markets. 

 
REFERENCES 
 
1. Barry, T. A., Lepetit, L., Strobel, F., & Tran, T. H. (2018). Better than 

independent: The role of minority directors on bank boars (Working Paper). 
http://dx.doi.org/10.2139/ssrn.2788514 

2. Bar-Yosef, S., & Prencipe, A. (2013). The impact of corporate governance and 
earnings management on stock market liquidity in a highly concentrated 
ownership capital market. Journal of Accounting, Auditing & Finance, 28(3), 
292-316. https://doi.org/10.1177/0148558X13492591 

3. Belcredi, M., & Enriques, L. (2014). Institutional investor activism in a 
context of concentrated ownership and high private benefits of control: The 
case of Italy (ECGI Law Working Paper No. 225/2013). https://dx.doi.org/ 
10.2139/ssrn.2325421 

4. Belcredi, M., Bozzi, S., Ciavarella, A., & Novembre, V. (2014). Say-on-pay in 
a context of concentrated ownership: Evidence from Italy (CONSOB Working 
Paper No. 76). http://dx.doi.org/10.2139/ssrn.2403886 

5. Bianchi, M., Ciaravella, A., Enriques, L., Novembre, V., & Signoretti, R. 
(2014). Regulation and self-regulation of related party transactions in Italy. 
An empirical analysis (ECGI Finance Working Paper No. 415). 
http://dx.doi.org/10.2139/ssrn.2383237 

6. Bianchi, M., Ciavarella, A., Novembre, V., & Signoretti, R. (2011). Comply or 
explain: Investor protection through the Italian corporate governance code.  
Journal of Applied Corporate Finance, 23(1), 107-121. https://doi.org/ 
10.1111/j.1745-6622.2011.00319.x  

7. Cornett, M., Marcus, A., & Tehranian, H. (2008). Corporate governance and 
pay-for-performance: The impact of earnings management.  Journal of 
Financial Economics, 87(2), 357-373. https://doi.org/10.1016/j.jfineco. 
2007.03.003 

8. De Poli, M., & De Gioia Carabellese, P. (2017). The minority directors in the 
corporate governance of EU listed institutions: A chimaera or a possibility? 
Maastricht Journal of European and Comparative Law, 24(1), 43-62. 
https://doi.org/10.1177/1023263X17693187 

9. Dechow, P. M., Sloan, R. G., & Sweeney, A. P. (1995). Detecting earnings 
management. The Accounting Review, 70(2), 193-225. https://www.jstor.org 
/stable/248303 

10. DeFond, M. L., & Park, C. W. (2001). The reversal of abnormal accruals and 
the market valuation of earnings surprises. The Accounting Review, 76(3), 
375-404. https://doi.org/10.2308/accr.2001.76.3.375 

https://dx.doi.org/10.2139/ssrn.2788514
https://doi.org/10.1177%2F0148558X13492591
https://dx.doi.org/10.2139/ssrn.2403886
https://dx.doi.org/10.2139/ssrn.2383237
https://doi.org/10.1111/j.1745-6622.2011.00319.x
https://doi.org/10.1111/j.1745-6622.2011.00319.x
https://doi.org/10.1016/j.jfineco.%202007.03.003
https://doi.org/10.1016/j.jfineco.%202007.03.003
https://doi.org/10.1177%2F1023263X17693187
https://doi.org/10.2308/accr.2001.76.3.375


“NEW CHALLENGES IN CORPORATE GOVERNANCE: THEORY AND PRACTICE” 

Naples, October 3-4, 2019 

66 

11. Enriques, L. (2009). Modernizing Italy’s corporate governance institutions: 
Mission accomplished? (ECGI Law Working Paper No. 123). 
http://dx.doi.org/10.2139/ssrn.1400999 

12. Francis, J., LaFond, R., Olsson, P., & Schipper, K. (2005). The market 
pricing of accruals quality. Journal of Accounting and Economics, 39(2), 
295-327. https://doi.org/10.1016/j.jacceco.2004.06.003 

13. Jones, J. J. (1991). Earnings management during import relief 
investigations. Journal of Accounting Research, 29(2), 193-228. 
https://doi.org/10.2307/2491047 

14. Kothari, S. P., Leone, A. J., & Wasley, C. E. (2005). Performance matched 
discretionary accrual measures. Journal of Accounting and Economics, 
39(1), 163-197. https://doi.org/10.1016/j.jacceco.2004.11.002 

15. Lefort, F., & Urzua, F. (2008). Board independence, firm performance and 
ownership concentration: Evidence from Chile. Journal of Business 
Research, 61(6), 615-622. https://doi.org/10.1016/j.jbusres.2007.06.036 

16. Marchetti, P., Siciliano, G., & Ventoruzzo, M. (2017). Dissenting directors 
(ECGI Law Working Paper No. 332). https://dx.doi.org/10.2139/ssrn.2854768 

17. Marchetti, P., Siciliano, G., & Ventoruzzo, M. (2018). Disclosing directors 
(ECGI Law Working Paper No. 420). http://dx.doi.org/10.2139/ssrn.3264763 

18. Melis, A., Carta, S., and Gaia, S. (2012). Executive remuneration in 
blockholder-dominated firms. How do Italian firms use stock options? 
Journal of Management and Governance, 16(3), 511-541. https://doi.org/ 
10.1007/s10997-010-9163-0 

19. Moscariello, N., Pizzo, M., Govorun, D., & Kostyuk, A. (2018). Independent 
minority directors and firm value in a principal–principal agency setting: 
Evidence from Italy. Journal of Management and Governance, 23(1), 165-
194. https://doi.org/10.1007/s10997-018-9421-0 

20. Pacces, A. (2018). Procedural and substantive review of related party 
transactions (RPTs): The case for non-controlling shareholder-dependent 
(NCS-Dependent) directors (ECGI Law Working Paper No. 399). 
http://dx.doi.org/10.2139/ssrn.3167519 

21. Peasnell, K. V., Pope, P. F., & Young, S. (2000). Detecting earnings 
management using cross-sectional abnormal accruals models. Accounting 
and Business Research, 30(4), 313-326. https://doi.org/10.1080/ 
00014788.2000.9728949 

22. Peek, E., Meuwissen, R., Moers, F., & Vanstraelen, A. (2013). Comparing 
abnormal accruals estimates across samples: An international test. 
European Accounting Review, 22(3), 533-572. https://doi.org/10.1080/ 
09638180.2012.746518 

23. Wysocki, P. D. (2004). Discussion of ultimate ownership, income 
management, and legal and extra‐legal institutions. Journal of Accounting 
Research, 42(2), 463-474. https://www.jstor.org/stable/3542369 

24. Zhou, F., Fan, Y., An, Y., & Zhong, L. (2017). Independent directors, non-
controlling directors, and executive pay-for-performance sensitivity: 
Evidence from Chinese no-state-owned enterprise. Pacific-Basin Finance 
Journal, 43, 55-71. https://doi.org/10.1016/j.pacfin.2017.02.003 

 
 
 

 

 

http://dx.doi.org/10.2139/ssrn.1400999
https://doi.org/10.1016/j.jacceco.2004.06.003
https://doi.org/10.1016/j.jacceco.2004.11.002
https://doi.org/10.1016/j.jbusres.2007.06.036
https://dx.doi.org/10.2139/ssrn.3264763
https://dx.doi.org/10.2139/ssrn.3167519
https://doi.org/10.1080/00014788.2000.9728949
https://doi.org/10.1080/00014788.2000.9728949
https://doi.org/10.1080/09638180.2012.746518
https://doi.org/10.1080/09638180.2012.746518
https://doi.org/10.1016/j.pacfin.2017.02.003

