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SUMMARY: 
Although many audit committee members seem ‘’independent’’ , anecdotal evidence suggests that the CEO and the audit committee members are often linked due to social networks. This study examines the relationship between social ties and earnings management, and the moderation effect of religiosity on this relationship.  It extents current research by arguing that the relationship between social ties and earnings management is influenced by religiosity. Based on a sample from large stock market companies in Europe from 2010-2015, there is some evidence that these social networks have an effect on accrual-based  earnings management. This thesis measures earnings management in total and separately for accrual-based earnings management and real earnings management. However, the effect of social ties on real earnings management is not significant, neither are the results of total earnings management. The substitution effect of accrual-based and real earnings management is present and shows that accrual-based earnings management and real earnings management are in fact substitutes of each other. This is in contrast to the effect of religion on earnings management, which has no effect in this sample. The limitation of this study is that the number of observations is low, and there are big differences in the institutional environments of the European countries. Therefore, these results must be interpreted with caution. This study wants to give new insights in the association between social ties and earnings management and the effect of religion on this relationship.
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[bookmark: _Toc486249596]CHAPTER 1: INTRODUCTION
 ‘’ Social relationships are just as important to health as other common risk factors like smoking, lack of exercise or obesity, new research shows.’’ Tara Parker Pope, New York Times 2010.   
After big scandals like, Enron, HealthSouth, Tyco and WorldCom the trust of investors, stakeholders and society was damaged (Agrawal & Chadha, 2005). Therefore, the Sarbanes Oxley Act 2002 , hereafter called SOX, implemented new rules and regulations amongst others the stricter rules for internal control and financial reporting and rules about the disclosure of information. In other words, new independence rules were set in place. These regulations require, amongst others, that each member of the audit committee must be independent from the CEO, and that these independent members are assumed to manage the firm more efficiently (Bruynseels & Cardinaels, 2014). The purpose of an independent board is to conduct financial oversight and to oversee the integrity and objectivity of the financial reporting (Klein, 2002). Independence is one of the most critical aspects to hold the management responsible for the shareholders. In addition, it is crucial for the financial oversight to fulfill the objectivity of the audit committee (Millstein, 1999).      
However, the independence requirement could be fulfilled, even though social ties are present. The investor responsibility research center (IRRC), classifies board members as independent if the members of the audit committee have no financial and no family ties with the CEO, but social ties are absent in this requirement (Hwang & Kim, 2012). Social ties can be formed by studying at the same university or having worked together in the past, but can also be formed in their leisure time, while doing the same sport or joining the same business club (Hwang & Kim, 2009). Social ties can have a big influence on the financial reporting quality (Bruynseels & Cardinaels, 2014; Carcello & Neal, 2000), as it can lead to a better advisory role and better acquisition decisions (Ferreira, 2007; Schmidt, 2015), but also may result in friendly financial reporting (Bruynseels & Cardinaels, 2014; Carcello & Neal, 2000).
Social ties can be just be as harmful as non-independent members of the audit committee, because they might hamper the ability to look critical at the role of the management (Carcello & Neal, 2000). Besides the influence of independence on the financial reporting quality, previous research has also showed that the effectiveness of the audit committee is influenced by its independence. For instance, firms with financial distress that have social ties between the CEO and the audit committee are less likely to get a going concern report (Carcello & Neal, 2000), get more internal control problems (Krishnan, 2005) and have more incentives for earnings management (Klein, 2002).  
Earnings management occurs when managers use judgement in financial reporting and transactions to mislead stakeholders about the economic performance of the company of the contractual outcomes that depend on the accounting numbers (Healy & Whalen, 1999; Schipper, 1989). A higher presence of earnings management reflects a lower audit quality (Healy & Wahlen, 1999). Saleh, Iskandar & Rahmat (2005), detect a negative relationship between earnings management and audit committee independence. In addition, Saleh et al. (2005) imply that the independence of the audit committee serves as a good mechanism against earnings management. Also Alkdai & Hanefah (2012) showed a negative relationship between the audit committee independence and earnings management. This study implies that not only conventional, but also social ties between the CEO and the audit committee provide more latitude against earnings management. 
In contrast to social ties, religion seems to lower the incentives for earnings management.  McGuire, Omer & Sharp (2012) state that religiosity decreased the level of financial reporting irregularities. This paper uses the religiosity measure of the global religious landscape who use the more sociological measure that claims that religion is the self-identification with the religion, including people who claim the same religion but with a different view (PewResearchCenter, 2012). Religion is a key social mechanism for controlling beliefs and behavior (Kennedy & Lawton, 1998). Unethical activities such as ﬁnancial fraud and ﬁnancial reporting irregularities can be attributed to the ethical failures (Staubus, 2005). These ethical failures are affected by culture which often influences economic outcomes due to honesty, thrift, work attitude and the openness to strangers (Barro & McCleary, 2003). Specific the religious beliefs in a God can affect the morality by vision and motivation (Sia, 2008). Highly religious people are less likely to see accounting manipulation as acceptable (Conroy & Emerson, 2004; Longenecker, McKinney & More, 2004). Religiosity is the driver for better ethical decisions, and in this way will lead to less manipulation for accounting.
A positive relationship between social ties and earnings management has been found( Bruynseels & Cardinaels, 2014). This thesis wants to add the effect of religiosity by investigating the effects of religiosity and social ties between the CEO and the audit committee on earnings management. Therefore the main research question for this thesis is: 
What is the association of social ties on earnings management and is this association moderated by religion?
This paper makes several contributions to the existing literature. Firstly, former research on social ties primarily focused on the board in the firm. This research focuses on the influence of de CEO on independent monitoring facilities within the firm (Westphal & Graebner, 2010), which is interesting to investigate because the audit committee is a corporate governance structure that protects the integrity of the financial reporting of a firm (He et al., 2016).                                                                                                                              Secondly, in previous papers the relationship between social ties and earnings management was often researched in the Unites States (Bruynseels & Cardinaels, 2014) or China (He et al., 2016), but there is done no research has been performed for social ties in Europe.  Moreover, recent studies have found that legal expertise in the audit committee can improve the audit quality, this study will show the other side of the coin and shows the negative relationship. Finally, the moderation effect between social ties, religion and earnings management was never tested before. The effect of social ties between audit committee and the CEO and audit quality is tested in the paper by Bruynseels and Cardinaels (2014). The paper by McGuire, Omer & Sharp (2012) investigated the relationship between religion and the financial reporting. The result of this research is that the higher the religiosity of the firm, the lower the incentives for financial reporting irregularities. The paper by Hwang & Kim (2012), investigated the role of social ties on earnings management. The results of the research shows that informal ties play a material role in the facilitation of creative accounting practices. This thesis tries to combine the research for social ties and earnings management with the research for religion and earnings management. By doing so this thesis tries to fill in the gap in the existing literature.  
This thesis is organized as follows: Chapter 2 will elaborate further on the literature and present the hypotheses. Chapter 3 will explain the data set and the methods used. Chapter 4 will discuss the results and Chapter 5 will conclude and discuss the implications of this research. 



[bookmark: _Toc486249597]CHAPTER 2: LITERATURE REVIEW 
[bookmark: _Toc486249598]2.1 	Earnings management: 
According to the stakeholder theory, the main goal of a firm is to maximize the shareholder value (Jensen, 2011). To obtain this goal firms should attract capital and make sure that the firm future’s performance should be positive. Therefore firms are interested in reporting positive earnings, growth and meeting capital forecasts (Degeorge et al., 1999). As a result, the firms might manage earnings to attract shareholders and to hold current equity. This paper defines earnings management as the use of judgement in financial reporting to mislead the stakeholders about the performance of the firms or the contractual outcomes (Healy & Wahlen, 1999). The paper by Graham, Harvey and Rajgopal (2005) state some reasons why firms attend in earnings management, namely, to build credibility with the capital market, maintain or increase stock price, improve the external reputation of the management team and convey future growth projects. Conclusively, firms engage in earnings management to attract capital and to prevent from violation of contracts (Dechow et al., 1995)
Furthermore, existing literature made a distinction between two types of earnings management, namely accrual-based earnings management and real earnings management. Real earnings management occurs when managers take actions that differ from the actual timing and operations, with the objective to meet or beat certain earnings threshold (Roychowdhury, 2006). Accrual-based earnings management occurs when managers choose certain policies out of generally accepted policies to achieve the earnings objectives that are set (Braam et al., 2015). The difference between these types of earnings management is that real earnings management turns out to be more costly than accrual-based earnings management (Graham et al., 2005). Although the costs are higher, real earnings also has advantages. First of all real earnings management is more difficult to detect (Graham et al., 2005). Secondly it is less corrected by auditors (Nelson et al., 2002). After the implementation of the SOX, the likelihood of drawn the scrutiny by the external auditor or regulator was higher for accrual-based earnings management than for real earnings management (Cohen et al., 2008). The best effect would be created by combining real earnings management with accrual- based earnings management (Darrough & Rangan, 2005). Corporate governance and business ethics are important channels to check for earnings management (Chen, Hu, Liang & Xin, 2013). In addition, strong internal corporate governance is a good mechanism to check for earnings management (Klein, 2002). Leuz et al. (2003) investigated that earnings management is more likely to occur when the investor protection is weaker. Healy & Wahlen (1999) state that a high level of earnings management reflects a lower quality of financial reporting.
[bookmark: _Toc486249599]2.1.1 	Accrual-based earnings management 	
The judgements of managers in financial reporting can be defined as accrual-based earnings management (Healy & Wahlen, 1999). Accruals are the difference between net income and cash flows. Accruals contribute to the objective to reflect the true performance of the firm by recording revenues and expenses in the period in which they are incurred, rather than show the cash in and outflows. Although it has the objective to reflect the true performance, it can also be used for earnings management. It is possible to manipulate the recorded income for accruals that require discretion in accounting standards. The discretionary accruals are the accruals of concern with accrual-based earnings management. These discretionary accruals are created to decrease estimates of bad reserves warranty cost and write-downs of inventory (Li, McDowell & Moore, 2009). The paper by Cheng and Warfield (2005) concluded that incentives from stock-option compensations are positively related to the engagement in accrual-based earnings management. This result is not only national but research for accrual based earnings management is spread over the world. Leuz et al. (2003) examined earnings management throughout 31 countries. The paper by Enomoto, Kimura, Yamaguchi (2015) investigated the real and accrual-based management differences in different countries with different investor protection. Accrual-based earnings management appears to be a world-wide phenomenon.
However, the use of accrual-based earnings management is restricted in some ways. First of all auditors try to limit the use of accrual-based earnings management. Especially the big 4 auditors (Deloitte, Ernst & Young, KPMG and PWC) , who have more experience in detecting accrual-based earnings management in comparison with smaller firms (Becker, DeFond, Jiambalvo, 1998). Moreover, the engagement in accrual-based earnings management depends on the flexibility of the firm. The firm’s ability to manipulate earnings is constrained by the extent of accruals from previous periods. According to Zang (2011) accrual reversals are of a larger extent if the operating cycle is longer. The period before the implementation of the SOX was characterized with increased accrual-based earnings management (Cohen et al., 2008). In addition the level of accrual-based earnings management is decreased due to the adoption of SOX (Cohen et al., 2008). Moreover, Leuz et al. (2003) confirmed that the better the investors are protected the more difficult it is to conceal the true performance of the firm. 
[bookmark: _Toc486249600]2.1.2 	Real earnings management
Real earnings management occurs when managers take actions that reduce the firm value in the future, because the action that is taken to increase earnings can reduce the cash flows in future periods (Roychowdhury, 2006). The prevalence of real earnings management is not well understood until the last years (Zang, 2011). Real earnings management is investigated on a large scale. In fact eighty percent of the CFO’s would decrease R&D expenditure, advertising and maintenance. Companies would do this as long as the actions are within GAAP and the real sacrifices are not too large (Graham et al., 2005). More recent literature about real earnings management starts to research the consequences of real earnings management. Firms that used real earnings management to meet the earnings benchmarks have better operational performance in the next three years than firms who did not (Gunny, 2010). Most previous literature only examined the specific real earnings management tool, in which it is likely to occur. However, it is more likely that managers use multiple techniques at the same time (Zhang, 2011). Hence, this thesis will combine the use of accrual-based earnings management with the use of real earnings management. Furthermore the study of Cohen and Zarowin (2010) concludes that larger firms prefer to engage in earnings management. Furthermore, long term auditor oversight decreases the involvement in earnings management (Reichelt & Wang, 2010).
Zhang (2007) and Cohen et al. (2008) suggest that the presence of more regulation and litigation pushes the firms into real earnings management when the opportunities of accrual-based earnings management are constrained. This happens because real earnings management is harder to find. When accounting flexibility is reduced, firms tend to switch to real earnings management. In addition to this the papers state that there is more willingness to real activities rather than through accruals. 
[bookmark: _Toc486249601]2.2 	Social ties: 
The embeddedness theory by Granovetter (1985) stresses the importance of social relations in analyzing economic activities. Social ties between people generate trust and cooperation (Granovetter, 2005). Social ties can be beneficial for firms if they facilitate information flows and monitoring (Cai et al., 2016). For example, Engelberg et al. (2012) shows that interpersonal links lead to cheaper loan financing due to the fact that social networks improve the exchange of information between lenders and borrowers. Similarly Cohen et al. (2008; 2010) state that managers on Wall Street and analysts of financial data benefit from social ties. In addition the stock price is higher if the firm has more social ties. (Faccio, 2006). 
Although these social ties can be used for information sharing, it could also exploit the information advantages at the expense of the shareholders (He et al., 2016). Social ties can also be detrimental when it results in agency conflicts. These conflicts can arise due to a situation where the CEO will assign board members that are sympathetic outsiders (Westphal & Khanna, 2003). CEO who have great power attract people who are demographically similar to them. Socially connected boards tend to award CEOs higher compensation (Butler & Gurun, 2012). 
This paper assumes that there are different social ties namely: education, employment and other social activities. These types fall into two groups, namely ’’advice network’’ and ’’friendship networks’’ (Gibbons, 2004). Advice networks particularly focus on work-related relationships. This are often links with people from other companies or with the same views that is based on education (Carrol & Theo, 1996). Furthermore there are ‘’friendship networks ‘’ which consist of people who are connected via other activities like sport clubs or charity organizations (Bruynseels & Cardinaels, 2014). More controversial information is more likely to be shared in friendship networks. Intimacy can lead to facilitation of discussions about controversial issues (Gibbons, 2004). 
Westphal & Khanna (2003) suggest that not only the type but also the strength of these ties is important. The CEO wants to have autonomy in taking the big decisions. Prior research shows that the strongest ties are associated with voluntary associations (Bruynseels & Cardinaels, 2014). Controversy, the ties that are associated with employment and education are less likely to become strong ties (McPherson et al., 2001; Carroll & Theo, 1996). The consensus in the literature shows that the audit committee is an important corporate governance mechanism and stressed the independence requirement (Carcello & Neal, 2000; Klein, 2002; Levitt, 2000). Despite this the members of the audit committee can still be connected to executive directors in other ways. The CEO appoints directors from networks like the informal social network (Finkelstein et al., 1996; Beasley, Carcello, Hermanson & Neal, 2009). The paper from Beasley et al. (2009) showed that even after the implementation of the SOX in 2002, members from the audit committee are often picked from the social networks of the CEO. Moreover, about 40 percent of the CEO’s had significantly previous contact with the executive team and 33 percent admitted to have personal ties with someone from the audit committee. 
Conclusively social ties can have two directions, on the one hand social ties enhance trust and create information flows. Social networks enable people to discuss sensitive issues that would not be shared without these ties (Gibbons, 2004). On the other hand social ties can be detrimental for monitoring.
[bookmark: _Toc486249602]2.3 	Social ties and Earnings management 
Actors in organizations are not only driven by financial motives, but also by social motives. Social motives play a big role on the director’s monitoring and capacity (Hwang & Kim, 2009). When a social relationship is conducted, the people in the relationship interpret the actions in more favor (Uzzi, 1996).  
The consensus in the literature shows that a lower level of independence of the audit committee has an increasing effect on the level of earnings management. Baxter and Cotter (2009) state that the extent of earnings management declines if the independence of the audit committee rises. Xie et al. (2003) results that there is no significant relationship between the size of the audit committee and earnings management. Social connected board members tend to award the CEO higher compensation. Furthermore prior literature provides evidence that the social ties between the CEO and the audit committee provides less independence (He et al., 2016). The board of directors often see other directors as members of the same group. Observers are more likely to imitate individuals who are belonging to the same group (Gino et al., 2009). Board connections with firms that engage in earnings management shift people to greater acceptance in earnings management. This concept can be reflected on the relationship between the CEO and members of the audit committee in a greater acceptance in earnings management. Collectively, the engagement in earnings management was lower when the audit committee members were more independent (Klein, 2002). Together, this research implies that social ties have a positive effect and the following hypothesis is formulated:
H1a: There is a positive association between social ties and earnings management 
As mentioned earlier, there are different forms of earnings management. Zang (2011) examined the trade-off between accrual-based earnings management and real earnings management. Furthermore, after the implementation of the SOX, firms switched from accrual-based management to real earnings management (Cohen et al., 2008). Badertscher (2011) examined the trade-off between the different forms of earnings management. The paper defines 3 categories: real transactions management, accruals management within GAAP and accrual management outside GAAP. The first category can be defined as real earnings management, the second as accrual-based earnings management and the last one can be defined as fraud. The underlying assumption of this research is that overvaluation leads to earnings management. Managers look at the potential cost and benefits when they decide which method of earnings management to use. The potential costs include the decline in firm value which causes suboptimal decisions, the decline of the stock price if accrual-based earnings management is discovered and the loss of the position in the labor market. Collectively, the net incentives determine the choice in which type of earnings management to invest. 
Accrual-based management is popular because it has less effect on the long-term value of the firm. Furthermore it can be done within the boundaries of the GAAP. Depending on how the firms managed earnings management it will be visible or invisible for the investors. The detection costs are relatively low (Badertscher, 2011). Firms who make decisions for the short-term often use accrual-based earnings management (Pincus & Rajgopal, 2002). In contrast, the most important advantage of real earnings management is that it is not subject to the auditor and governance constraints. Real earnings management activities will not be found if the auditor checks it scrutiny. However, it is more costly than accrual-based management (Badertscher, 2011). The paper by Braam et al. (2015) implies that politically connected firms engage more in real earnings management because of the high secrecy and less detection. This paper argues that socially connected audit committee members and CEOs would also search for methods that are less detectable. Previous literature shows a positive association between social ties and the level of accrual based earnings management (Bruynseels & Cardinaels, 2014). So in compliance with the previous literature the following hypotheses are formulated: 
H1b: There is a positive association between social ties and the level of accrual- based earnings management
H1c: There is a positive association between social ties and the level of real earnings management
[bookmark: _Toc486249603]2.4 	Religion: 
Religion is one of the personal drivers of human behavior (La porta et al., 1997). Religion has not 1 clear definition, because people have their own interpretation of it. A broad definition of Geertz, (1993): ‘’ 1) A systems of symbols which acts to 2) establish powerful, pervasive and long lasting moods and motivations in men by 3) formulating conceptions of the general order of existence 4) clothing these concepts in an aura of factuality that 5) the moods and motivations seem uniquely realistic‘’ (Geertz, 1993, p. 90).
The idea that religion is important in economics goes back to Weber (1930). He states that religion and the beliefs have a significant impact on the economy. Religious social norms are a potential mechanism for reducing agency costs. Furthermore the strength of these religious social norms could be useful for identifying the willingness of the firm to engage actions that are costly for shareholders (Terpstra, Rozell & Robinson, 1993).             	                            The impact of religiosity on earnings management is not unambiguous. In addition no significant results on religion in manager investing attitudes were found (Zahra, 1985; Kidwell, Stevens & Bethke, 1987). Also Callen et al. (2011), states that earnings management is unrelated to religions affection and the degree of religiosity in international setting. Kohn (1989) concluded that there is a positive relation between religiosity and cheating on exams. Controversially, believers of a religion are more ethical than people who are nonbelievers (Miesing & Preble, 1985). In addition individuals with stronger religious convictions hold negative attitudes toward unethical business practices (McNichols & Zimmerer, 1985).
There are different individual characteristics of people who are religious which will have a negative effect on engaging in earnings management. The first characteristic is honesty, this does not mean that someone who does not belief is less honest. In fact it does stress that people that live in demographic areas which are highly religious are more prone to moral codes of conduct (Dyreng, Mayew & Williams, 2012). Individuals are less likely to dishonestly report performance if they would be reminded of this code. Remarkably, this counts for all people in this demographic area and these people do not have to be explicit part of a religious group themselves (Mazar, Amir & Ariely, 2008). This can be applied to accrual-based earnings management decisions by managers which would lead to smaller deviations from the accrual levels. In this way the values lay closer to the true economic performance. (Dyreng et al., 2012).  The second characteristic is risk aversion. Religious people are commonly viewed as more risk-averse than people who do not believe. Furthermore managers that are religious are less likely to be the target in law suits (McGuire et al., 2012). To avoid the law suits, the managers will conservatively report their accruals. Conclusively this will result in an income decreasing bias in the accrual choices (Dyreng et al., 2012).
[bookmark: _Toc486249604]2.5 	Religion & Earnings management: 
Religion is an important external monitoring mechanism in audit quality (Omer, 2010). When the firms headquarter is in a religious area, the incentives for financial reporting irregularities are lower (McGuire et al., 2012). Consistent with these reasoning Kanagaretnam et al. (2015) expect that religion and earnings management is related for several reasons. The first is that the ethos of religious people forms a powerful reason to not involve in earnings management.  Secondly there is growing literature on religion and the impact on morality and ethical behavior. Intrinsically motivated religious people, are less accepting in ethically questioning scenarios (Walker, 2012). Thirdly the social norm perspective of religion dampers the income-increasing effect of earnings management. In addition due to risk aversion religious people will not involve in earnings management. The paper by Hilary and Hui (2009) states that companies in the US that are located in countries with a high degree of religiosity, have a lower return on assets and equity. This can indicate that religious people are more risk averse. Conclusively, religion has a negative effect on earnings management (Du et al., 2015). In line with previous literature the following hypothesis is made: 
H2a: There is a negative association between the level of religiosity and earnings management. 
Prior research suggest that real earnings management is seen as more ethical than accrual-based earnings management. The paper by Merchant & Rockness (1994) investigated the ethical perspective on earnings management. Most of the actions off  earnings management are according to GAAP, but not all ethical judgements are the same between groups. The paper examined if different types of earnings management had different level of acceptance. 
Religious managers are more likely to internalize social norms and in this way they would not manipulate information (Barro & McCleary, 2003). If the religiosity is only ‘’ skin’’ deep managers would pay a high price if they are caught in violating certain social norms in a religious area (Callen & Fang, 2015). In a religious region there will be religious whistleblowers who feel responsible to unmask the manipulation (Javers, 2011). Uncertainty avoidance is an important feature of religion. Religious people are risk averse according to McGuire et al. (2011) and therefore prefer conservative management. Earnings management is a more aggressive way of accounting and therefore Gray (1988) expects a negative relationship between uncertainty avoidance and earnings management. However, the demand for uncertainty can have a positive relationship with earnings management for instance with earnings-smoothing. If the rewards and punishments are high in these countries, managers tend to manage their earnings to fulfil the expectation of the investor consistency in earnings streams (Nabar & Boonlert-U-Thai, 2007).   
Although religion is negatively related with strong forms of accounting manipulation mangers in high religious area’s still manage their earnings. Managers in all areas have pressure to meet earnings targets (McGuire et al., 2011). Real earnings management is seen as more ethical and less risky than accrual-based management (Bruns & Merchant 1990, Graham et al., 2005). Furthermore, managers seem to prefer real earnings management over accrual-based earnings management because it is the less risky option (Cohen et al., 2008). To elaborate, short-term earnings management is viewed as less acceptable, the increase of earnings is less acceptable than the decrease, and materiality matters (Bruns & Merchant, 1990). In line with previous literature the following hypothesis is made:
H2b: There is a negative association between the level of religiosity and accrual-based earnings management. 
H2c: There is a positive association between the level of religiosity and real earnings management. 
[bookmark: _Toc486249605]2.6 	Social ties, Religion and earnings management:
There are different effects of the institutional factors on earnings management. Firstly, the strength of the institutional variables varies so much. The strength of institutional variables vary so much and, so will vary the earnings management. Secondly, institutional factors are the economic drivers for earnings management (Doupnik, 2008). 
The paper by McGuire et al. (2012) examined the influence of social norms of religiosity with alternative forms of external monitoring by investors and shareholders. The influence of religion was the highest in firms were the monitoring was low. Conclusively, this means that religion is an alternative for external monitoring, when there is a lack of monitoring in the firm. In addition, managers view real earnings management as more ethical and less risky than accrual-based management (Graham et al., 2005). The paper by Kanagaretnam et al. (2015) state that religiosity reduces excessive risk taking and acts as deterrence for the earnings management manipulation. This implies that religiosity will decrease the level of earnings management in general and will increase the level of real earnings management. The previous predictions imply the moderation effect of religion. Religion will moderate the effect that social ties have on earnings management. 
H3: There is a positive association between earnings management and social ties, only in countries with low religiosity.  
[bookmark: _Toc486249606]2.7 	The substitution effect of earnings management for social ties and religion
In addition to the current literature, there is evidence that there is a substitution effect between accrual-based earnings management and real earnings management (Cohen et al., 2008; Doukakis, 2014). In the paper by (Braam et al., 2015) the substitution effect is found within companies that are related to politics. This effect can be declared by the fact that political firms cannot be connected with earnings management in the first place, because this causes bad reputation. Not only real earnings management but also accrual-based earnings management is costly. Firms will differ in strategies and this leads to different decisions in the forms of earnings management (Zang, 2006). 
 To check for this, the substitution effect will be measured for social ties and for religion.
H4: There is a substitution effect between the level of accrual-based earnings management and the level of real earnings management for social ties and religiosity.






[bookmark: _Toc486249607]CHAPTER 3: EMPIRICAL METHODS
[bookmark: _Toc486249608]3.1 	The research model 
In this figure the research model is presented, and in this way it becomes more clear how the different associations are tested. Hypotheses 1a till 1c test the effect of social ties on the different forms of earnings management. Hypotheses 2a till c test the association of religion and the different forms of earnings management. Hypothesis 3 test the moderation effect of religion on earnings management. Hypothesis 4 test the substitution effect of accrual-based and real earnings management.
Figure 1: The research model 
H3
H2c
H2b[image: ]
H2a
H1a
H1b
H1c
Social Ties
Religion
Earnings Management 
Accrual-based 
Real





H4a,b[image: ]
H4c,d



[bookmark: _Toc486249609]3.2 	Accrual- Based Earnings management 
Consisting with previous literature this paper uses the modified Jones model (Dechow et al., 1995; Zarowin, 2015) for determining the discretionary accruals. This is a cross-sectional model for discretionary accruals. For each year, the model is classified for industry and year by the digit SIC-codes. This approach partially controls for industry wide changes in economic conditions which affect the total accruals while allowing the coefficients to vary across time (Cohen et al., 2008). Firm-specific time-series may become unreliable, due to the fact that there are not enough sufficient observations (Hwang & Kim, 2012).  The estimation will be on sector level with a minimum of 10 observations for each industry. The outcomes are often seen as absolute accruals because there is no specific direction for the earnings management and the reversal in earnings management is taking into account (Cohen et al., 2008).
The following equation is the first step in determining the level of accrual-based earnings management
 =  (1) 
Where: = Total accruals for firm I in year t. Accruals are defined as income before                        extraordinary items minus the cash flow for operations.                                            
  = The total amount of assets of year t-1 for firm I				 = Change in revenue in year t compared to year t-1 for firm I                       
 = Gross property, plant and equipment 





So right now the total accruals are determined, but in fact, for calculating the earnings management the discretionary accruals of the company are the most interesting. So, the next step is to determine the non-discretionary accruals.
This is determined by the following equation:  
 (2)
Where:= Non- discretionary accruals for firm i in year t                                             
 = Change in accounts receivable 




The last step is to calculate the discretionary accruals, which can be calculated to subtract the non-discretionary accruals form the total accruals. Both absolute discretionary accruals and discretionary accruals are calculated.
 (3) 
Where:= Absolute discretionary accruals for firm i in year t    
= Discretionary accruals for firm i in year t 



       
                                  




[bookmark: _Toc486249610]3.3 	Real earnings management 
This study relies on previous proxies of real earnings management. The three- proxy model of the paper by Roychowdhury (2006) is used to determine real earnings management. This model is focusing on three proxies of manipulation with real earnings management (Zang, 2006; Gunny, 2010). These 3 proxies are the ways managers can manipulate their earnings. The manipulation of the following activities: reducing cost of goods sold by overproducing inventory, faster sales due to discounts and cutting in discretionary expenses like marketing or R&D costs.
Like the estimation of the accrual based earnings management the level of normal production costs, the expected operational cash flows and the cost of the discretionary will be determined first. The estimation will be on sector level with a minimum of 10 observations for each industry.
[bookmark: _Toc486249611]3.3.1 	Lower production cost
For determining the level of production cost the sales and the change in inventory are taken for each year. The normal cash flows from operations is a linear function of sales and the change in sales in the period afterwards. Expenses are a linear function of contemporaneous sales. Likewise, the previous calculation first step is to calculate the real production cost for one year and compare this number with the production cost on the financial statement. 
 The following equation is regressed:
 (4)
Where:= Cost of Goods sold in year t for firm i
= Revenue in year t minus the revenue in year t for firm i				
 



  = Gross property, plant and equipment 




            
Where:= Change in inventory in comparison to previous year t for firm i
- Change in revenue in comparison to previous year for firm i
Revenue in year t minus the revenue in year t for firm i				
 



  = Gross property, plant and equipment 



These two are combined together to estimate the normal level of production cost. The abnormal production cost is the real cost minus the estimated cost by equation 6.
(6)
	= Estimated production cost in year t minus the revenue in year t for organization i. 



[bookmark: _Toc486249612]3.3.2	Faster selling of goods 
The second proxy is to determine the sales level. To determine this the cash flow from operation is used and in this way it is possible to calculate the possible difference. The normal cash flows from operational activities is a linear function of the revenue and the change is revenue. Abnormal CFO is the actual CFO minus the estimation in function 7.
 (7)
	= Cash flow from operations form year t for organization i



[bookmark: _Toc486249613]3.3.3 	Unexpected discretionary cost
The estimated discretionary cost can be modelled with the revenue of the previous years. The revenue of previous years is used because the discretionary from this year lead to statistical problems (Cohen et al., 2008). = Discretionary expenditures (sum of marketing, R&D, advertising and SG&A expenditures and other additional cost) 







[bookmark: _Toc486249614]3.3.4 	Total earnings management 
The level of total earnings management is determined by the three proxies, R_PROD R_CFO and R_DISXCEX. These three together determine the height of real earnings management. As already mentioned, this is established by determine the real value minus the estimated values by the formulas.  
[bookmark: _Toc486249615]3.4 	Social ties
The key independent variable is social ties (TIES), and measured as a proportion capturing the number of social ties between the audit committee and the CEO divided by the amount of possible social ties in the total audit committee. As mentioned earlier this thesis divided the social ties in three groups: employment ties, educational ties and other activities ties. An audit committee member is socially tied to the CEO, when at least one tie is formed due to employment, education or other activities. An educational social tie is formed if the audit committee members and the CEO have worked for the same company. In addition an educational tie is formed by graduation at the same university, even though it was not in the same year. This can be argued by the use of alumni networks (Cohen, Frazzini & Malloy, 2010). At last there are the other activities social ties, which consist of membership in sport, leisure and country clubs or non-profit firms or associations. 
[bookmark: _Toc486249616]3.5	 Religion
The religiosity is based on the percentage of people that are religious in comparison to the residents living in that country. This paper uses data from the Pew Research database. Previous research also uses data from this database (Baumgartner, Francia & Morris, 2008; Myers, Eid & Larsen, 2008). This database includes religious data for all the countries in this research, while the most common religion databases like World Value Survey or European Value survey do not. 
In addition the head quarter of the company is important to indicate whether the company is in a religious or non-religious area (Hilary & Hui, 2009; Dyreng et al., 2012). This can be argued by the fact that the population that is surrounding the firm have influence on the culture of the company. Religion is measured as 1 if the religion is higher than median and 0 if it is lower (Hilary & Hui, 2009). The percentage affiliated and non-affiliated are stated in appendix, A1.
[bookmark: _Toc486249617]3.6 	Control variables
Consistent with prior research on earnings management, this thesis controls for various corporate governance and economic factors that may influence earnings management, the audit committee independence and religion. 
Previous research implies that the following factors may affect the level of earnings management: type of accountant, size of the company, growth, leverage and return on equity (Klein, 2002; Ho et al., 2015; Krishnan et al.,2011).
BIG4 is a dummy which states 1 if the firm uses an accountant from the big4 companies (Deloitte, Ernst & Young, KPMG and PWC) and zero if it uses another accountant. As mentioned earlier and in the paper by Francis & Wang (2008), they argue that the big 4 audit firms have more resources and expertise with earnings management.
SIZE is the natural algorithm of the total assets of a firm. The bigger the firm, the more attention people have for the firm which makes it more difficult to imply in earnings management.  Prior studies show a positive association between audit quality & firm size (Butler et al., 2004; Asthana & Boone, 2012) On the other hand is it possible for bigger firms to have more earnings management because it is easier to hide in such a big firm.
GROWTH is the change in revenue for each year. It is possible that firms have the incentives to show a higher growth in periods which are difficult for the firm and this results in a lower growth. (Summer & Sweeney, 1985). 
LEVERAGE is the total asset divided by the total liabilities. A firm with high leverage wants to show high profit to the investors and in this way the firms will engage in earnings management. ROA is the operating income divided by assets. LIQ is the liquidity ratio, current assets divided by current liabilities. The higher this ratio, the better firms are capable to pay their debts on the short term. This will decrease the amount of earnings management.
In addition, control variables are added which affect the corporate governance and in this way, the independence of the auditors (Bruynseels & Cardinaels, 2014). These are the size of the audit committee board (BOARDSIZE), the average year of director’s board tenure (BOARDTENURE), the amount of financial experts (FINEXP) and, the size of the audit committee (ACSIZE).
[bookmark: _Toc486249618]3.7 	Description of Variables
Table 1 shows all the variables used.
	Table 1: Description of all the variables

	Variable
	Description

	EMTOTAL
	Total amount of earnings management

	DA
	Discretionary accruals

	ADA
	Absolute discretionary accruals 

	REM_TOTAL
	Real earning management

	R_PROD
	Proxy for lowering production cost (real earnings management)

	R_CFO
	Proxy for faster selling of goods (real earnings management)

	R_DISCEX
	Proxy for unexpected discretionary cost (real earnings management)

	TIES
	When at least 1 of the audit committee member has a social connection to the CEO divided by the total possible ties between the audit committee members and CEO. 

	RELIGIOSITY
	1 if the religiosity in the country is higher than the median, 0 otherwise

	BIG4  
	dummy which states 1 if the firm uses an accountant from the big4 companies (Deloitte, Ernst & Young, KPMG and PWC) and zero if it uses another accountant the natural algorithm of the total assets of a firm

	GROWTH
	the change in revenue for each year. 

	LEVERAGE 
	total asset divided by the total liabilities. 

	ROA
	operating income divided by total assets

	LIQ
	current assets divided by current liabilities

	SIZE
	natural logarithm of total assets

	BOARDSIZE
	the size of the board of directors

	BOARDTENURE
	the average months of directors board tenure 

	ACSIZE
	the size of the audit committee.

	FINEXP
	the proportion financial experts in the audit committee

	* All financial data in millions.

	



[bookmark: _Toc486249619]3.7 	Sample breakdown
This thesis focusses on a sample of European firms from 2010-2014. The sample of this thesis consist of 15 major stock indexes in Europe : Austria, Belgium, Switzerland, Germany, Denmark, Spain, Finland, France, United Kingdom, Ireland, Italy, Luxembourg, The Netherlands, Portugal, Sweden. This sample is chosen because it consists of the companies and countries which are included in the Euro stock 50 (Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxemburg, the Netherlands, Portugal and Spain). Switzerland, Denmark, Sweden and the United Kingdom are also included because their stock markets are important and not removed to keep the sample size big enough.
	Table 2: Sample

	Stock index
	Size of Index
	Country ISO-code

	AEX
	25
	NLD (Netherlands)

	AEX MID-CAP
	25
	NLD (Netherlands)

	ATX
	20
	AUT (Austria)

	BEL-20 INSTITUTIONAL
	20
	BEL (Belgium)

	CAC 40
	40
	FRA (France) 

	DAX
	30
	DEU (Germany)

	Euro Stoxx 50
	50
	Europe 

	FTSE 100 (GBP)
	100
	GBR (United Kingdom) 

	FTSE MIB INDEX
	40
	ITA(Italy)

	IBEX 35
	35
	ESP (Spain)

	ISEQ OVERALL
	20
	IRL (Ireland) 

	LUXX
	9
	LUX(Luxembourg) 

	OMX Copenhagen 20
	20
	DNK(Denmark)

	OMX Helsinki 25
	25
	FIN (Finland) 

	OMX Stockholm 30
	30
	SWE (Sweden) 

	PSI-20
	20
	PRT (Portugal)

	SMI 
	20
	CHE (Switzerland)

	Total (17)
	529
	 


                          						
For the Netherlands, not only the large stock caps are in the sample but also the mid-size caps, because Boardex does not differ between these two. Since the data of social ties is in Boardex, the sample of firms consist of firms that are in this database. The financial data comes from Compustat and the data for religion comes from the Global religious landscape. This study excluded financial institutions with SIC codes 60 till 67 which are financial institutions and mining and energy firms with SIC codes from 10 till 14. These firms tend to have deviating regulation. The initial size would be bigger, however Boardex and Compustat do not contain information about all these firms so the sample is reduced to 178 firms and 1016 observations.
	Table 3: Missing’s in sample

	Description 
	Accruals
	Real 
	R_CFO
	R_DISC
	R_PROD
	Religion 

	Initial size of observations  
	1016
	1016
	1016
	1016
	1016
	1016

	Lack in control variable
	172
	 
	 
	 
	 
	172

	Lack due to time variables
	 
	345
	345
	345
	345
	 

	Final sample 
	844
	671
	671
	671
	671
	844



[bookmark: _Toc486249620]3.8 	Test of the hypotheses 
More than one regression model is used to test the hypotheses. With these regressions, the associations between the variables is tested. 
[bookmark: _Toc486249621]3.8.1 	Regressions for social ties and earnings management.
Regression 1a: This regression describes the model that is used to determine the effect of social ties on the total amount of earnings management. The dependent variable is the total amount of earnings management, so the amount accrual-based earnings management and the real-earnings management taking together. The discretionary accruals are not in the absolute value because the real earnings management is also not in absolute values. The value for ties is the number of ties divided by the number of total ties possible between the CEO and the audit committee. The rest of the variables are added as control variables. The expected relationship is that social ties have a positive association with total earnings management.
1a:   ROA +  LIQ +    (Regression 1a)
Regression 1b: This regression describes the model that is used to determine the effect of social ties on absolute discretionary accruals. This is the proxy for accrual-based earnings management. The dependent variable is the absolute discretionary accruals, the value of the discretionary accruals in absolute form. The value for ties is the number of ties divided by the number of total ties possible between the CEO and the audit committee. The rest of the variables are added as control variables. The expected relationship is that social ties have a positive association with accrual-based earnings management.
ROA +  LIQ +   (Regression 1b)
Regression 1c: This regression describes the model that is used to determine the effect of social ties on real earnings management. Real earnings management consist of three proxies R_PROD, R_DISX and R_CFO which determine together the value of real earnings management. The value for ties is the number of ties divided by the number of total ties possible between the CEO and the audit committee. The rest of the variables are added as control variables. The expected relationship is that social ties have a positive association with real earnings management.
ROA +  LIQ +    ( Regression 1c) 
[bookmark: _Toc486249622]3.8.2 	Regressions for religion and earnings management
Hypothesis 2a : This regression describes the model that is used to determine the effect of religion on the total amount of earnings management. The dependent variable is the total amount of earnings management, so the amount accrual-based earnings management and the real-earnings management taking together. The discretionary accruals are not in the absolute value because the real earnings management is also not in absolute values. The value for religion is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise. The rest of the variables are added as control variables. The expected relationship is that religion has a negative association with total earnings management.
  ( Regression 2a)
Hypothesis 2b: This regression describes the model that is used to determine the effect of religion on absolute discretionary accruals. This is the proxy for accrual-based earnings management. The value for religion is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise. The rest of the variables are added as control variables. The expected relationship is that religion has a negative association with accrual-based earnings management.
  ( Regression 2b)
Hypothesis 2c: This regression describes the model that is used to determine the effect of religion on real earnings management. Real earnings management consist of three proxies R_PROD, R_DISCEX and R_CFO which determine together the value of real earnings management. This is the proxy for accrual-based earnings management. The value for religion is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise. The rest of the variables are added as control variables. The expected relationship is that religion has a negative association with real earnings management.
  ( Regression 2c) 
[bookmark: _Toc486249623]3.8.3 The moderation effect 
Hypothesis 3: This regression describes the model that is used to determine the moderation effect of religion on total earnings management. The value for ties is the number of ties divided by the number of total ties possible between the CEO and the audit committee. The value for religion is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise. The rest of the variables are added as control variables. The expected relationship is that religion has a negative effect on the association of social ties and earnings management.
    (               Regression 3)
[bookmark: _Toc486249624]3.8.4 The substitution effect 
Hypothesis 4(a-d): These regressions describe the model that is used to determine if there is a substitution effect between accrual-based and real earnings management. The value for ties is the number of ties divided by the number of total ties possible between the CEO and the audit committee. The value for religion is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise. The value of real earnings management consist of three proxies R_PROD, R_DISCEX and R_CFO which determine together the value of real earnings management. The value for religion is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise. The rest of the variables are added as control variables. The expected relationship is that real earnings management has a negative effect on discretionary accruals, and that discretionary accruals have a negative effect in the real earnings management regression. So this will state that these are substitutes. This is expected for social ties and religion. 
ROA +  LIQ +   (Regression 4a)
+LIQ +   (Regression 4b)
  ( Regression 4c)
  ( Regression 4d)



[bookmark: _Toc486249625]CHAPTER 4: RESULTS 
[bookmark: _Toc486249626]4.1 	Descriptive statistics
Table 4 shows the descriptive statistics for all the variables. The value of the absolute discretionary accruals is 0.03. The value for total earnings management is 0.0036 which consist of the discretionary accruals and the real earnings management. It is not the absolute discretionary accruals, because the values of real earnings management are also not absolute. Furthermore the mean of the ties shows that 19 percent of the audit committee member has a social tie with the CEO. This is in line with previous research (Bruynseels & Cardinaels, 2014).  On average an audit committee has 4.2 members. In the sample 26 percent of the companies have a headquarter in a religious country. Furthermore, the average board of directors consist of 10.4 members in this sample. More statistics are included in appendix, A2 and A3.
	Table 4: Descriptive statistics 

	Variables
	Obs
	Mean
	Min.
	Max.
	St. dev.

	DA
	1016
	0.0005
	-0.1728
	0.1705
	0.0400

	ADA
	1016
	0.0288
	0.0001
	1
	0.0277

	EM_TOTAL               
	671
	0.0036
	-0.6107
	0.4941
	0.1547

	RM_ TOTAL
	671
	0.0032
	-0.6606
	0.5493
	0.1561

	R_PROD
	671
	0.0013
	-0.4651
	0.3887
	0.0953

	R_CFO
	671
	0.0003
	-0.2265
	0.2078
	0.0471

	R_DISCEX 
	671
	0.0016
	-0.3528
	0.2666
	0.0866

	TIES 
	1016
	0.1979
	0
	16.667
	0.2808

	RELIGION
	1016
	0.2579
	0
	1
	0.4377

	LEVERAGE 
	1016
	11.055
	0.0542
	76.002
	14.106

	GROWTH
	844
	0.2083
	-1
	45.625
	17.126

	ROA
	1016
	0.0937
	-0.0958
	0.3205
	0.0648

	LIQ
	1016
	13.701
	0.4504
	51.714
	0.7406

	SIZE 
	1016
	91.479
	10.335
	12.853
	16.942

	ACSIZE
	1016
	42.185
	1
	11
	16.465

	FINEXP
	1016
	0.0815
	0
	1
	0.1801

	BOARDSIZE
	1016
	10.399
	0
	23
	38.759

	BOARDTENURE
	1016
	85.534
	0
	38.583
	40.178

	BIG4    
	1016
	0.9843
	0
	1
	0.1246

	The descriptive statistics for the variables used.
DA is the estimated value of discretionary accruals; ADA is the absolute value of discretionary accruals; EM_TOTAL is the sum of R_PROD, R_CFO and R_DISCEX; R_PROD reflects the abnormal production cost.; R_CFO reflects the abnormal operational cash flows; R_DISEXC reflects the abnormal discretionary cost; TIES is the proportion ties of the CEO with the audit committee divided by the total amount of ties possible; RELIGION is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise ; LEVERAGE is total asset divided by the total liabilities;  GROWTH is the change in revenue for each year ;ROA is operating income divided by total assets; LIQ current assets divided by current liabilities; SIZE is the natural logarithm of assets; ACSIZE is the size of the audit committee; FINEXP is the number of financial experts; BOARDSIZE is the size of the board of directors; BOARDTENURE the average month of board tenture;BIG4 is a dummy which contains 1 if the company is audited by a big4 auditor and zero otherwise. 



[bookmark: _Toc486249627]4.2 	Correlation matrix
Table 5 shows the correlation between the different variables. The significant correlation are highlighted. The correlations higher than 0.6 can indicate multicollinearity. The high correlation between the RM_TOTAL and RM_CFO and RM_DISCEX can be justified, because the value of RM_TOTAL consist of these two variables and RM_PROD. Because RM_PROD is such a small value the correlation is not that high. Also the correlation between EM_TOTAL and the proxies of RM can be declared in this way.  The different proxies of RM also correlate, because the calculations use a lot of the same variables. Because EM_TOTAL, REAL and ADA are not used in one regression, except for the substitution effect this is not a problem. Other remarkable correlations are the correlation between BOARDSIZE and SIZE can be declared, because bigger firms have in general a bigger board of directors are R_CFO and ROA, these variables use both the operating cash flows so this is the reason for this correlation. This study made an additional test to see if these multicollinearities are a problem. For all control variables the tolerance is higher than 0.1 (1/VIF), so no further investigation is not necessary (Myers, 1990).  
[image: ]
	This is a Pearson correlation matrix. The Highlighted values are significant at 0.01 percent. 
DA is the estimated value of discretionary accruals; ADA is the absolute value of discretionary accruals; EM_TOTAL is the sum of R_PROD, R_CFO and R_DISCEX; R_PROD reflects the abnormal production cost.; R_CFO reflects the abnormal operational cash flows; R_DISEXC reflects the abnormal discretionary cost; TIES is the proportion ties of the CEO with the audit committee divided by the total amount of ties possible; RELIGION is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise ; LEVERAGE is total asset divided by the total liabilities;  GROWTH is the change in revenue for each year ;ROA is operating income divided by total assets; LIQ current assets divided by current liabilities; SIZE is the natural logarithm of assets; ACSIZE is the size of the audit committee; FINEXP is the number of financial experts; BOARDSIZE is the size of the board of directors; BOARDTENURE the average month of board tenture;BIG4 is a dummy which contains 1 if the company is audited by a big4 auditor and zero otherwise. 


[bookmark: _Toc486249628]4.3 	Test of hypotheses
The data of this research is conducted from the same companies over 6 years this means that a panel data analysis is conducted. Before testing the hypotheses the data is checked for multicollinearity, heteroskedastic and is winsorized at 1 percent to remove big outliers.  
[bookmark: _Toc486249629]4.3.1 	Results for social ties and total earnings management(1a)
The fist hypothesis (1a) predicts a positive association between social ties and total earnings management shown in table 6. Therefore, the expected coefficient should be positive. However, the coefficient of TIES is positive in this regression, but not significant. Hypothesis 1a has to be rejected. The effect of LEVERAGE and FINEXP are significant in this model. LEVERAGE has a negative effect on earnings management in this regression, while in the literature leverage will have a positive effect. FINEXP have a negative effect on total earnings management, which means that the more financial expertise, the less total earnings management. However, the explanatory power of the model is very low, so the results are not reasonable. Previous researchers tested the effect on US firms, while this research is focused on European firms. A possible explanation is that in the EU there are lots of differences in laws and environment which may explain the fact that is not significant for real and earnings management. This research also covers for different years (2010-2015) which has a possibility that the economic crisis had some influence on the results.  
[bookmark: _Toc486249630]4.3.2 	Results for social ties and accrual-based earnings management(1b)
Hypothesis (1b) predicts a positive association between social ties and accrual-based earnings management. Table 6 shows that the coefficient is positive and is marginal significant. So in fact hypothesis 1b concludes that social ties have an effect on accrual-based earnings management. This is line with prior research that concluded that social ties between the CEO and the audit committee members have a positive effect on earnings management (Bruynseels & Cardinaels, 2014; Krishnan et al., 2011). BOARDTENUE seems to reduce earnings management, the longer the director tenure the lower the earnings management. GROWTH has a significant negative relationship, which can be explained that growing firms are interesting for investors and therefore do not engage in accrual-based earnings management. The explanatory power of the regression is low, but significantly higher than for total earnings management and real earnings management. BOARDSIZE seems to have a negative association with earnings management. This is not in line with Klein (2002), which states that smaller boards have more efficient monitoring. More members of the board, can have more expertise and therefore decide to not engage in earnings management. 
[bookmark: _Toc486249631]4.3.3 	Results for social ties and real earnings management(1c)
This hypothesis (1c) predicts a positive association between social ties and total earnings management shown in table 6. The coefficient is positive in this regression, but not significant. Therefore hypothesis 1c is rejected. GROWTH has a negative effect on earnings management, which can be explained by the fact that growing firms are more monitored by investors. ROA seems to have a positive effect on real earnings management. Firms with high operating cash flows in comparison to the assets, will more engage in real earnings management. This is in line with the proxy R_CFO, which uses the operational cash flows. FINEXP have a negative effect on total earnings management, which means that the more financial expertise, the less total earnings management.
	Table 6: Regression results hypotheses 1(a,b,c)


	 
	
	(1)
	(2)
	(3)

	 
	exp. relation
	TOTAL EM
	     exp. relation
	ACCURUAL
	     exp.  relation
	REAL

	 
	
	b/se
	
	b/se
	 
	b/se

	TIES
	+
	-0.004
	+
	0.007+
	 +
	0.002

	 
	
	(0.01)
	
	(0.00)
	 
	(0.01)

	BIG4
	- 
	-0.005
	-
	-0.006
	 -
	0.004

	 
	
	(0.05)
	
	(0.01)
	 
	(0.05)

	SIZE
	+/-
	0.006
	+/-
	-0.000
	+/- 
	0.007

	 
	
	(0.01)
	
	(0.00)
	 
	(0.01)

	GROWTH
	+
	0.001
	+
	-0.001*
	+ 
	-0.003*

	 
	
	(0.00)
	
	(0.00)
	 
	(0.00)

	LEVERAGE
	+
	-0.020*
	+
	-0.001
	+ 
	-0.008

	 
	
	(0.01)
	
	(0.00)
	 
	(0.01)

	ROA
	?
	0.171
	?
	0.058+
	? 
	0.548**

	 
	
	(0.11)
	
	(0.03)
	 
	(0.12)

	LIQ
	?
	-0.000
	?
	0.001
	 ?
	-0.001

	 
	
	(0.01)
	
	(0.00)
	 
	(0.01)

	ACSIZE
	?
	-0.001
	?
	0.001
	? 
	0.002

	 
	
	(0.00)
	
	(0.00)
	 
	(0.00)

	BOARDSIZE
	+
	-0.001
	+
	-0.001*
	+ 
	-0.001

	 
	
	(0.00)
	
	(0.00)
	 
	(0.00)

	FINEXP
	-
	-0.142**
	-
	-0.002
	- 
	-0.126*

	 
	
	(0.05)
	
	(0.01)
	 
	(0.05)

	BOARDTENTURE
	?
	0.001
	?
	-0.001*
	 ?
	0.000

	 
	
	(0.00)
	
	(0.00)
	 
	(0.00)

	Constant
	
	-0.025
	
	0.043***
	 
	-0.091

	 
	
	(0.08)
	
	(0.01)
	 
	(0.09)

	R-sq
	
	0.0019
	
	0.0419
	 
	0.0007

	+  p < 0.10, * p< 0.05 ** p < 0.01, *** p < 0.001

	This table shows the regression results of 1a,b,c
DA is the estimated value of discretionary accruals; ADA is the absolute value of discretionary accruals; EM_TOTAL is the sum of R_PROD, R_CFO and R_DISCEX; R_PROD reflects the abnormal production cost.; R_CFO reflects the abnormal operational cash flows; R_DISEXC reflects the abnormal discretionary cost; TIES is the proportion ties of the CEO with the audit committee divided by the total amount of ties possible; RELIGION is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise ; LEVERAGE is total asset divided by the total liabilities;  GROWTH is the change in revenue for each year ;ROA is operating income divided by total assets; LIQ current assets divided by current liabilities; SIZE is the natural logarithm of assets; ACSIZE is the size of the audit committee; FINEXP is the number of financial experts; BOARDSIZE is the size of the board of directors; BOARDTENURE the average month of board tenture;BIG4 is a dummy which contains 1 if the company is audited by a big4 auditor and zero otherwise. 



[bookmark: _Toc486249632]4.3.3 	Results religion and total earnings management(2a)
 Hypothesis 2a predicts a negative association between religion and total earnings management. This is showed in table 7. In this regression the effect of religion is positive, which would imply that religiosity has a positive effect on earnings management. However, the effect is not significant. Hypothesis 2a is rejected. Although the results are not significant, this is in line with Callen (2011) who states that earnings management is unrelated to religiosity. The variable LEVERAGE has a significant negative effect in this regression. This is not in line with previous research, which state that the level of leverage would increase the engagement in earnings management. In the paper by Krishnan et al. (2011) who tests earnings management with loss-avoidance and meet and beet analysis, leverage also has a negative effect on this This can be argued by the fact that the explanatory power of this model is very low. 
[bookmark: _Toc486249633]4.3.4	Results religion and accrual-based earnings management(2b)
Hypothesis 2b predicts a negative association between religion and accrual-based earnings management.  In table 7 the coefficient is negative in de regression, so in line with the previous literature. Prior research found out that religion has a negative effect on accrual-based earnings management and a positive effect on real earnings management (Mcguire, Omer & Sharp, 2012). But religion is not significant. Therefore hypotheses 2b is rejected. GROWTH is significant and negative, so growing firms have a negative effect on accrual-based earnings management.  The r-squared of the model is very low.  Mcguire, Omer & Sharp (2012) did their research in de VS and measured religion in different states. In this case the religion measure is a better fit because the other influences like law or the institutional environment stay the same.
[bookmark: _Toc486249634]4.3.5	Results religion and real earnings management(2c)
Hypothesis 2c expects a  positive association of religion with real earnings management. This is in line with the coefficient in the regression in table 7. Unfortunately, the effect is not significant. Prior research found out that religion has a negative effect on accrual-based earnings management and a positive effect on real earnings management (McGuire, Omer & Sharp, 2012). Therefore hypothesis 2c is rejected. Furthermore, ROA seems to have a large impact on real earnings management. If firms have a high operating cash flow in contrast to the asset, the firm will engage more in real earnings management. This is in line with the proxy R_CFO, which uses the operational cash flows. In addition Kanagaretnam et al. (2015) has significant results with religion. Controversy, this paper has a bigger sample and different measures for earnings management.  
	
	Table 7: Regression results hypotheses 2(a,b,c)


	 
	
	    (a)
	     (b)                          (c)                           

	   
	exp. relation
	TOTAL EM
	exp. relation
	ACCURUAL
	exp. relation
	REAL

	 
	
	b/se
	 
	b/se
	 
	b/se

	RELIGION
	-
	0.034
	-
	-0.001
	+
	0.025

	 
	
	(0.02)
	
	(0.00)
	
	(0.02)

	BIG4AUDITOR
	-
	0.026
	-
	-0.004
	-
	0.030

	
	
	(0.05)
	
	(0.01)
	
	(0.05)

	SIZE
	+/-
	0.005
	+/-
	-0.001
	+/-
	0.006

	 
	
	(0.01)
	
	(0.00)
	
	(0.01)

	GROWTH
	+
	0.001
	+
	-0.001*
	+
	-0.003*

	 
	
	(0.00)
	
	(0.00)
	
	(0.00)

	LEVERAGE
	+
	-0.023*
	+
	-0.001
	+
	-0.011

	 
	
	(0.01)
	
	(0.00)
	
	(0.01)

	ROA
	?
	0.156
	?
	0.056+
	?
	0.539***

	 
	
	(0.11)
	 
	(0.03)
	 
	(0.12)

	LIQ
	?
	-0.002
	          ?
	0.000
	          ?
	-0.003

	 
	
	(0.01)
	 
	(0.00)
	 
	(0.01)

	_CONS
	
	-0.066
	 
	0.040***
	 
	-0.119

	 
	
	(0.08)
	 
	(0.01)
	 
	(0.08)

	N
	
	671
	 
	844
	 
	   671

	R-SQ
	
	    0.000
	 
	0.0298
	        

	  0.0002



	+  p < 0.10, * p< 0.05 ** p < 0.01, *** p < 0.001


	This table shows the regression results for hypothesis 2a,b,c.
DA is the estimated value of discretionary accruals; ADA is the absolute value of discretionary accruals; EM_TOTAL is the sum of R_PROD, R_CFO and R_DISCEX; R_PROD reflects the abnormal production cost.; R_CFO reflects the abnormal operational cash flows; R_DISEXC reflects the abnormal discretionary cost; TIES is the proportion ties of the CEO with the audit committee divided by the total amount of ties possible; RELIGION is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise ; LEVERAGE is total asset divided by the total liabilities;  GROWTH is the change in revenue for each year ;ROA is operating income divided by total assets; LIQ current assets divided by current liabilities; SIZE is the natural logarithm of assets; BIG4 is a dummy which contains 1 if the company is audited by a big4 auditor and zero otherwise. 



[bookmark: _Toc486249635]4.3.4 	Results moderation effect 
In Table 8 the results of the moderation effect are shown. As already mentioned the effect of ties and the effect of religiosity on total earnings management are not significant. Not surprisingly this is also the case in this regression. The variable ties times religiosity is added to look at the differences. The effect is not significant in this case. Only the control variables leverage and financial expert are significant. The effect of financial expert on the total earnings management is not surprising, while financial experts will monitor the earnings management (Bruynseels & Cardinaels, 2014). Because the effect of religiosity seem to have a positive effect in this regression the moderation effect is not in place. In this case it is actually the positive effect of religiosity on earnings management that is decreased instead of the expected positive effect of ties. Furthermore, leverage seems to be significant and will have a negative effect on total earnings management. This is not in line with previous literature, which states that leverage has a positive effect on earnings management. Hypothesis 3 is rejected.
	Table 8: Regression results hypotheses 3(a)


	 
	
	
	(a)

	 
	exp. relation
	    TOTAL EM

	 
	
	b/se

	RELIGIOSITY
	-
	0.0316

	 
	
	1.38

	TIES
	+
	-0.0075

	 
	
	-0.42

	REL*TIES
	(-)
	0.0126

	 
	
	0.43

	BIG4
	-
	0.0104

	 
	
	0.21

	SIZE
	+/-
	0.0073

	 
	
	1.16

	GROWTH
	+
	0.0009

	 
	
	0.57

	LEVERAGE
	+
	-0.0233*

	 
	
	-2.48

	ROA
	?
	0.1679

	 
	
	1.55

	LIQ
	?
	-0.0014

	 
	
	-0.14

	BOARDSIZE
	?
	-0.0007

	 
	
	-0.64

	BOARDTENURE
	               +
	0.0007

	 
	
	0.60

	FINEXP
	-
	-0.1434***

	 
	
	-2.94

	ACSIZE
	?
	-0.0011

	 
	
	-0.37

	CONS
	
	-0.0520

	 
	
	-0.64

	R-SQ                                       
	
	0.0028

	N
	
	671

	+ p < 0.10, * p< 0.05 ** p < 0.01, *** p < 0.001

	This table shows the regression results for hypothesis 3.
DA is the estimated value of discretionary accruals; ADA is the absolute value of discretionary accruals; EM_TOTAL is the sum of R_PROD, R_CFO and R_DISCEX; R_PROD reflects the abnormal production cost.; R_CFO reflects the abnormal operational cash flows; R_DISEXC reflects the abnormal discretionary cost; TIES is the proportion ties of the CEO with the audit committee divided by the total amount of ties possible; RELIGION is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise ; LEVERAGE is total asset divided by the total liabilities;  GROWTH is the change in revenue for each year ;ROA is operating income divided by total assets; LIQ current assets divided by current liabilities; SIZE is the natural logarithm of assets; ACSIZE is the size of the audit committee; FINEXP is the number of financial experts; BOARDSIZE is the size of the board of directors; BOARDTENURE the average month of board tenture;BIG4 is a dummy which contains 1 if the company is audited by a big4 auditor and zero otherwise. 



[bookmark: _Toc486249636]4.3.4 	Results for the substitution effect between real and accrual-based earnings management for social ties and religion.
Table 9 shows the substitution effect between accrual-based earning management and real earnings management. The highlighted values are significant at a 0.001 percent and have a negative coefficient, which implies that the results are very significant. This is in line with Zang (2011) which states that accrual-based and real earnings management are substitutes of each other and the cost and benefits of the two are weighted to make a choice between these two. The first two regressions (a,b,c) are the regressions for social ties and the last two for religion. The r-squared of the model for accrual-based earnings management is higher than in the previous hypothesis, which means that real earnings management is an important factor in this model.
	Table 9: Regression results hypotheses 4(a,b,c,d)

	 
	(a)
	(b)
	(c)
	(d)

	 
	ACCRUAL
	REAL
	ACCRUAL
	REAL

	 
	b/se
	b/se
	b/se
	b/se

	TIES
	-0.006
	0.000
	 
	 

	 
	(0.01)
	(0.01)
	 
	 

	BIG4
	-0.014*
	0.001
	-0.013*
	0.029

	 
	(0.01)
	(0.05)
	(0.01)
	(0.05)

	LEVERAGE
	-0.001
	-0.013
	-0.002
	-0.016

	 
	(0.00)
	(0.01)
	(0.00)
	(0.01)

	SIZE
	0.001
	0.007
	0.001
	0.006

	 
	(0.00)
	(0.01)
	(0.00)
	(0.01)

	GROWTH
	0.002***
	-0.002
	0.002***
	-0.001

	 
	(0.00)
	(0.00)
	(0.00)
	(0.00)

	ROA
	-0.257***
	0.408***
	-0.264***
	0.398***

	 
	(0.04)
	(0.12)
	(0.04)
	(0.12)

	LIQ
	0.004
	-0.001
	0.004
	-0.003

	 
	(0.00)
	(0.01)
	(0.00)
	(0.01)

	BOARDSIZE
	0.001
	-0.001
	 
	 

	 
	(0.00)
	(0.00)
	 
	 

	ACSIZE
	-0.004***
	0.001
	 
	 

	 
	(0.00)
	(0.00)
	 
	 

	BOARDTENURE
	0.001
	0.000
	 
	 

	 
	(0.00)
	(0.00)
	 
	 

	FINEX
	0.002
	-0.133**
	 
	 

	 
	(0.01)
	(0.05)
	 
	 

	REAL EARNINGS
	-0.055***
	 
	-0.058***
	 

	 
	(0.01)
	 
	(0.01)
	 

	ACCRUAL
	 
	-0.377***
	 
	-0.375***

	 
	 
	(0.09)
	 
	(0.09)

	RELIGION
	 
	 
	0.007
	0.028

	 
	 
	 
	(0.01)
	(0.02)

	Constant
	0.030*
	-0.067
	0.021
	-0.101

	 
	(0.01)
	(0.08)
	(0.02)
	(0.08)

	R-sq
	0.1849
	0.0087
	0.1616
	0.0036

	+ p < 0.10, * p< 0.05 ** p < 0.01, *** p < 0.001


	This table shows the regression results of hypothesis 4.
DA is the estimated value of discretionary accruals; ADA is the absolute value of discretionary accruals; EM_TOTAL is the sum of R_PROD, R_CFO and R_DISCEX; R_PROD reflects the abnormal production cost.; R_CFO reflects the abnormal operational cash flows; R_DISEXC reflects the abnormal discretionary cost; TIES is the proportion ties of the CEO with the audit committee divided by the total amount of ties possible; RELIGION is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise ; LEVERAGE is total asset divided by the total liabilities;  GROWTH is the change in revenue for each year ;ROA is operating income divided by total assets; LIQ current assets divided by current liabilities; SIZE is the natural logarithm of assets; ACSIZE is the size of the audit committee; FINEXP is the number of financial experts; BOARDSIZE is the size of the board of directors; BOARDTENURE the average month of board tenture;BIG4 is a dummy which contains 1 if the company is audited by a big4 auditor and zero otherwise. 


[bookmark: _Toc486249637]4.4	Robustness test 
To conduct a robust result the sample will be broken down in UK and non-UK companies, another measure of religiosity is constructed. Because the religion regression does not contain specific religion control variables these will be added and checked if the effect is still the same. Another robustness test is to conduct the regression separately for the different measures of real earnings management. The last test is to check for the substitution effect between accrual-based and real earnings management is tested. 
[bookmark: _Toc486249638]4.4.1	Test for UK and Europe separately 
To test for the same effect the regressions are conducted for Europe and UK separately. The whole sample consist of 83 UK firms, which can imply that the UK has a significant influence on the results. As shown in table 10 the regressions are significant for the same control variables. The regression have total earnings management as dependent variable.  Furthermore the first 2 regressions are for social ties and the 3th and 4th are for religion.
	TABLE 10: Robustness check 1

	 
	(1)
	(2)
	(3)
	(4)

	
	EM TOTAL
	EM TOTAL
	EM TOTAL             
	EM TOTAL

	 
	EUROPE 
	UK
	EUROPE
	UK

	 
	b/se
	b/se
	b/se
	b/se

	TIES
	-0.007
	0.007
	 
	 

	 
	(0.02)
	(0.11)
	 
	 

	BIG4
	-0.002
	0.000
	0.032
	0.000

	 
	(0.08)
	(.)
	(0.08)
	(.)

	LEVERAGE
	-0.021**
	-0.374*
	-0.024***
	-0.383*

	 
	(0.01)
	(0.17)
	(0.01)
	(0.17)

	SIZE
	0.009
	0.001
	0.007
	-0.006

	 
	(0.01)
	(0.03)
	(0.01)
	(0.03)

	GROWTH
	0.001
	0.055
	0.001
	0.004

	 
	(0.00)
	(0.07)
	(0.00)
	(0.05)

	ROA
	0.128
	0.756*
	0.114
	0.822**

	 
	(0.07)
	(0.31)
	(0.07)
	(0.31)

	LIQ
	-0.002
	0.018
	-0.003
	0.024

	 
	(0.01)
	(0.05)
	(0.01)
	(0.05)

	BOARDSIZE
	-0.001
	0.005
	 
	 

	 
	(0.00)
	(0.01)
	 
	 

	ACSIZE
	-0.003
	0.001
	 
	 

	 
	(0.00)
	(0.01)
	 
	 

	BOARDTENURE
	-0.000
	0.009*
	 
	 

	 
	(0.00)
	         (0.00)
	
	 

	FINEX
	     -0.141***
	        -0.164
	
	 

	 
	(0.04)
	         (0.16)
	
	 

	RELIGION
	 
	 
	                              
	0.030                  0.030

	 
	 
	 
	
	(0.02)                 (0.14)

	CONSTANT
	-0.011
	        -0.026
	                  
	-0.071                0.149

	 
	(0.10)
	         (0.37)
	
	 (0.10)                (0.35)

	R-sq
	0.007
	       0.0924
	                  
	0.0004                  0.11

	+  p < 0.10 * p < 0.05, ** p < 0.01, *** p < 0.001


	This table shows the regression results of the robustness check 1.
DA is the estimated value of discretionary accruals; ADA is the absolute value of discretionary accruals; EM_TOTAL is the sum of R_PROD, R_CFO and R_DISCEX; R_PROD reflects the abnormal production cost.; R_CFO reflects the abnormal operational cash flows; R_DISEXC reflects the abnormal discretionary cost; TIES is the proportion ties of the CEO with the audit committee divided by the total amount of ties possible; RELIGION is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise ; LEVERAGE is total asset divided by the total liabilities;  GROWTH is the change in revenue for each year ;ROA is operating income divided by total assets; LIQ current assets divided by current liabilities; SIZE is the natural logarithm of assets; ACSIZE is the size of the audit committee; FINEXP is the number of financial experts; BOARDSIZE is the size of the board of directors; BOARDTENURE the average month of board tenture;BIG4 is a dummy which contains 1 if the company is audited by a big4 auditor and zero otherwise. 

	


The results show that there is no difference between the two samples, the same variables are significant only BOARDTENTURE and ROA are significant for the UK and not for the EU. This while FINEX is not significant for the UK.  TIES and RELIGION are not significant in all the regressions and in this way the results are robust. 
[bookmark: _Toc486249639]4.4.2	Check for other effect of religion
To test if the regressions of religion do not contain specific environmental information about the country the following variables are added: the growth of gross domestic product, GDPGROWTH, and the natural logarithm GDP of 2010, GDP2010. This is showed in table 11. In the literature of religion and earnings management, these are used as control variables (Kanagaretnam et al., 2015). In table 11 the effect with and without these variables is shown. In fact the variables are not significant and do not have an effect on the results or the r-squared of the models. The first 3 models are the same regressions as in So the result of religion is robust. 



	TABLE 11: Robustness check 2

	 
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)

	 
	EM TOTAL
	REAL
	ACCRUAL
	EM TOTAL
	REAL
	ACCRUAL

	 
	b/se
	b/se
	b/se
	b/se
	b/se
	b/se

	RELIGION
	0.034
	0.025
	-0.001
	0.033
	0.026
	-0.001

	 
	(0.02)
	(0.02)
	(0.00)
	(0.02)
	(0.02)
	(0.00)

	BIG4
	0.026
	0.030
	-0.004
	0.031
	0.027
	-0.003

	 
	(0.05)
	(0.05)
	(0.01)
	(0.05)
	(0.05)
	(0.01)

	LEVERAGE
	-0.023*
	-0.011
	-0.001
	-0.025*
	-0.010
	-0.001

	 
	(0.01)
	(0.01)
	(0.00)
	(0.01)
	(0.01)
	(0.00)

	SIZE
	0.005
	0.006
	-0.001
	0.005
	0.006
	-0.001

	 
	(0.01)
	(0.01)
	(0.00)
	(0.01)
	(0.01)
	(0.00)

	GROWTH
	0.001
	-0.003*
	-0.001*
	0.001
	-0.003*
	-0.001*

	 
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.00)
	(0.00)

	ROA
	0.156
	0.539***
	0.056
	0.154
	0.542***
	0.056

	 
	(0.11)
	(0.12)
	(0.03)
	(0.11)
	(0.12)
	(0.03)

	LIQ
	-0.002
	-0.003
	0.000
	-0.003
	-0.003
	0.000

	 
	(0.01)
	(0.01)
	(0.00)
	(0.01)
	(0.01)
	(0.00)

	GDPGROWTH
	 
	 
	 
	0.003
	-0.005
	0.000

	 
	 
	 
	 
	(0.01)
	(0.01)
	(0.00)

	GDP2010
	 
	 
	 
	0.000
	0.000
	0.000

	 
	 
	 
	 
	(0.00)
	(0.00)
	(0.00)

	Constant
	-0.066
	-0.119
	0.040***
	-0.084
	-0.116
	0.037**

	 
	(0.08)
	(0.08)
	(0.01)
	(0.09)
	(0.10)
	(0.01)

	R-sq
	0.000
	0.0002
	0.03
	0.00
	0.00
	0.03

	+  p < 0.10 * p < 0.05, ** p < 0.01, *** p < 0.001

	This table shows the regression results of robustness check 2.
DA is the estimated value of discretionary accruals; ADA is the absolute value of discretionary accruals; EM_TOTAL is the sum of R_PROD, R_CFO and R_DISCEX; R_PROD reflects the abnormal production cost.; R_CFO reflects the abnormal operational cash flows; R_DISEXC reflects the abnormal discretionary cost; TIES is the proportion ties of the CEO with the audit committee divided by the total amount of ties possible; RELIGION is a dummy variable that contains 0 if the value is lower than the median and 1 otherwise ; LEVERAGE is total asset divided by the total liabilities;  GROWTH is the change in revenue for each year ;ROA is operating income divided by total assets; LIQ current assets divided by current liabilities; SIZE is the natural logarithm of assets; ACSIZE is the size of the audit committee; FINEXP is the number of financial experts; BOARDSIZE is the size of the board of directors; BOARDTENURE the average month of board tenture;BIG4 is a dummy which contains 1 if the company is audited by a big4 auditor and zero otherwise. 




[bookmark: _Toc486249640]CHAPTER 5: DISCUSSION & CONCLUSION 
The independence of the audit committee is one of the mechanisms for good corporate governance. Therefore the independence requirement is widely discussed in the literature. This study discusses the role of social ties and religiosity on earnings management. The main research question is if there is an association of social ties with earnings management and I this relation is moderated by religion. This research contributed to the resent literature to detect whether social ties and religion have an association on earnings management in Europe in the years form 2010-2015. The data is collected from Compustat, Boardex and the Pew Research Database. Based on previous literature eight hypotheses are developed to understand the relationship between social ties and earnings management and the effect of religion on this relationship. This study is important to advance the understanding of the role of social ties in firms and the impact of these ties.  
The findings show some different outcomes than the expected outcomes. First social ties have no significant effect on real earnings management. An explanation for this is that in fact social ties can have both a positive or negative effect and in this way turns out to be not significant at all. Second, the relationship between social ties and accrual-based earnings management is positive and marginal significant. This is in line with previous research. Controversy, social ties have a positive effect on real earnings management , but this association is not significant. The association of religion on earnings management seems not significant for total earnings management, real earnings management and accrual-based earnings management. In fact, the associations of total earnings management and real earnings management are positive, this is not in line with previous research. The explanation for this is that religion has not one unique definition, so it is hard to make a good distinction between religious and non-affiliated people. The moderation effect that is tested and has no significant effect, and in fact states that the effect of social ties is not moderated by religion. At last the substitution effect is significant for social ties and religion, which means that accrual-based earnings management and real earnings management are substitutes. This is line with previous research. 
The different outcomes are possible, due to some limitations. First of all the different corporate governance rules in the EU which makes it difficult to compare these countries. Furthermore there is a difference in one-tier boards and two-tier boards which makes the social ties different. Secondly it is the sample size, which is very low. Although a lot of firms are included. the constraints made the sample small and it is possible that the results turn out to be significant on a larger scale. In addition the values of earnings management have to be based on assumption, while it is not possible to directly observe earnings management. This can cause methodological problems. The constrain is that it is not possible to measure the religious adherence of the CEO, which can be an important factor to know if the choices are really based on the religion of the CEO or just the social norms in the area. Conclusively, the models are very poor predictors in this study, which can be the problem of the lacking data.
For further research the substitution effect is interesting to use. In addition it can be used by the European Union while creating methods to reduce earnings management in firms. Also the fact that social ties have an effect on accrual-based earnings management at a significance level of 10 percent is something to use is further research and is may also be useful for following researchers in their models. It may seems important to have more disclosure about the type of ties and the laws and regulations in the country where the company is situated. This study also contributes to the fact that the effect of religion may be changed, or it can be interesting for research about different types of religion. These different types of religion may have different effects on earnings management. A suggestion for further research is to have a bigger sample or choose the same institutional environment for all the firms. The findings of this research are observed relations and may not result from underlying causal relations. Therefore, these results must be interpreted with caution.
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[bookmark: _Toc485818794][bookmark: _Toc486249642]APPENDIX
[bookmark: _Toc485818795][bookmark: _Toc486249643] Table A1: Percentage affiliated and non- affiliated for each country(Hackett & Grim, 2012  Pew Research Database)
	Year/Country
	Non-affiliated
	Affiliated 

	Austria
	13.5 %
	86.5%

	Belgium
	29.0 %
	71.0%

	Switzerland
	11.9 %
	88.1%

	Germany
	24.7 %
	75.3%

	Denmark
	11.8 %
	88.2%

	Spain
	19.0 %
	81.0%

	France (Jersey)
	28.0 %
	72.0%

	Finland
	17.6 %
	82.4%

	United Kingdom
	21.3 %
	78.7%

	Ireland
	6.2%
	93.8%

	Italy
	12.4 %
	87.6%

	The Netherlands
	42.1 %
	57.9%

	Sweden
	27.0 %
	73%

	Portugal
	4.4 %
	95.6%

	Luxembourg
	26.8 %
	73.2%






[bookmark: _Toc485818796][bookmark: _Toc486249644]Table A2: Observation social ties for each year 
This table shows the observations for each year for social ties, which shows that in de first year of 2010 the mean value of the social ties was the highest. A possible explanation is that a lot of firms had social ties in the firm, because CEO had more trust in people that are familiar to rebuild the trust of the after the financial crisis. Trust affect crisis response in firms (Webb, 1996).
	Table A2: Ties for each year

	YEAR |
	N
	MEAN

	2010 |
	172
	.2312804

	2011 |
	173
	.2075545

	2012 |
	172
	.2113972

	2013 |
	173
	.1928365

	2014 |
	176
	.1687568

	2015 |
	150
	.1730556

	TOTAL
	1016
	0.1979013





[bookmark: _Toc485818797][bookmark: _Toc486249645]Table A3: Mean value of total earnings management
Table A3 shows the mean value and the observations for each country. As shown below, Germany, Spain, France, Great Britain and the Netherlands have the most observations.
	Table A3: observations earnings management for each country

	country
	N
	MEAN

	AUT
	29
	-.0113066

	BEL
	31
	.0533893

	CHE
	43
	-.0148945

	DEU
	59
	-.05507

	DNK
	36
	-.0562326

	ESP
	79
	.0340902

	FIN
	53
	.0376684

	FRA
	72
	.0417465

	GBR
	79
	-.0224986

	IRL
	25
	.0153416

	ITA
	2
	.0369109

	JEY
	11
	-.0935452

	LUX
	18
	.0186541

	NLD
	65
	.0148187

	PRT
	19
	-.0364435

	SWE
	50
	.0210451

	Total
	671
	.003604
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DA 1

ADA -0.0373 1

REAL -0.1620 -0.0448 1

R_PROD -0.0614 -0.0291 0.8454 1

R_CFO -0.5026 0.0355 0.0009 -0.3348 1

R_DISX 0.0487 -0.0681 0.8721 0.6059 -0.1735 1

EMTOT 0.0929 -0.0544 0.9675 0.8373 -0.1279 0.8925 1

TIES 0.0120 0.0068 0.0344 0.0129 -0.0464 0.0729 0.0317  1

BIG4 -0.0755 -0.0217 0.0263 0.0133 -0.0078 0.0370 0.0064  -0.1721 1

SIZE 0.0213 -0.1268 -0.0218 -0.0304 -0.0294 0.0101 -0.0120  0.0089 0.0586 1

GROWTH -0.0091 -0.0282 0.0026 0.0050 0.0069 -0.0046 -0.0002  -0.0122 0.0143 -0.0461 1

LEV 0.0206 -0.0377 -0.0341 -0.0281 0.0307 -0.0472 -0.0347  -0.0219 0.0519 -0.0376 0.0524 1

ROA -0.3696 0.1076 -0.0302 -0.2213 0.6388 -0.1580 -0.1204  -0.0725 0.0239 -0.0368 0.1197 0.0143 1

LIQ 0.0452 0.0840 -0.0145 -0.0268 0.0378 -0.0171 0.0009  -0.0732 -0.0515 -0.4496 0.0484 0.0033 -0.0098 1

ACSIZE -0.1103 -0.0305 -0.0192 -0.0235 0.0104 -0.0144 -0.0569  -0.0111 0.0024 0.2471 0.0078 -0.0205 0.0060 -0.1154  1

BOARDSI -0.0095 -0.1091 -0.0580 -0.0522 -0.0327 -0.0294 -0.0588  0.0549 -0.0339 0.3898 0.0021 0.0399 -0.0182 -0.1605  0.4347 1

FINEX -0.0230 -0.0216 -0.0830 -0.1243 0.1024 -0.0685 -0.0770  -0.1155 -0.0544 0.1696 -0.0164 -0.0480 0.1277 0.0789  0.0515 0.0310 1

TENURE 0.0609 -0.0673 -0.0272 -0.0157 -0.0083 -0.0272 -0.0084  0.0508 -0.2050 0.1439 -0.0614 -0.0818 -0.0224 -0.0869  0.0227 -0.1687 0.0895 1

Table 5: Correlation Matrix
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