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Abstract 
Present study investigates the impact of two monitoring mechanisms; family ownership, and 
financial reporting quality with other explanatory variables on investment efficiency for the 
period of 2007 to 2014 for non-financial listed companies at the Karachi Stock Exchange. 
This study employs two dimensional Pooled Ordinary Least Square Regression, Two Stage 
Least Square Regression (2SLS), and Generalized Method of Moment (GMM), Feasible 
Generalized Least Square Regression (FGLS) method to test and examine the significance of 
hypothesis. The results indicate that higher financial reporting quality and family ownership 
is associated with higher investment efficiency. Furthermore, the moderation effect of family 
ownership on the relationship of financial reporting quality and investment efficiency 
indicate that impact of financial reporting quality on investment efficiency is higher for 
family owned business as compare to the impact of financial reporting quality on investment 
efficiency for non-family owned business. The results also show that higher financial 
reporting quality mitigates the problem of over and under investment as information gap 
reduces. The results reveal that family ownership increases investment efficiency and may 
also mitigate the over and under investment problem. The family firms and higher financial 
reporting quality reduce the tendency of over-investment and under-investment. Therefore, 
alignment effect outreaches the entrenchment effect as family shareholder and management 
shares the same vision and have same long-run investment horizon. The desire to shift 
business to their next generation is possible if family firms invest in efficient projects, 
therefore, family firms have more efficient investments as compared to non-family firms. 
Therefore, in emerging market like Pakistan alignment effect, reduced information 
asymmetry, efficient monitoring, and long term horizon, and the preservation of socio-
emotional wealth reduce the propensity of under investment in family firms as compared to 
non-family firms. The results indicate that family firm in Pakistan use accrual based earning 
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management in order to meet their earning targets. In addition, they have lesser propensity to 
engage in real based earning management as real based earning management is hard to detect 
for the regulating bodies. In longer run, real based earning management can damage the 
business, therefore, family firm has lesser engagement in real based earning management in 
order to maintain their socio-emotional wealth perspective. The family firms report lower 
abnormal discretionary expanses, abnormal cash flow from operations and lower abnormal 
production as compare to non-family firms.. The main findings of this study are almost the 
same by using different estimation techniques and proxies to measure investment efficiency, 
family ownership and financial reporting quality. The implication that emerges from these 
results is that  financial reporting quality and family ownership act as a corporate governance 
mechanism tool that enhances the investment efficiency of family firms as compared to non-
family firms and also mitigate the over and under-investment problem in any family owned 
business. Thus, the results support the argument presented by the alignment hypothesis of 
Agency Theory and dynasty succession dimension of Socio-emotional Wealth Theory. 
Therefore, understanding the quality of these financial reports in family owned business 
allows investors, regulatory authorities and policy makers to make informed decision. 

Keywords: Family Ownership, Investment efficiency, Financial Reporting Quality 

JEL Classification:  G3: G31:M41 
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CHAPTER 1 
INTRODUCTION 

 
1.0 Introduction 
First chapter gives sufficiently detail review of investment decision by providing background 
of how investment efficiency was viewed in early researches and how it gains central 
importance followed by brief definitions. Further, this chapter underscores financial reporting 
quality and family ownership. This chapter further highlights the contribution to the 
knowledge and then goes on to formulate research questions, objectives and a description of 
how and in what ways this study departs from earlier similar studies. To this end, the 
systematic claims of researchers and past studies are sequentially discussed, and this sets a 
sound base for the study and clearly shows the undermining gap in the past and current study. 
Section 1.1 starts with research background on investment decision at firm level which is 
further sub-divided in to three sub-sections. Sub-sections 1.1.1 and 1.1.2 provides an 
overview on financial reporting quality and family ownership, respectively; sub-section 1.1.3 
explains the institutional setting in Pakistan. Section 1.2 discusses motivation and rational of 
the study. Section 1.3 provides the contribution to the knowledge. Section 1.4 and 1.5 
presents the research questions and research objectives, respectively. Section 1.6 describes 
the significance of the study. Section 1.7 describes the organization of the study. Finally, 
Section 1.8 Concludes. 
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1.1 Research Background 
 
A fundamental question in the finance field is what determines investment decisions at the 
firm level. Under perfect market assumption, an investment decision is a function of 
investment opportunity (Modigliani and Miller, 1958), meaning that a company should invest 
when there is an investment opportunity. Biddle et al. (2009) asserts that investment is based 
on the previous year’s growth in sales. Basically, if there is growth in the previous year’s 
sales, then a company should further invest in the current year in either capital or non-capital 
expenditures. Investment efficiency refers to the phenomena when management invests in 
positive Net Present Value (NPV) projects and avoids investment in negative NPV projects. 
(Jensen and Meckling,  1976).  
 
However, this circumstance does not always hold in the real world or in fraction settings, 
when management may either invest in negative NPV projects (overinvestment) or avoid 
investing in positive NPV projects (underinvestment) (Lei et al., 2014). Prior literature 
highlights the reasons behind over and underinvestment (McNichlos and Stubben, 2008; 
Chen et al., 2011; Gomraiz and Ballesta , 2014; Di Meo,2014; Balakrishnan et al., 2014). For 
example, opportunistic behavior of self-centered managers is reportedly one of the main 
reasons, where by lower compensation motivates them to build an empire and invest heavily 
in inefficient projects in order to boost their compensation (Baumol, 1959; Lei et al., 2014). 
Mangers who are more optimistic and confident are keener to overinvest (Ben-David et al., 
2007; Schrand and Zechman, 2012). On the other hand, the reasons behind underinvestment 
can be quiet life, pessimistic views and risk aversion of agents (Chen and Lin, 2013). 
 



 

3  

Financial theory states that investment in inefficient projects may occur due to market 
imperfections (Jensen and Meckling, 1976), which lead to information asymmetry between 
mangers and capital suppliers.  Asymmetric information has two forms. First, adverse 
selection can arise when potential shareholders perceive that existing management have more 
access to information. Hence, managers would use this informational advantage in order to 
pursue personal goals or remunerate existing shareholders. Therefore, potential shareholders 
feel reluctant to invest (Myers and Majluf, 1984; Walker, 2013). Second, moral hazard is a 
problem that can develop when shareholders are not able to check the actions of 
management, as to whether managers are putting money in a safe basket or investing in risky 
projects (Myers and Majluf, 1984; Walker, 2013). 

 

Prior literature employs financial reporting quality (FQR) as a main monitoring mechanism 
on the company management (Biddle et al., 2009; Chung et al., 2013; Gomraiz and Ballesta, 
2014). As this mechanism reduce the adverse selection and moral hazard problem by 
minimizing the asymmetric information between management and cash supplier. Hence, it 
enhances investment efficiency. However, prior work does not consider the economic 
consequences of FRQ in terms of investment efficiency as a monitoring mechanism in family 
and non-family owned companies. 

 

Family-owned companies face varying extents of the agency problem and have different 
levels of information asymmetry. For instance, due to the alignment effect the severity of 
agency problem I1 is less in family-owned companies than nonfamily companies. This is 
because family-owned companies are much more efficient at monitoring mangers than 
                                                             1 Agency problem I mean the conflict between the shareholder and manager. On the other side, Agency problem 
II refers to the conflict between majority and minority shareholders. 
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nonfamily companies are (Fama, 1980; Stein, 1988; Potter, 1992; Tong, 2007). The 
alignment hypothesis argues that the alignment of interest between shareholders and mangers 
reduces the informational gap. Therefore, the asymmetric information level can be lower in 
family-owned companies compared to nonfamily-owned companies (Tsao et al., 2015). Then 
fractions like adverse selection and moral hazard are mitigated as a result of lower levels of 
asymmetric information in family-owned companies. Generally, a better information 
environment in family owned businesses. (Biddle et al., 2009; Cheng et al., 2013). 
 
 
On the other side, entrenchment hypothesis argues that greater family ownership exacerbates 
the conflict between majority and minority shareholders. As a result, agency problem II crops 
up in family-owned companies (Ali et al., 2007; Villalonga and Amit, 2006; Salvato and 
Moores, 2010; Kuan et al., 2011). Asymmetric information is also more substantial in family-
owned Companies (La Porta et al., 1999; Prencipe et al., 2008) as family members are 
reluctant to convey information to minority shareholders and the family-owned companies 
can manipulate information to conceal transactions. Therefore, it will raise adverse selection 
and moral hazard problem. Hence, investment inefficiency in form of over and under 
investment has been high in family owned companies as compare to non-family owned 
companies. 
 
Recently emerging theoretical paradigm in context of family firm which is based on 
Behavioral Agency theory is the Socioemotional wealth (SEW) Model. It considers the 
preservation of Socioemotional wealth as a fundamental reference point in making strategic 
decisions (Gomez-Mejia et al., 2007). According to this perspective, family firms tried to 
remain their controlled on a company. Therefore, they feel reluctant to raise money through 
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external sources. As external finances may results in loss of their control. Therefore, 
preservation of SEW in form of family control motivate them to pass up good investment 
opportunities. On the other side, family firm also has a desire to shift their companies to their 
next generation (De Massis et al., 2015). As this agenda motivate family firms to act as an 
efficient monitoring mechanism and hence reduce the propensity of over and under 
investment problem. 
 
The present study tries to answer this question by investigating the impact of financial 
reporting quality and family ownership on the investment efficiency of the Pakistani public 
listed companies in Karachi Stock Exchange. 

 

1.1.1 Financial Reporting Quality 
 
One of the central objectives of financial reporting is decision usefulness (Zeff, 2013). 
Decision usefulness means that relevant and reliable financial information is available to 
financial reporting users for instance shareholders, creditors and regulators, in order to make 
decisions. For example, financial reporting also enables shareholders to assess the future 
cashflows of projects when they are interested to invest in those projects (Staubus, 1959). He 
presented the decision usefulness framework as follows. 
 
“Accounting can contribute to the efficiency with which scarce means are converted to 
desired ends by providing information which will help holders of capital select the economic 
units which can use that capital most effectively and avoid those firms which cannot use it 
effectively. Accounting can make a further contribution to the satisfaction of human wants”. 
(p. 1) 
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According to IASB (2010), financial reporting quality is defined as the information which 
presents a true picture of the firm. It has two components: faithfulness and relevancy. Some 
studies have been carried out on the relationship between financial reporting quality and 
asymmetric information (Bushman and Smith, 2001; Healy and Palepu, 2001). It was found 
in these studies that financial reporting quality acts as a monitoring mechanism for 
shareholders and provides information to capital suppliers. If these reports present a true 
picture of a company, then the reports can mitigate the asymmetric information problem and 
managers cannot sell shares at higher prices nor gain extra money to finance projects with 
negative NPV(Verdi, 2006; Biddle et al., 2009; Chen et al., 2011; Gomraiz and Ballesta, 
2014).It can be stated that quality accounting information reduces overinvestment and 
underinvestment by overcoming the moral hazard problem, as superior financial reporting 
quality will allow principals to sign efficient contracts with agents and enable effective 
monitoring at lower cost. Therefore, management will not partake in empire building 
activities or pass up investments with positive NPV. 

 
Two attributes of financial reporting quality have served as proxies of FRQ in earlier 
research: first, accounting-based earnings attributes like accruals quality, income smoothing 
and earnings persistence; and second, market-based attributes like value relevance and 
conservatism. The difference between the two classes of earning properties relies on the 
different underlying assumptions about the function of earnings. In particular, accounting-
based earning attributes implicitly assume that the function of earnings is the effective 
allocation of cashflow to reporting periods via the accruals process. These attributes take 
cashflows or earnings as the reference construct and are therefore derived directly from 
accounting information (Francis et al., 2004). Instead, market-based attributes assume that the 
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function of earnings is to mirror “economic income” and for this reason, take returns (or 
prices) as the reference construct. 
 
This study uses an accounting-based earning attribute, accruals quality, as a proxy of 
financial reporting quality. Accruals quality is the magnitude of abnormal accruals, which is 
measured in this research (Kasznik,1999 ; McNichols and Stubben,2008). This motivates to 
examine the relation of financial reporting quality with investment efficiency for Pakistan. As 
this attribute is extensively tested for other countries.This attribute has been extensively 
applied in prior research to find the relation between financial reporting quality and 
investment efficiency (Biddle et al., 2009; McNichlos and Stubben; Gomraiz and Ballesta, 
2014). As such, it is easier to compare the results of the present research with prior 
investigations. 

 

1.1.2 Family-Owned Businesses  
 

Family-owned businesses are those in which family members directly or indirectly control 
and hold the majority of shares with the intention of transferring the business to the 
succeeding generation (De Massis et al., 2015). 
 
Two different schools of thought exist among academia regarding family-owned business. In 
the first view it is argued that due to the alignment effect, family-owned business curbs the 
opportunistic behavior of management and limits the classical agency problem between 
principal and agent (Jensen and Meckling, 1976; Demsetz and Lehn, 1985). Therefore, the 
propensity of the type I agency problem in a family-owned business is less compared to a 
nonfamily-owned business. Minimizing the agency problem in a family-owned business 
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consequently reduces the agency monitoring cost, because the management of a family-
owned business comprises either family members or close relations (Anderson and Reeb, 
2003).  
 
Several scholars have asserted that family shareholders with more experience and better 
knowledge can act as a strong corporate governance mechanism (Anderson and Reeb, 2003). 
Such mechanism shapes the strategic decisions of family-owned businesses in a good way. 
Furthermore, family-owned businesses have long-term horizons (Stein, 1989), since they aim 
to pass the business to the next generation; besides, family-owned firms have reputational 
concerns (Ding et al., 2011). For these reasons, family-owned businesses hold different views 
compared to nonfamily businesses. The unique features, such as the alignment effect, dynasty 
succession, better knowledge and reputational concerns allow family firms to behave and act 
differently from nonfamily-owned firms regarding various strategic decisions. As a result, 
there is less asymmetric information in family-owned businesses. 
 
 
From another perspective, it is argued that ownership and control by family members in 
family-owned businesses provide windows of opportunity, since this will allow expropriation 
of wealth from minority shareholders (Morck et al., 1988; Shleifer and Vishny, 1997; Fan 
and Wong, 2002). This entrenchment effect could lead to conflict between majority and 
minority shareholders, something known as a type II agency problem (Villalonga and Amit, 
2006). Agency problem type II is much more serious in countries where investor protection is 
low (Liu et al., 2012). Several studies contend that due to the entrenchment effect, nepotism 
and unprofessional management (Gacia-Castro and Aguilera, 2014) in family-owned 
businesses, various strategic choices are made therein rather than in nonfamily-owned 



 

9  

businesses, especially in contexts where the external corporate governance mechanism is 
poor (Fan and Wong, 2002).Besides, asymmetric information will be heightened. 
 
Family-owned business is the most widely held corporate working across the globe, 
contributing to the economic growth of the respective countries, for instance 90% in the 
USA, 66% in East Asia (Claessens et al., 2002), 44% in Western Europe (Faccio and Lang, 
2002), 79% in Germany, 83% in France, 73% in Italy (Prencipe et al., 2014), 71.4% in 
Taiwan (Yang, 2010) and 78% in Pakistan (Tahir and Sabir ,2014). Famous family-owned 
companies include Walmart, Marriott Corporation, Dupont, Dell, Microsoft and Ford 
(Gomez-Mejia et al., 2011).  
 
Family-owned businesses are likewise popular in Pakistan. Tahir and Sabir (2014) reported 
that majority of the company’s publicly listed on the Karachi Stock Exchange are family-
owned .Examples of some family-owned businesses in Pakistan are Sitara Energy, Ghani 
Glass Ltd, MACPAC Films, Thal Limited, EMCO Cement, Fecto Cement, Gharibwal 
Cement, Kohat Cement, JDW sugar XD, Mirpurkhas Suger, National Food, Feroze Limited, 
Pak Eleckron, Shield Corporation, Treet Corporation, Sapphire Textile, Tata Textile, Nishat 
Mills Limited, Crescent Limited, Bhanero Textile, GadoonTextile, Gul Ahmed Textile, 
Kohinoor Mills, Kohinoor Spinning, Libaas Textile, Maqbool Textile, Prosperity Wearing 
and  Reliance Wearing. 
 

1.1.3 Institutional setting in Pakistan 
 

The motivational behind testing the hypothesis in the institutional settings of Pakistan is 
inspire by the following reasons.  First, the majority of businesses operating in Pakistan are 
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under the concentrated ownership of either family or other forms such as government, 
financial institutions and foreign investors (Javid and Iqbal, 2010).Second, most of the firms 
listed on the Karachi Stock Exchange (KSE) are family-owned (Tahir and Sabir , 2014).  

 

Third, the vast investments made by family members prompt them to be more involved in 
business on a continuous basis. Therefore, operations are monitored regularly, eliminating the 
possibility of type I agency problems in family-owned businesses. Fourth, Cheema et al., 
(2003) reports that family firms are owned and managed by family members. For example, 
CEOs and BODs are appointed with the approval of family members (Javid and Iqbal, 2008). 
Since board members pay less attention to the interests of minority shareholder rights, issues 
with agency problem type II in these firms are exacerbated. Unpaid dividend is an example of 
expropriation of minority shareholders’ rights in family-owned businesses (Shah et al., 2009).  

 

Fifth, Pakistan is a common law country. On average, investor protection and judicial 
efficiency in common law countries is higher compared to civil law countries, which are 
further divided into Scandinavian, German and French origins. In common law countries, the 
risk of exploitation and repudiation is lower than in civil law countries. . However looking 
the result  of La porta et al., (1999) in deep reported in Appendix1. It appears that on average, 
the efficiency of the judicial system in Pakistan is lower than the averages of all other origins. 
Moreover, the situations with law and corruption are worse. The risk of expropriation and 
content repudiation is also very high in Pakistan. An updated survey conducted by Hu et al. 
(2014) report the same findings in the case of Pakistan.CGI is employed as a measure of good 
governance index. This index is a nexus of three sub-indexes: the risk of expropriation of 
private property by the government, the risk of government repudiating contracts and 
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government corruption. Hu et al. (2014) report Corporate Governance index (CGI) and 
Financial Reporting Value (FRV) of 13.47 and 0.49, the lowest for Pakistan compared to 
other countries. It means Pakistan has weaker property protection rights and a poor corporate 
information environment. Liu et al. (2012) state that such underdeveloped institutional 
settings enhance the severity of type II agency problems in family-owned businesses more 
than the severity of type I agency problems in nonfamily-owned businesses. As such, the 
choices of financial reporting quality and investment differ in family-owned businesses under 
these underdeveloped institutional settings more so than the developed institutional settings 
of the USA, UK, France and Germany. 

 

1.2 Motivation and rationale for the study 
 

The motivation for conducting this study is mainly driven by the importance of family-owned 
businesses worldwide (Prencipe et al., 2014). Family-owned businesses are also listed on 
various stock markets globally and contribute to their countries’ economies. For example, 
family-owned businesses contribute 65-80% to GDP all across the world. Scholars have 
reported the presence of family-owned businesses in their respective countries. For example, 
in the USA, 90% of firms are family-owned. In East Asia, their presence is about 66% 
(Claessens et al., 2002).Family businesses comprise the majority of figures in Europe as well, 
e.g. 79% in Germany, 83% in France and 73% in Italy (Prencipe et al., 2014). Companies in 
Pakistan are also frequently family businesses. Tahir and Sabir (2014) reported that most of 
the publicly listed companies on the Karachi Stock Exchange are family-owned businesses.  
 
Recent studies on this issue have indicated that family-owned businesses differ from 
nonfamily-owned in all aspects of strategic decision making. However, little attention has 
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been directed toward financial reporting quality and investment choices in family-owned 
business. For example, Salvato and Moores (2010) reported that only 35 articles were 
published regarding financial reporting on family-owned businesses in the period of 1989-
2010. Hence, further research is required in this regard (Cascino et al., 2010; Salvato and 
Moores, 2010; Songini et al., 2013; Kamran and Shah,2014; Prencipe et al., 2014; Gomez-
Mejia et al., 2014; Achleitner et al., 2014).The recent increasing trend of understanding the 
behavior of family-owned businesses compared to nonfamily-owned businesses leads to the 
survival of family firms during global financial crises (Prencipe et al., 2014). 
 
Scarce research has addressed this issue in economies where ownership is dispersed, the risk 
of exploitation and repudiation of contracts is low, investor protection is high and the 
judiciary system is efficient. Therefore, these phenomena have motivated the present research 
and examining financial reporting quality and investment decision making in family-owned 
businesses in Pakistan, where ownership is concentrated, the risk of exploitation and 
repudiation of contracts is high, the judiciary system is inefficient and investor protection is 
poor (La Porta et al., 1999; Javid and Iqbal, 2008,2010; Hu et al., 2014). 
 
In addition, most of the literature presents the agency theory as a theoretical framework in 
explaining the behavior of family-owned business and how it is differentiated from 
nonfamily-owned business. However, family firms comprise a nexus of two systems 
(Stockmans et al., 2010). One is the emotional-oriented system, which is a function of non-
economic goals like family control, family identity, social ties, emotional ties and family 
succession (Berrone-Cruz et al., 2012).  The other is the result-oriented system, which is a 
function of economic goals like shareholder wealth maximization, profit maximization and 
return on assets. Therefore, the priority of one system or interaction of two systems will 
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determine the choices of decisions in family firms regarding financial reporting quality and 
investment.   
 
The agency theory does not consider the presence of non-economic goals but argues for 
choices in family firms, since it is assumed that all investors are rational and all their 
preferences are based on economic goals (Schulze et al., 2001; Fernando et al., 2014). 
Therefore, the preservation of socioemotional wealth is an important determinant in family 
firms’ decision-making process. This view is defined in the socioemotional wealth theory. 
Gomez-Mejia et al. (2014) recommended that strategic decisions such as financial reporting 
quality and investment decisions should be addressed using a SEW (socioemotional wealth) 
perspective. This has motivated me to examine the relation between financial reporting 
quality, investment efficiency and family ownership using the socioemotional wealth and 
agency theory. 
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1.3 Contributions to knowledge 
 

This study contributes to exiting literature in several dimensions. Primarily, this thesis 
contributes to the discussion about the link between financial reporting quality and 
investment efficiency in two ways. The present study responds to future calls to answer the 
question of the economic consequences of financial reporting quality on family-owned 
business (Cascino et al., 2010; Salvato and Moores, 2010; Songini et al., 2013; Prencipe et 
al., 2014; Gomez-Mejia et al., 2014; Achleitner et al., 2014). Therefore, the moderating effect 
of family ownership on the relationship between financial reporting quality and investment 
efficiency in an emerging market is examined. Second, prior literature on the relation 
between financial reporting quality and investment efficiency presented tests on economies 
where the stock market is more vigilant and vibrant (Biddle and Halery,2006; McNichols and 
Stubben 2008; Biddle et al., 2009; Gomraiz  and Ballesta, 2014).  However different 
institutional settings in Pakistan make it interesting to find out if financial reporting quality 
acts as a monitoring mechanism in mitigating asymmetric information by reducing the over 
and underinvestment problem in such settings. 
 
Second of all, this study contributes to the literature on family business and investment 
efficiency in different ways. For one, the condition under which family-owned business 
influences investment efficiency is explained. Empirical evidence in the context of Pakistan 
regarding the relation between family-owned business and investment efficiency is provided. 
Second, this research is aimed at identifying the impact of family-owned business on two 
forms of investment inefficiency, which are over and underinvestment. 
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Third, this study contributes to the literature on the relation between family ownership and 
financial reporting quality in three ways. First, the majority of earlier research on the link 
between financial reporting quality and family ownership has employed accrual-based 
earnings management as a proxy of financial reporting quality (Ali et al., 2007; Tong, 2007; 
Cascino et al., 2010; Yang et al., 2010). This study employs real-based earnings management 
as a proxy of financial reporting quality, which has different economic consequences from 
accrual-based earnings management. Second, it investigates the suggestions for future work 
by Gomez-Mejia et al. (2014),who suggest that the priority of SEW dimensions influences 
the quality of financial reporting in family-owned businesses. Agency theory framework has 
certain limitations and SEW theory framework gives a better understanding about the 
phenomena in context of family firms. Therefore, it uses SEW theory along with agency 
theory as a complement to explain the real and accrual based earning management 
phenomena in family vs. non-family owned business. Third, this study contributes to the 
literature on the association between family ownership and financial reporting quality in the 
context of Pakistan. Present study contributes and complements existing literature on the 
severity of type II agency problems in family-owned businesses under the unique institutional 
setting of Pakistan2. This is relevant in terms of whether a monitoring mechanism in the form 
of family ownership would improve financial quality. In addition, this research responds to 
suggestions made for future work by Kamran and Shah (2014) on identifying the impact of 
family ownership on financial reporting quality in the context of Pakistan and also exploring 

                                                             2 The Pakistan stock exchange(PSE) is an ideal setting to investigate the influence of family  control on accrual 
and real earnings management because of its unique features: First, here large number of the listed firms are 
owned and controlled by families (Tahir and Sabir, 2014). Second, unlike family firms of other developed 
countries like USA, ownership is highly concentrated and with pyramid structure (Javid and Iqbal, 2010).  
Third, given poor external corporate governance mechanism in Pakistan (La porta et al. 1999;Hu et al. 2014) 
propensity of agency II problem and principal-principal (PP) conflict seems to be significance factors.   
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Gomez-Mejia et al. (2014) future call to find out to what extent the impact of institutional 
setting differs for family and non-family firms.  
 
Fourth, this study contributes to theories relevant to family-owned business. The majority of 
literature addresses the agency theory as a theoretical framework in explaining financial 
reporting quality and investment choices in family-owned business. The present research also 
employs the socioemotional theory (SEW) framework in elaborating on decisions made in 
family-owned businesses regarding financial reporting and investment. Therefore, this SEW 
framework may help broaden and deepen the scope of analysis, whereas the agency theory 
framework has certain limitations that can be covered by the SEW theory. Gomez-Mejia et al. 
(2014) recommend addressing strategic decisions like financial reporting quality and 
investment decisions using a SEW perspective. Therefore, the aim in the present study is to 
examine the applicability of the agency and SEW theory in emerging markets. To the best of 
my knowledge, this thesis is the first empirical investigation on studying the impact of 
financial reporting quality and family ownership on investment efficiency in the context of 
Pakistan.  
1.4 Research Questions 

 
Motivated by the gaps that existed in the literature, the research questions are designed to find 
the answer to the following questions   

1. Do family-owned companies report higher accrual based earning management as 
compared to nonfamily-owned companies? 

2. Does family-owned companies report lower real-based earnings management 
compared to nonfamily-owned companies? 
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3. Is there any significant relationship between financial reporting quality and 
investment efficiency? 

4. What is the effect of financial reporting quality on underinvestment? 
5. What is the effect of financial reporting quality on overinvestment? 
6. Does family ownership influence investment efficiency? 
7. What is the effect of family ownership on underinvestment? 
8. What is the effect of family ownership on overinvestment? 
9. Does the effect of financial reporting quality on investment efficiency differ for 

family owned and non-family owned companies? 
 

1.5 Research objectives 
 
To find the answer of the above mentioned questions the following objectives are formulated 
for the current thesis. More specifically the objectives of this study are as follows: 

1. To measure financial reporting quality in the form of accrual-based and real earnings 
management in family and nonfamily-owned companies. 

2. To investigate the relationship between financial reporting quality and investment 
efficiency. 

3. To examine the investment efficiency of family and nonfamily-owned companies. 
4. To investigate the moderating effect of family ownership on the relationship of 

financial reporting quality and investment efficiency. 

1.5 Significance of the study 
 

The significance of this study thus lies in its contributions to the literature by analyzing the 
behavior of financial reporting quality and investment efficiency of family-owned businesses 
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in Pakistan. In addition, the gap in literature is filled through carrying out recommendations 
to further study the economic consequences of financial reporting quality on family-owned 
businesses. This thesis is significant for investors, analysts, Academicians and policy makers 
in understanding the decision-making processes of family-owned firms. 
 
Initially, it is important to understand financial reporting quality in family-owned businesses 
in contrast to nonfamily-owned businesses through financial reports that provide financial 
information. Financial information offers a basis for decision making of several interested 
parties. Therefore, understanding the quality of financial reports in family-owned businesses 
allows investors to make correct decisions. For example, existing shareholders will be able to 
carry out monitoring much more efficiently if the financial information reported to them is 
not manipulated. Moreover, the thesis results would inform shareholders whether financial 
reporting quality enhances investment efficiency in family-owned businesses. 
 
Next, the quality of financial reports would reduce asymmetric information by mitigating the 
adverse selection and moral hazard problem. Thus, the findings of this study will be 
worthwhile for potential shareholders, who can understand if asymmetric information is 
greater or lower in family-owned businesses on account of financial reporting quality. 
Therefore, prospective shareholders can adjust their risk premiums in view of the financial 
reporting quality of family vs nonfamily-owned businesses when investing in these firms. 
 
Moreover, sell-side or buy-side analyst, choice of portfolio and recommendation is based on 
financial reports. As such, the quality of financial reports is a basic first step in assessing a 
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company’s performance. Consequently, the current findings will be significant for analysts 
who will learn about financial reporting quality in family vs nonfamily-owned businesses. 
 
The findings of this study may additionally of interest to minority shareholders. They could 
learn if family-owned businesses would expropriate their wealth by investing in inefficient 
projects or through manipulating information by real or accrual earnings management. 
 
The results of this study are useful for policy makers, like in the Security Exchange 
Commission of Pakistan (SECP), to access quality of financial information in family and 
nonfamily-owned businesses. For example, family and family firm may involve in either 
accrual or real earnings management. Hence, they can determine whether family-owned 
businesses are involved in expropriation activities and accordingly take necessary actions as 
well as reform rules and regulations.  
 
Last but not least, the returns available on shareholder investment are based on the efficiency 
of investment. This research will indicate if family or nonfamily-owned businesses can yield 
higher efficient investments or not. Therefore, the results would be significant for investors. 
 
1.6 Chapter Outlays 
 
Chapter 1 describes a brief overview on the investment efficiency, financial reporting quality 
, family ownership and institutional setting in Pakistan. In this chapter, section wise detail 
like introduction, main research questions and their objectives, contribution to the literature 
and its significance to the academia and practitioners is presented on issue of the financial 
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reporting quality and investment efficiency in family and non-family owned business in 
emerging context of Pakistan. 

 

In chapter 2, theoretical explanation on the research questions and the rationale behind the 
hypothesis is discussed. Further, prior literature on the financial reporting quality and 
investment efficiency regarding family and non-family owned business is presented. Key 
items of Chapter 2 include introduction, theoretical framework, hypothesis development, and 
conclusion. 

 

Chapter 3 discusses methodological framework, the data collection procedure and its sources, 
sample selection criteria, explanation of variables and their measurement. It also presents the 
specified econometric model and estimation technique to test hypothesis. In addition, several 
diagnostic tests are discussed and finally conclusion is presented.Chapter 4 reports 
descriptive and inferential statistics on estimation of earlier develop specified model in 
Chapter 3.  Furthermore, results are also elaborated in this chapter.Chapter 5 provides 
explanation and justification on major findings. In addition, implication of the study, future 
recommendation, and conclusion is part of this chapter. 

 

1.7 Conclusion 
 

This chapter describes a brief overview on the investment efficiency, financial reporting 
quality, family ownership and institutional stetting in Pakistan This chapter includes section-
wise detail like background, motivation and rational of the study, contribution in existing 
knowledge, research questions and their objectives. In addition, significance to the academia 
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and practitioners is presented, and lastly provides an outlay of chapters. This chapter 
describes a brief overview on the investment efficiency, financial reporting quality, family 
ownership and institutional stetting in Pakistan. The theoretical explanation and prior 
literature review on relationship of main variable is discussed in Chapter 2.  
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CHAPTER 2 
LITERATURE REVIEW 

2.1 Introduction 
 
This chapter provides a review of previous literature on financial reporting quality, family 
owned business, and investment efficiency. While reviewing the investment efficiency in 
family firms, this study also briefly summarized the empirical findings on the relationship 
between the financial reporting quality and investment efficiency. This chapter provides 
detailed linkages between family ownership and investment efficiency. Further, rational and 
logical explanation on economic consequences of financial reporting quality in family and 
non-family firms is provided which is based on Agency theory and Socioemotional Wealth 
theory perspectives. Finally, hypothesis are formulated based on the previous literature. 
Section 2.2 presents review of relevant theoretical model. Section 2.3 discusses theoretical 
framework. Section 2.4 presents the hypothesis. Finally, Section 2.5 concludes.  

2.2 Review of Relevant Theoretical Models 
2.2.1Agency theory of Firm 
 
The agency theory views firms as a nexus of contracts among different stakeholders (Jensen 
and Meckling, 1976), such as contracts between shareholder and manager, majority 
shareholders and minority shareholders, shareholders and debt holders, etc. According to this 
view, a firm operates smoothly and effectively until each party implements and works in line 
with the procedure prescribed in the contract. However, this is not always the case in the real 
world. Often times, contracts are breached and not followed in a true spirit. This theory 
propagates that control of a firm is in the hands of a manager to whom the firm’s owners have 
delegated authority (Fernando et al., 2013). Therefore, a manager is one who is solely 
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responsible for the daily operations of a firm and is involved in major decision-making 
processes. This position gives managers the authority to manage the firm in either an efficient 
or inefficient manner (Stevens and Thevaranjan, 2010). The agency theory maintains that 
conflict occurs between shareholder and manager when the manger is not running the firm in 
the best interest of the shareholder. This phenomenon is referred to as an agency problem 
(Jaskiewicz and Klein, 2007). The agency problem occurs when a manager attempts to 
implement their own agenda, like empire building, shirking, excessive perks and quiet life, 
which are not in line with the goal of shareholder wealth maximization. 

 

The agency theory deems financial reporting quality and family ownership as two monitoring 
mechanisms that can curb opportunistic management behavior (Ball and Shivakumar, 2005; 
Wang, 2006; Chen et al., 2014). 

 

First, the agency theory states that in the real world, managers may deviate from optimal 
investment levels due to asymmetric information, which evolves into two problems: adverse 
selection and moral hazard (Myers and Majluf, 1984; Prencipe et al., 2014). These problems 
may provide opportunities and incentives to self-centered mangers to follow personal 
agendas, potentially resulting in over and underinvestment of a firm, the cost of which 
shareholders would have to bear (Verdi, 2006; Biddle et al., 2009). Hence, the agency theory 
of the firm considers higher financial reporting quality as a solution to reduce the challenge 
of over and underinvestment by mitigating asymmetric information. 

 

Next, the agency theory views family ownership in two ways regarding the agency problem. 
The two views are known as alignment and entrenchment and hold different perspectives 
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with respect to financial reporting quality and investment decision behavior in family vs 
nonfamily-owned businesses.  

 

The alignment view suggests that in a family-owned business, the interests of the owner and 
manager are aligned (Jensen and Meckling, 1976; Salvato and Moores, 2010). Such 
alignment of interests holds in family-owned businesses due to the long-run horizons, 
reputational concerns, and efficient monitoring of family members (Fama, 1980; Stein, 1989; 
Potter, 1992; Chen et al., 2008; Tong, 2007).  

 

Efficient monitoring in family-owned businesses is attributed to the following reasons. 
Because family members have higher cash flow rights in the business (Schmid et al., 2014), 
they have greater concern for the company’s performance. Second, there is more knowledge 
acquired through involvement in the business from its beginning point (Anderson and Reeb, 
2003; Chen et al., 2008). Also, most of the time family members are appointed as CEO (Ding 
et al., 2011). All these unique features allow family-owned businesses to curb the 
opportunistic behavior of managers and reduce the type I agency problem. Therefore, 
according to the alignment view, the severity of agency problem I is less in family-owned 
business compared to nonfamily-owned business (Ali et al., 2007). This view argues there is 
higher financial reporting quality in family than nonfamily-owned businesses (Wang, 2006; 
Ali et al., 2007; Tong, 2007; Chen et al., 2008; Cascino et al., 2010; Prencipe et al., 2011). 
Accordingly, asymmetric information in family-owned business is less (Fama and Jensen, 
1983; Miller and Le Breton-Miller, 2005; Ali et al., 2007; Chen et al., 2008). Consequently, 
less asymmetric information due to higher financial reporting quality and shorter investment 
horizons result in less over and underinvestment problems in family-owned businesses than 
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nonfamily-owned business (Munoz-Bullon and Sanchez-Bueno, 2011) because the 
opportunistic behavior of management can be curbed and the myopic investment decisions of 
management can be mitigated (Stein, 1989). 

 

The entrenchment view suggests that family-owned businesses are owned by family members 
who have higher cash flow rights, the CEO is selected from among family members, and 
family members are part of the board (Anderson and Reeb, 2003; Cascino et al., 2010). These 
settings provide family members with the chance to expropriate the wealth of minority 
shareholders in the form of unpaid dividend, nepotism, excessive perks utilized by family 
members and unprofessional management in hiring family members (Jensen, 1986; Shleifer 
and Vishny, 1997; Schulze et al., 2003). According to the entrenchment view, the conflict 
between the majority and minority shareholders is known as agency problem type II (Ali et 
al., 2007; Villalonga and Amit, 2006; Salvato and Moores, 2010).  

 

 This view contends that family-owned businesses are involved in earning management 
practices in order to conceal expropriation from other stakeholders. This can result in poorer 
financial reporting quality in family than nonfamily-owned businesses (Fan and Wong, 2002; 
Yang, 2010; Ding et al., 2011; Achleitner et al., 2014). Lower financial reporting quality 
(FRQ) increases asymmetric information (La Porta et al., 1999; Prencipe et al., 2008). For 
this reason, families use private access to information in order to over and under-invest. 
Hence, it can be said that lower financial reporting quality in family-owned businesses 
motivates overinvestment, whereas risk averse behavior due to undiversified investment will 
motivate family members to under-invest. Anderson and Reeb (2004) and Ali et al. (2007) 
report that the severity of agency problems I&II determines the economic consequence of 
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family or nonfamily-owned businesses in the form of financial reporting quality and 
investment decisions. 

 

The agency theory does not consider the presence of non-economic goals in family firms but 
argues these have choices, as it is assumed that all investors are rational and their preferences 
are based on economic goals (Schulze et al., 2001; Fernando et al., 2014). The preservation of 
Socioemotional wealth is an important determinant of family firms’ decision-making 
processes, something that is not considered in the agency theory of firms (Gomez-Mejia et 
al., 2007). Therefore, it presents an incomplete outlook regarding the decision processes of 
family vs nonfamily-owned businesses. 

 

2.2.2 Socioemotional Wealth Theory (SEW Theory) 
 
The Socioemotional wealth theory is an extension of the behavioral agency theory (Gomez-
Mejia et al., 2007; 2011; Cennamo et al., 2012).The SEW theory states that family firms 
prefer non-financial goals over financial goals (Gomez-Mejia et al., 2007). Essentially, the 
preservation of Socioemotional wealth is the main agenda of family-owned businesses. This 
theory is based on the assumption that families’ goals are defined and motivated by the sole 
agenda of accumulating endowment (Gomez-Mejia and Wiseman, 2000), meaning that 
family-owned businesses’ visions, goals and decisions are derived from socioemotional 
wealth. Furthermore, it is assumed that family members are less averse to the preservation of 
accumulated endowment (Gomez-Mejia et al., 2007), or in other words, family-owned 
businesses are willing to take extra risk to save their non-financial goals. The same amount of 
extra risk is not taken by family-owned businesses to achieve financial goals.  
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This means family-owned businesses use preservation of SEW as a main reference point 
while making strategic choices like financial reporting and investment (Gomez-Mejia et al., 
2014; Chrisman and Patel, 2012; Achleitner et al., 2014). For example, family-owned 
businesses invest if they feel it will help attain their nonfinancial goals. In contrary, they do 
not invest if it will damage their non-financial goals, even if their financial performance is to 
increase.  

 

The Socioemotional wealth theory sees the family firm as a nexus of two systems (Stockmans 
et al., 2010). One is the emotional-oriented system, which is a function of noneconomic goals 
like family control, family identity, social ties, emotional ties and dynastic succession 
(Berrone-Cruz et al., 2012).  Family control refers to the concepts under which family 
members wish to maintain control over key decisions. Social ties are how family businesses 
endeavor to maintain relations with different stakeholders in good spirit. Emotional ties refer 
to the roles of love, loyalty, jealousy and anger in the decision-making process of family 
businesses. Family identity is about the concerns of family members regarding the image and 
reputation of their family business in society. The intensity of awareness, value and 
emotional investment of family members is much greater than nonfamily members 
(Deephouse and Jaskiewicz, 2013).  Dynastic succession represents the transfer of the family 
business over to next generations. Gomez-Mejia et al. (2014) have report that the priority of 
each dimension over others determines the strategic choices in family-owned businesses. 
They suggest that when family-owned businesses prioritize family influence and control over 
family image, they may engage in earnings management activities. 
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The result-oriented system is a function of economic goals like shareholder wealth 
maximization, profit maximization and returns on assets. Therefore, the priority of one 
system or interaction between two systems determines family firms’ decision choices 
regarding financial reporting quality and investment. 

 

According to the SEW theory, family-owned businesses are more involved in accrual-based 
earnings management compared to nonfamily-owned businesses (Achleitner et al., 2014) 
because passing on the business to the future generation is one of the main agendas and focal 
points of a family-owned business (Miller et al., 2007; Zellweger and Astrachen, 2008). 
Therefore, family-owned businesses use the dimension of dynastic succession as a main 
reference point when making choices of financial reporting quality.  Family businesses have 
longer investment horizons whereas nonfamily-owned businesses have shorter horizons 
(Berrone et al., 2012). Longer horizons require family-owned businesses to report lower 
values of profit and earning per share (Gugler, 2003). Thus, there is less pressure from 
nonfamily shareholders to pay dividend. Unpaid dividend allows family-owned businesses to 
save money for future positive NPV investment. Investment in positive NPV projects is 
mandatory to continue running the business for future generations. Therefore, family 
businesses are involved in decreasing earning management and report poorer financial 
reporting quality than nonfamily-owned businesses (Achleitner et al., 2014). Poor financial 
reporting quality is a result of negative discretionary accruals caused by decreasing earning 
management. 

 

 Another view focuses on the dimension of family control regarding earning management 
choices. According to the SEW theory, family members want to maintain control and do not 
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wish to face restrictions from banks for violating debt covenants (Gomez-Mejia et al., 2014). 
Family business members may face bankruptcy when they are not able to make interest 
payments. This can happen when the company performs poorly. Poor performance will exert 
market pressure on the business that does not beat or meet analysts’ expectations (Jiang, 
2011). Hence, minority shareholders demand more independent directors on the board.  

 

Therefore, threats like bank restrictions and the demands of independent board directors may 
dilute the family control. These threats are caused by the poor performance of a business. 
Furthermore, poor performance sends negative signals on the market and has negative impact 
on share prices (Brown and Caylor, 2006). Therefore, family-owned businesses may be 
involved in upward accrual-based earnings management in order to conceal their financial 
performance (Prencipe et al., 2008). Upward earnings management will also enable firms to 
obtain money to finance positive NPV projects, as investing in positive NPV projects is 
mandatory for the business to continue into future generations. Therefore, family-owned 
businesses engage in either upward or downward earnings management, which may result in 
poor financial reporting quality. The institutional setting in Pakistan also allows family-
owned businesses to assign more weight to family control and dynastic succession compared 
to family identity. Non-economic goals like family image and dynasty succession reduced the 
propensity of accrual earnings management in family firms and hence enhance the impact of 
financial reporting quality on investment efficiency for family firms. 
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2.3 Theoretical Framework 
2.3.1 Family Ownership and Financial Reporting Quality 
Most of the earlier literature on the relation of financial reporting quality with family 
ownership is in context of accrual based earning management ( Fan and Wong, 2002; Wang, 
2006; Ali et al., 2007; Yang, 2010; Cascino et al., 2010; Ding et al., 2011).  

 

These studies use accrual based earning management as a proxy of financial reporting quality 
to measure the relation of financial reporting quality with family ownership and also used 
agency theory in order to explain this relationship. However, little attention has paid on the 
relation of financial reporting quality with family ownership using proxy of real based 
earning management of financial reporting quality. This study contributes and extends the 
prior literature on the ongoing debate of financial reporting quality in family vs. non-family 
firms. As this study also uses real earning management as a proxy of financial reporting 
quality and compares the propensity of accrual and, also real based earning management in 
family vs. non-family firms. Next, this study discusses the real and accrual based earning 
management in family firms in the light of Agency and SEWS theory. 

 

2.3.1.1 Agency Theory and Accrual Based Earning Management in Family Firms 
 
Agency theory present two different views regarding accrual based earning management in 
family firm. I initially discuss the perspective of these two competing views and then I 
conclude which view outweigh in case of emerging market like Pakistan regarding accrual 
based earning management.  
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2.3.1.1.1 Alignment View and Accrual based Earning Management in Family Firms 
 
In the first view it is argued that due to the alignment effect, family-owned business curbs the 
opportunistic behavior of management and limits the classical agency problem between 
principal and agent (Jensen and Meckling, 1976; Demsetz and Lehn, 1985).  Several scholars 
have identified multiple reasons which can align the interest of shareholder and manager in 
family firms. For example, Anderson and Reeb (2003) assert that family shareholders with 
more experience and better knowledge can act as a strong corporate governance mechanism. 
Furthermore, family-owned businesses have long-term horizons (Stein, 1989).  
 
In order to achieve long-terms goals, family firms should not be involved in activities that 
would damage their long-term causes such as accrual based earnings management practices. 
These companies put pressure on the management to sacrifice shorter-term goals over longer-
term goals (Weiss, 2014). Therefore, the management bears less market pressure of targeted 
figures in the form of EPS, share price and profit on a quarterly basis, and so management 
will have longer-run accounting choices. Hence, these unique features, such as the alignment 
effect, longer run horizon, better knowledge and more experience allow family firms to 
behave and act differently from nonfamily-owned firms regarding various strategic decisions. 
Therefore, propensity of accrual based earning management in family owned companies is 
low as compared to propensity of accrual based earning management in non- family owned 
companies. For example, several studies find that more family firms report superior 
accounting information compared to nonfamily firms (Ali et al., 2007; Tong, 2007; Jiraporn 
and Dadalt, 2009; Prencipe et al., 2011; Chen et al., 2014). 
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2.3.1.1.2 Entrenchment View and Accrual based Earning Management in Family Firms 
 
However, entrenchment perspective provides different conclusion to research scholars 
regarding accrual based earning management in family vs non-family owned companies. 
Entrenchment perspective is argued that ownership and control by family members in family-
owned businesses provide windows of opportunity to them. Hence, this opportunity will 
allow expropriation of wealth from minority shareholders (Morck et al., 1988; Shleifer and 
Vishny,1997; Fan and Wong, 2002). This entrenchment effect can lead to conflict between 
majority and minority shareholders, something known as a type II agency problem 
(Villalonga and Amit, 2006).  
 
Majority shareholders can enjoy this incentive due to the weak governance structure that 
facilitates opportunity. For instance, in family firms, most often family members are part of 
the Board of Director (BOD) and also hold key managerial posts. Therefore, inefficient 
monitoring by family members evolves an inferior governance mechanism in family-owned 
businesses. Consequently, an inferior structure provides occasions to hide information from 
minority shareholders. Furthermore, majority shareholders in family-owned businesses enjoy 
excessive perks like empire building to facilitate and hire family members. Overall, all these 
incentives and opportunities available to family members at the cost of shareholders can 
render a firm inefficient. In line with the entrenchment effect, inefficiency incurred by family 
members is concealed from minority shareholders through accrual based earnings 
management. 
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 Several Scholars finds that family firms have more engagement in accrual based earning 
management (Yang, 2010; Ding et al., 2011). For example, Yang (2010) uses the 
entrenchment effect to support the argument that in family-owned businesses, asymmetric 
information between the majority and minority shareholders is vast. Thus, family members 
have the chance to steal wealth from minority shareholders by reporting higher discretionary 
accruals. Ding et al. (2011) examine the presence of agency problem II in family firms in 
China. According to the results, agency problem II dominates over agency problem I in 
family firms in China. Ding et al. (2011) find that the dominance of agency problem II in 
Chinese family firms is due to the highly concentrated ownership and weak investor 
protection in China.  
 
These unique settings in China afford opportunities for family firms to expropriate wealth 
from minority shareholders. Therefore, in order to avoid the adverse effects of such related 
party transactions, family firms in China often report high discretionary accruals as compared 
to nonfamily firms. Overall, the entrenchment effect has led to the hypotheses that propensity 
of accrual based earning management in family owned companies is low as compare to 
propensity of accrual based earning management in non- family owned companies. 
 
Next present study is answered why entrenchment view outweighs alignment view in case of 
Pakistan regarding accrual based earning management. 
 
Alignment effect says that family ownership limits opportunistic behavior and therefore 
eliminates the agency problem I. An alleviation of the agency problem I in family firms 
reduces accrual based earning management in family firms. Nevertheless, entrenchment has 
indicated that the family firms report higher accrual based earning management. Though 
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family firms face less severe principal agent conflict, they still encounter the problem of 
principal-principal conflict. Earlier studies on the relation between family ownership and 
financial reporting quality have presented mixed results.  

 

For example, several studies find that more family firms report superior accounting 
information compared to nonfamily firms (Ali et al., 2007; Wang, 2006: Tong, 2007; Jiraporn 
and Dadalt, 2009; Prencipe et al., 2011; Chen et al., 2014).These studies find that severity of 
agency problem1 in non family firm is high as compare to the severity of agency problem II 
in family firm. Therefore, family firms have lesser engagement in accrual based earning 
management.  Other studies have found a negative relation between financial reporting 
quality and family ownership (Fan and Wong, 2002; Cascino et al., 2010; Yang, 2010; 
Stockman et al., 2010; Ding et al., 2011). These studies find that severity of agency problem 
II in family firm is high as compare to the severity of agency problem I in non family firms. 
Therefore, family firms have higher engagement in accrual based earning management. 

 
Liu et al. (2012) have said that severity of agency problem 1 or II is based on the institutional 
setting of a country.  Countries with higher investor protection, low risk of expropriation, and 
judicial efficiency limit the opportunistic behavior of majority share holders. Hence, agency 
problem II is less damaging in such institutional context. Therefore, severity of agency 
problem1 in non family firm is high as compare to the severity of agency problem II in 
family firm. On the other side, Countries with lower investor protection, high risk of 
expropriation, and judicial inefficiency provide more space to the opportunistic behavior of 
majority share holders.  
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For example, in many Asian countries with underdeveloped institutional arrangements, there 
is a strong desire for an internal control mechanism like family ownership that intensely 
monitors the agent. Therefore, family firms with an underdeveloped institutional arrangement 
reduce the principal-agency problem. However, an underdeveloped institutional arrangement 
enhances the propensity of principal-principal conflict. Therefore, the expropriation of wealth 
from majority shareholders at the cost of minority shareholders increases.   
 
Consequently, these family firms are prone to involvement in accrual based earnings 
management practices because they have no external control mechanism that will penalize 
them upon par taking in manipulation. Hence, agency problem II is much more damaging in 
such institutional context. Therefore, severity of agency problem II in family firm is high as 
compare to the severity of agency problem I in non- family firm. Pakistan is a common law 
country. On average, investor protection and judicial efficiency in common law countries is 
higher compared to civil law countries, which are further divided into Scandinavian, German 
and French origins. In common law countries, the risk of exploitation and repudiation is 
lower than in civil law countries. But if we look at the results of La Porta et al. (1999) as well 
as Appendix 1, it appears that on average, the efficiency of the judicial system in Pakistan is 
lower than the averages of all other origins. Moreover, the situations with law and corruption 
are worse. The risk of expropriation and content repudiation is also very high in Pakistan. An 
updated survey conducted by Hu et al. (2014) report the same findings in the case of 
Pakistan. Corporate Governance Index (CGI) is employ as a measure of good governance 
index. This index is a nexus of three sub-indexes: the risk of expropriation of private property 
by the government, the risk of government repudiating contracts and government corruption. 
Hu et al. (2014) report Corporate Governance Index (CGI) and Financial Reporting Value 
(FRV) is of 13.47 and 0.49, respectively. These are the lowest values for Pakistan compared 
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to other countries. It means Pakistan has weaker property protection rights and a poor 
corporate information environment. 
 
These institutional setting in Pakistan enhances the propensity of agency problem II due to 
the entrenchment and information effect in family firms. It is thus argued in this study that 
the severity of agency problem II in family-owned businesses is greater than agency problem 
I in nonfamily-owned businesses. As a result, it is predicted in the current research that the 
entrenchment effect outperforms the alignment effect in family firms in Pakistan. Therefore, 
propensity of accrual based earning management in family owned companies is low as 
compare to propensity of accrual based earning management in non- family owned 
companies. 
 
2.3.1.2 Socioemotional Wealth Theory and Accrual Based Earning Management in Family 
Firms 
 
SEW theory differentiates family from nonfamily firms on the basis of preservation of 
socioemotional wealth (Gomez-Mejia et al., 2007). The theory implies that family-owned 
firms prefer SEW preservation when making different business decisions, e.g. accrual and 
real based earning management. Therefore, accounting choices made by family firms are 
influenced by the preservation of socioemotional wealth. SEW contains five dimensions: 
family influence and control, family reputation, social ties, emotional ties and dynasty 
succession (Berrone et al., 2012). Further, Gomez Mejia et al. (2014) propose that priority of 
one of these dimension over other may also result is different strategic choices in family 
firms. 
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According to the SEW theory, family-owned businesses have more involvement in accrual-
based earnings management than nonfamily-owned businesses because passing on the 
business to upcoming generations is one of the main agendas and focal points of family-
owned businesses (De Massis et al., 2015). Family firms involved in accrual based earning 
management as a strategic tool to report lower profit. These reported lower profits provide 
two benefits to the family owned companies.  

 

On the first side, it would allow them to cut dividend and save money to reinvest in future 
projects with positive NPV (Achleitner et al., 2014). Attige et al. (2015) find that dividend 
payout ratio is lower for family owned companies as compare to non-family owned 
companies in context of six East Asian countries. Hence, it enables them to achieve their non-
economic goal like dynasty succession. Family-owned businesses employ the dimension of 
dynastic succession as a main reference point while making choices regarding financial 
reporting quality (Berrone et al., 2012). Second, this expropriation in form of lower profit 
values that are then less pressured by nonfamily shareholders to pay dividend (Gugler, 2003). 
Investment in positive NPV projects is mandatory for the business to continue into future 
generations.  

 

Therefore, family-owned businesses are more involved in earnings management as compare 
to non-family-owned companies. According to entrenchment effect, family member may 
expropriate the wealth of minority shareholder. However, this expropriation is for the 
preservation of SEW Wealth that is dynasty Succession. Unlike in non family firm, where the 
expropriation is done by the management to achieve shorter run goals (Healy and Wahlen, 
1999; Gomez Mejia et al., 2014). Hence, agency theory entrenchment perspective 
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complement SEW theory dynasty succession in such a way that family firm involve in 
accrual based earning management process in order to reduce their profit for purpose of 
preservation of Dynasty Succession. It hypothesize that 

 

H1a: Family-owned business report higher accrual based earnings management than non 
family-owned business. 

 
2.3.1.3 Socioemotional Wealth Theory and Real Based Earning Management in Family Firms 
 
Most of the earlier literature on the relation of financial reporting quality with family 
ownership is in context of accrual based earning management ( Fan and Wong, 2002; Wang, 
2006; Ali et al., 2007; Yang, 2010; Cascino et al., 2010; Ding et al., 2011). These studies use 
accrual based earning management as a proxy of financial reporting quality to measure the 
relation of financial reporting quality with family ownership and also used agency theory in 
order to explain this relationship.  

 

Recently, Roychowdury (2006) is developed a new proxy of financial reporting quality. i.e 
real earnings management. He report that a firm may engage in real earnings management 
practices through abnormal levels of cash flow from operations, discretionary expenses and 
production costs. Empirical evidence reports that these tactics damage the firm performance 
in the longer run (Zang, 2006).First, managers may become involved in real earnings 
management by reporting unusual levels of cash flow from operations. For example, if a 
manger cuts the product price or relaxes the credit terms, it is a real move that may benefit 
the company in the current period by accelerating product sales. However, this strategy will 
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damage future firm sales in the real term if a firm moves towards older prices. Negative 
discretionary accruals are thus a function of increasing real earnings management.  

 

Second, managers may engage in real earnings management through decreasing discretionary 
expenses. For instance, a manger cuts the budget of advertising or research and development. 
This real move will lower the discretionary expenses and further enhance the profit and cash 
flow at the present time. Again, this strategy enhances the firm’s risk in future and it would 
be difficult to survive henceforth after slashing R&D expenses. Decreasing discretionary 
expenses are therefore a function of increasing real earnings management. 

 

Third, managers may engage in real earnings management by reporting abnormal levels of 
production costs. For example, overproduction reduces the fixed cost per unit, which further 
decreases the cost of goods sold. This lower cost of goods sold will enhance the profit at the 
present time. But what happens if the firm cannot sell the extra units produced.  This strategy 
will likely damage the firm in the long run. Hence, positive abnormal production cost is a 
function of increasing real earnings management. 

 

SEW predict that family firm has less involvement in real based earning management as 
compare to non-family firms. Gomez-Mejia et al. (2014) claim that real earnings 
management practices are hard to detect for regulating bodies. However, when these become 
known to other minority shareholders, the result would be loss of family member control over 
the business. Overall, real earnings management damages the business in the long term and 
threatens the preservation of non-economic goals of family firms like dynastic succession. 
Therefore, it is here in predicted that family-owned businesses are less involved in real 
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earnings management compared to nonfamily-owned businesses, on account of their longer 
horizon and desire to pass the business on to the next generation. 

 

H1b: Family-owned business report less real-based earnings management than nonfamily-
owned business. 

2.3.2 Financial Reporting Quality and Investment Efficiency 
 
Investment efficiency refers to the phenomenon that stipulates that managers invest in 
projects with positive Net Present Value (NPV) and avoid investing in projects with negative 
NPV (Verdi, 2006). In the neoclassical approach, mangers must invest in projects that have 
equal marginal benefits and marginal costs (Yoshikwa, 1980; Hayashi, 1982). On this theme, 
the marginal Q ratio determines the investment choices made by management. On the other 
hand, several studies have argued that the applicability of the neoclassical framework based 
on the assumption of market perfection will not hold in the real world because the market is 
imperfect and uncertain. 

 

 It has been observed that management invest even when the marginal benefit is less than the 
marginal cost as well as in inefficient projects (Stein, 2003; Biddle et al., 2009; Gomraiz and 
Ballesta, 2014).According to the financial theory, this phenomenon happens due to market 
imperfection and uncertainty (Jensen and Meckling, 1976). Uncertainty leads to information 
asymmetry between manger and capital supplier. Asymmetric information has two forms. 
One is adverse selection, which arises when a potential shareholder perceives that existing 
management has more access to information and would use this informational advantage to 
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pursue personal goals or provide benefits to existing shareholders. Therefore, potential 
shareholders feel reluctant to invest (Myers and Majluf, 1984; Walker, 2013). 

 

 The second form of asymmetric information is moral hazard, a problem that arises when 
shareholders are not able to check the actions of management, as to whether they are putting 
money in a safe basket or investing in risky projects (Myers and Majluf, 1984; Walker, 
2013). 

 

Therefore, the first point of discussion regards how market imperfections like adverse 
selection and moral hazard due to information asymmetry are linked with investment 
inefficiency. Then the way financial reporting quality mitigates the asymmetric information 
problem and enhances firm-level investment efficiency is discussed. Finally, earlier 
investigations on the relation between financial reporting quality and investment efficiency in 
different contexts are presented.  

 

To understand how market imperfections such adverse selection and moral hazard due to 
information asymmetry are linked with investment inefficiency, consider an example. 

 

Suppose a company manager manipulates the Earning Per Share (EPS) of the company, 
making it more attractive for shareholders to invest in that company’s stocks. When market 
shareholders are not aware that the accounting number has been manipulated, they decide in 
favor of the company and try to purchase the shares even at higher prices. This will lead to 
extra money being generated for the management, which they can use to overinvest 
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(Hovakimian and Hovakimian, 2009). Here the adverse selection of stocks by the capital 
supplier is obvious, and it can enable the manager to finance negative NPV projects. Such 
wrong choice is made by the investor owing to the information gap between investor and 
manager. However, if the capital provider perceives the company’s financial reporting quality 
is poor, then companies with positive NPV projects will be unable to make money as 
shareholders purchase the shares at lower prices in order to offset manipulation. Therefore, 
the manager does not want to sell the shares at a lower price and will not be able to finance 
projects. Hence, information asymmetry leads to underinvestment as well (Fazzari et al., 
1992). 

 

In terms of how moral hazard can lead to investment inefficiency, consider an example where 
a shareholder makes a good choice and invests in the company at a fair price. But if the 
investment shareholder does not know where the manger invested the money, an 
informational gap will develop between manger and supplier. Here, the informational gap 
makes it difficult for the shareholder to monitor the agent (Jensen and Meckling, 1976). 
Therefore, the manger may use this information advantage either to overinvest in the form of 
empire building or underinvest in order to purse quiet life consequent to the risk averse 
approach employed (Jensen, 1986; Bertran and Mullainathan, 2003; Richardson, 2006). 

 

Below is a discussion on how financial reporting quality can mitigate the asymmetric 
information problem and enhance firm-level investment efficiency.  

 

IASB (2010) defines financial reporting quality as information that presents a true picture of 
the firm. One of the components of financial reporting quality is faithfulness and the other is 
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relevance. Studies have been carried out on the relationship between financial reporting 
quality and asymmetric information (Bushman and Smith, 2001; Healy and Palepu, 2001). 
According to these studies, financial reporting quality acts as a monitoring mechanism for 
shareholders. It also provides the supplier with information regarding the capital. If these 
reports provide a true representation of the company, they can mitigate the asymmetric 
information problem and managers cannot sell their shares at higher prices nor will they get 
extra money to finance projects with negative NPV (Verdi, 2006; Biddle et al., 2009; Chen et 
al., 2011; Gomraiz and Ballesta, 2014). Hence, quality accounting information reduces the 
problem of overinvestment and underinvestment by overcoming the moral hazard problem as 
higher financial reporting quality would allow principals to sign efficient contracts with 
agents and effective monitoring at lower cost would be facilitated. Therefore, management 
would not be involved in empire building activities or passing up investment with positive 
NPV. 

 

Myers and Majuluf (1984) has predicted that when an information gap exists between firm 
and capital supplier, potential shareholders believe the firm may try to finance bad project 
types and so they bid at lower prices on the stock market even if in reality the firm is 
financing positive NPV projects. Financial reporting quality can mitigate this problem of 
adverse selection (Chung et al., 2013).In other words, firms with higher quality financial 
reporting can easily boost finances and will never face underinvestment since adverse 
selection is reduced. 

 

Finally, the findings from prior literature are discussed regarding the relationship between 
investment efficiency and financial reporting quality in different contexts and with different 
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moderators. Earlier literature conveyed that financial reporting quality is positively associated 
with investment efficiency and this eliminates the over and underinvestment challenge.  

 

Verdi (2006) has tested the relationship between a FRQ proxy and investment efficiency. It is 
found that the quality of information is strongly associated with overinvestment when a firm 
falls under cash-rich and more diffuse ownership. Verdi further argues that economic 
consequences of financial reporting quality cause as smaller informational gap between the 
firm and capital supplier, enabling the firm to make money at lower cost. In addition, a 
smaller informational gap between manger and cash supplier can be the result of higher 
financial reporting quality, which leads to reduced agency monitoring cost.   

 

Biddle and Hilary (2006) examine the relationship between financial reporting quality and 
investment efficiency. They report that financial reporting quality reduces the informational 
gap between manger and capital supplier. Lower information asymmetry enables investors to 
identify quality investment and further enables existing shareholders to monitor the 
management more effectively. Therefore, in a transparent accounting information firm, 
Biddle and Hilary find lower investment-cash flow sensitivity. They also suggested that the 
effect of FRQ on investment efficiency is different for countries with debt and equity 
financing origins. It is suggested that higher FRQ removes market fractions like adverse 
selection (tendency to issue securities at higher prices) and moral hazard (tendency to use 
perquisites with existing assets). 

 

McNichols and Stubben (2008) study the relationship between earnings management and 
investment decisions. They report that firms with manipulated accounting figures tend to 
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invest in inefficient projects. They also point out that one of the main advantages of correct 
accounting information is that it enables mangers, the board of directors and capital suppliers 
to do their tasks accurately and efficiently. For instance, the Board Of Directors (BOD) has 
the task of monitoring the management’s actions and projects submitted by the management. 
For example, if a project with manipulated earnings is submitted to the board of directors for 
the purpose of evaluation and monitoring, a healthy representation of the projects will 
misguide the whole monitoring process. It will lead to the BOD approving projects that are 
ultimately wrong choices. Similarly, manipulated figures impede shareholders from 
identifying good projects. Therefore, firms with manipulated earnings quality invest more in 
fixed assets compared to firms with good quality of earnings.  

 

Biddle at al. (2009) find that superior Financial Reporting Quality (FRQ) is associated with 
higher investment efficiency. The researchers examined the relationship between different 
forms of investment efficiency (e.g. over and underinvestment) and financial reporting 
quality. They conclude that higher FRQ reduces over and underinvestment by closing the 
informational gap between capital supplier and management. In addition, higher FRQ is 
linked with lower investment in circumstances where cash resources and the proportion of 
equity financing are high. The entire process is done by writing good contracts, which are the 
output of higher FRQ. Better contracts enhance the intensity of shareholders monitoring 
managers. Efficient monitoring reduces the conflict between manager and investor (Jenson 
and Meckling, 1986) and prevents overinvestment activities in cash-rich firms. On the other 
hand, higher FRQ is linked with higher investment in situations where cash resources and the 
proportion of equity financing are low. Biddle et al. posited that firms with limited cash 
resources can attract potential investors by presenting a true image of the firm. When 
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attracting investors with reduced asymmetric information and more visible projects with 
positive NPV, the whole process enables firms to diminish adverse selection. 

 

Beaty et al. (2010) examine the relationship between FRQ and investment efficiency and 
reported that when capital suppliers have alternative sources of information, the role of 
accounting quality is lower. They directly tested the impact of financing modes on the 
relationship between FRQ and investment efficiency as well as tested the role of private 
information and monitoring in investment-cash flow sensitivity. It is suggested that different 
characteristics of the debt market like bank restrictions on the company will diminish the role 
of accounting quality in investment efficiency. 

 

Baik et al. (2010) test the link between FRQ and investment efficiency and find that capital 
suppliers in bank-centered economies obtain information via private channels. Therefore, the 
role of FRQ is less important when firms use debt and equity financing from the bank to 
finance projects. Information from private channels reduces the information asymmetry 
between cash supplier and management. Baik et al. report that the positive effect of financial 
reporting quality on investment efficiency is less when firms have a close connection with the 
bank. Furthermore, the long-term relationship between the bank and management allows the 
bank to obtain more information about the company. Therefore, the whole mechanism 
demand from manager to invest in value generated projects. In addition, they find that for a 
firm linked to a bank that either provides loans or makes equity investments, the relationship 
between FRQ and investment-cash flow sensitivity declines. 

Chung et al. (2013) test the relationship between financial reporting quality and investment 
efficiency in the context of Canada where investor protection is high. According to the 
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results, there is a positive relationship between FRQ and investment efficiency. But when 
litigation risk is used as a moderator, the association between FRQ and investment efficiency 
appeared to be weaker when litigation risk is low. The rationale behind this according to 
Chung et al. (2013) is that when managers feel that insurance coverage protects them with 
their wrongful acts, they are more inclined to make risky investments. On the other hand, 
when litigation risk is high, it limits the opportunistic behavior of managers. High litigation 
risk also enhances the overall accrual quality. Hence, the relationship between FRQ and 
investment efficiency is stronger when the firm has higher litigation risk. It is found that 
firms with higher accrual quality are less sensitive to cash flow and invest in efficient 
projects. 

 

Balakrishnan et al. (2014) examine the effect of change in collateral on the relationship 
between financial reporting quality and investment efficiency. Apparently, investment 
decisions in firms with higher FRQ are not affected as much by changes in collateral as firms 
with lower FRQ. The rationale behind this argument is that a firm with higher FRQ enables 
easy fund generation because there is a smaller information gap between management and 
shareholder. Thus, there is no need for collateral. However, a firm with poor FRQ and with 
more asymmetric information necessitates collateral to generate funds. 

 

Linck et al. (2013) study the relationship of discretionary accruals with real corporate 
decisions. It is suggested that financially-constrained firms use discretionary accruals to raise 
capital. Firms with constrained resources use capital to finance positive NPV projects. It is 
also reported that higher discretionary accruals enhance the earnings quality of a firm through 
mitigating the informational gap between management and capital supplier by curbing market 
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frictions. Linck et al. (2013) suggest that firms use discretionary quality to send positive 
signals to capital suppliers to finance positive NPV projects. It is concluded that higher 
discretionary accruals enhance a firm’s earnings quality, which is also supported by DeChow 
et al. (2010): “Quality is contingent on the decision context”. They find that financially-
constrained firms have more discretionary accruals prior to investment compared to 
financially-unconstrained firms. After investment, financially constrained firms exhibit 
higher performance. 

 

Cheng et al. (2013) expand on the work of Biddle at al. (2009) and discover the causal 
relationship between investment efficiency and FRQ. They report that when a firm discloses 
information related to its control weakness, it is one of the requirements of the Sarbanes-
Oxley Act (2002). Furthermore, the effect of accrual quality and its interaction term with the 
firm can be positive or negative. It is also indicated that institutional holding has a positive 
effect on its interaction term in the real world where market friction exists. Weakness in the 
internal control of the company enhances the informational gap between capital supplier and 
management, which can generate adverse selection and moral hazard issues. These problems 
cause firms to make poor investments. Therefore, earlier research used Internal Control 
Weaknesses (ICW) as a measure of lower FRQ (Costello and Witten-Moerman, 2011). 
Adverse selection is a phenomenon whereby company management has more information 
about the project prospect than potential shareholders. Therefore, the manager sells new 
shares of the company when they are traded for more than their book value, meaning when 
the shares are overpriced, they try to time the sale. If successful, managers use the extra 
money to finance negative NPV projects. Nonetheless, potential shareholders may anticipate 
the unfair intentions of the management through receiving signals in the form of internal 
control weakness disclosure. Therefore, they bid at lower prices and enhance the cost of 
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management raising money. Therefore, a firm with ICW disclosure is not able to generate 
extra money to finance negative NPV projects due to the higher cost of capital. Moral hazard 
is a phenomenon whereby the interests of the shareholders and manager are not on the same 
page. The agency theory states that managers’ opportunistic behavior is the whole reason for 
this conflict. Managers’ opportunistic behavior propagates overinvestment so as to maximize 
their personal wealth.  

 

Cheng et al. (2013) report that a firm with internal system control weakness provides 
management with greater propensity to manipulate information and offer biased information 
to the board of directors when presenting project plans in order to obtain the positive support 
of the BOD, especially when monitoring is weak. Therefore, firms with moral hazard tend to 
overinvest. On the other hand, if potential cash suppliers anticipate this and can ration capital 
ex ante, moral hazard might lead to under investing, thus limiting the opportunistic behavior 
of managers. This is possible if the capital supplier receives a signal that the organization’s 
internal control is weak and its financial reporting system has issues. The signal alerts 
existing shareholders to take corrective measures and enhance monitoring. Once this entire 
process is implemented, there is lesser chance for mangers to invest in negative NPV projects 
and avoid positive NPV projects. Overall, the concerns related to overinvestment and 
underinvestment in financially unconstrained and constrained firms upon internal system 
control weakness disclosure are diminished, before problems with investment inefficiency 
arise in financially constrained and unconstrained firms (Biddle et al., 2009). 

Gomraiz and Ballesta (2014) examine the impact of financial reporting quality on investment 
efficiency in Spain during the period of 1998-2008. The results show that higher FRQ is 
associated with higher investment efficiency, even in situations when investor protection is 
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low, the stock exchange is less developed, FRQ is low and the major challenge of companies 
is debt despite a strong enforcement regime. It is also found that higher FRQ reduces 
overinvestment but has no significant effect on underinvestment. In addition, higher shorted 
debt to maturity influences investment efficiency, which is a substitute mechanism for FRQ. 

 

Di Meo (2014) study the association between financial reporting quality and overinvestment 
and pointed out the main reason for why management attempts to manipulate financial 
reports. According to Di Meo (2014) managers manipulate accounting information in order to 
hide past overinvestment’s. Di Meo (2014) assert that the process of manipulation is done by 
using discretionary accruals or by real-time manipulation, for example manipulation of sales, 
discretionary expenses, overproduction and stock repurchases. In addition, the relationship 
between manipulation and overinvestment is stronger when a firm invests in areas that are 
hard to monitor, such as R&D and capital expenditure. Di Meo (2014) also test the effect of 
CEO tenure on the relation between FRQ and investment efficiency and find that CEOs with 
tenure of more than 3 years are more prone to concealing overinvestment using financial 
report distortion. 

 

Prior literature suggests that superior financial reporting quality reduces the dilemma of over 
and underinvestment in three different ways. First, higher FRQ makes it easier for potential 
investors to select the right stocks as it is easier to compare company financial information if 
it is not manipulated. Therefore, companies with good prospects get the money, ultimately 
eliminating over and underinvestment.  Second, higher FRQ reduces the agency cost and 
curbs the opportunistic behavior of mangers, as it does not permit the pursuit of personal 
goals of over and underinvestment at the cost of the shareholders. Finally, higher FRQ 
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mitigates the adverse selection and moral hazard predicaments. Therefore, in the present 
study the following hypothesis are formulated. 

 

H2: There is a positive relation between financial reporting quality and investment 
efficiency. 
H2a: Financial reporting quality is negatively associated with underinvestment. 
H2b: Financial reporting quality is negatively associated with overinvestment. 
 

2.3.3 Family Ownership and Investment Efficiency 
 
Family-owned businesses face varying extents of the agency problem and have different 
levels of information asymmetry. For instance, the severity of agency problem I will be less 
in family-owned businesses than nonfamily businesses. This is because family-owned 
businesses are much more efficient at monitoring mangers than nonfamily businesses are 
(Fama, 1980; Stein, 1988; Potter, 1992; Tong, 2007). Efficient monitoring in family-owned 
businesses is due to their greater knowledge about the business besides the greater ownership 
involvement (Anderson and Reeb, 2003; Chen et al., 2008). Therefore, alignment hypothesis 
argues that the alignment of interest between shareholders and mangers reduces the 
informational gap. Hence, the asymmetric information level will be lower in family-owned 
businesses compared to nonfamily-owned businesses (Tsao et al., 2015). Then fractions like 
adverse selection and moral hazard are mitigated as a result of lower levels of asymmetric 
information in family-owned firms. Prior literature has shown superior financial reporting 
quality by family-owned companies over nonfamily businesses. Generally, a better 
information environment enhances companies’ investment efficiency (Biddle et al., 2009; 
Cheng et al., 2013). 
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Additionally, family-owned companies run their business keeping in view the longer horizon, 
whereas nonfamily-owned businesses operate in view of the shorter term. In nonfamily 
businesses, mangers prefer shorter-term goals as they face greater market pressure and their 
incentives are attached to short-term performance (Anderson et al., 2012; Craig and Dibrell, 
2006). On the other hand, family-owned businesses face less market pressure and are much 
more concerned with achieving family members’ goals. Thus, these companies follow and 
practice long-term policies, which is in line with the long-term perspective of family 
members. For example, Schimd et al. (2014) in Italy and Tsao et al. (2015) in Taiwan 
identified a higher intensity of Research and Development (R&D) in family-owned 
businesses compare to nonfamily-owned businesses. Anderson et al. (2012) argue that 
family-owned businesses promote investment efficiency. 

 

Next, the socioemotional wealth theory considers the preservation of socioemotional wealth 
as a fundamental reference point in making strategic decisions (Gomez-Mejia et al., 2007). 
Dynastic succession is one of the key dimensions of socioemotional wealth that is taken into 
consideration by family-owned businesses in decision making (Berrone-Cruz et al., 2012).  
Chrisman and Patel (2012) imply that family-owned companies make larger investments than 
nonfamily-owned businesses, when they perceive their financial performance is below an 
aspiration level that will also damage intentions of dynastic succession.  

 

The entrenchment hypothesis argues that greater family ownership exacerbates the conflict 
between majority and minority shareholders. As a result, agency problem II crops up in 
family-owned businesses (Ali et al., 2007; Villalonga and Amit, 2006; Salvato and Moores, 
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2010; Kuan et al., 2011). Asymmetric information is also more substantial in family-owned 
businesses (La Porta et al., 1999; Prencipe et al., 2008) as family members are reluctant to 
convey information to minority shareholders and the family-owned business can manipulate 
information to conceal transactions. 

 

According to empirical investigations on developed institutional settings where judicial 
efficiency is high, the risk of expropriation is low and investor protection is high, the severity 
of agency problem 1 is much more serious in nonfamily-owned businesses than the severity 
of agency problem II in family-owned businesses. The external corporate governance 
mechanism is also very strong in such setting and does not permit family members to 
expropriate the wealth of minority shareholders; if they do so, higher costs are incurred. It is 
found that the financial reporting quality of family-owned businesses in developed 
institutional settings is superior to nonfamily-owned businesses (Wang, 2006; Ali et al., 
2007; Tong, 2007; Chen et al., 2008; Cascino et al., 2010; Prencipe et al., 2011). 

 

In underdeveloped settings where investor protection is low and the risk of expropriation and 
repudiation is high, the severity of agency problem II is greater for family-owned businesses 
than that of agency problem I for nonfamily businesses. Thus, lower financial reporting 
quality has been found in family-owned businesses than nonfamily businesses (Fan and 
Wong, 2002; Yang, 2010; Ding et al., 2011; Achleitner et al., 2014). 

 

It is predicted in the current study that in the institutional setting of Pakistan, higher 
asymmetric information does not result in investment inefficiency. Several authors have 
argued for the reason behind the lower financial reporting quality in family-owned 
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businesses. For example, Gugler (2003) has maintained that family-owned businesses 
experience decreasing earnings management to underreport profits. This way, they face less 
market pressure from minority shareholders to be paid dividend. Family firms can cut 
payments or not pay altogether, so as to use the amounts to invest in positive NPV projects. 
Therefore, higher discretionary accruals are employed as a strategy to mitigate 
underinvestment, whereas in nonfamily-owned businesses short-term mangers try to please 
shareholders by attaining higher dividend or by displaying higher profits. 

 

Family-owned businesses also tend to be involved in upward earnings management, which 
serves as a strategy. This strategy sends positive signals on the market (Connelly et al., 2011; 
Linck et al., 2013) by reporting lower R&D. Schimd et al. (2014) claim that family-managed 
firms that have financial constrains intend to make money for financing good investment 
opportunities. As such, positive signals are sent to potential investors by reporting greater 
short-term profit. Potential investors are normally keen on short-run profit. Also, family-
managed firms use lower discretionary accruals to report higher profit and do so by under 
reporting R&D. Therefore, family ownership mitigates the underinvestment problem. 

 

Next, literature on family business has reported that undiversified investments make family-
owned businesses risk-averse. Family companies invest less in R&D due to higher risk, 
whereas they will invested more on capital expenditures (Chen and Hsu,2009; Munoz-Bullon 
and Sanchez-Bueno, 2011; Block, 2012). It is posited in the present study that family-owned 
businesses in Pakistan face lower risk concerns owing to investments in various companies 
through cross holding and the pyramid scheme. For example, Tsao et al. (2015) report that in 
Taiwan, families control the companies through cross holding and the pyramid scheme. 
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These family-owned businesses have less risk concerns. Therefore, longer investment 
horizons outweigh the risk concerns in Taiwan. In addition, lower investments may be 
interpreted as unlike nonfamily-owned businesses who overinvest in R&D. Family-owned 
businesses make lower but more efficient investments. Anderson et al. (2012) argue that 
family-owned business promotes investment efficiency through less investment in R&D. 

 

The above-mentioned factors, i.e. alignment effect, reduced asymmetric information in 
family-owned businesses, efficient monitoring, long-term horizon and the preservation of 
socioemotional wealth in the form of dynastic succession (meaning the intention to pass the 
business to the next generation), outweigh risk-averse behavior and the entrenchment effect 
in family-owned businesses. This motivates family businesses to attain higher investment 
efficiency than nonfamily-owned businesses. Moreover, these factors mitigate the over and 
underinvestment problems of family-owned businesses. The following hypothesis is 
formulated: 

 
H3: Family ownership is positively associated with investment efficiency. 
H3a: Family ownership is negatively associated with underinvestment. 
H3b: Family ownership is negatively associated with overinvestment. 
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2.3.4 Moderating effect of Family Ownership on the relation between Financial Reporting 
Quality and Investment Efficiency 
 
Earlier literature conveyed that financial reporting quality is positively associated with 
investment efficiency and this eliminates the over and underinvestment challenge (McNichols 
and Stubben, 2008; Biddle et al. 2009; Chung et al. 2013; Cheng et al. 2013). Superior 
financial reporting quality reduces the dilemma of over and underinvestment in three 
different ways. First, higher FRQ makes it easier for potential investors to select the right 
stocks as it is easier to compare company financial information if it is not manipulated. 
Therefore, companies with good prospects get the money, ultimately eliminating over and 
underinvestment.  Second, higher FRQ reduces the agency cost and curbs the opportunistic 
behavior of mangers, as it does not permit the pursuit of personal goals of over and 
underinvestment at the cost of the shareholders. Finally, higher FRQ mitigates the adverse 
selection and moral hazard predicaments.   

 

Present study, however, argues that the effect of financial reporting quality in enhancing 
investment efficiency in non-family owned companies is undermined.  In non-family owned 
business, interest of share holder and manger are not aligned. Therefore, it allows managers 
to execute their personal agenda. In addition, nonfamily-owned businesses operate in view of 
the shorter term. Here, mangers prefer shorter-term goals as they face greater market pressure 
and their incentives are attached to short-term performance (Anderson et al., 2012; Craig and 
Dibrell, 2006). Higher agency problem 1 and shorter run horizon make the effect of financial 
reporting quality on investment efficiency in non family owned company is weaker.  
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On the other side, in family owned companies, agency problem is less serious. Family-owned 
businesses face varying extents of the agency problem. For instance, the severity of agency 
problem I will be less in family-owned businesses than nonfamily businesses. This is because 
family-owned businesses are much more efficient at monitoring mangers than nonfamily 
businesses are (Fama, 1980; Stein, 1988; Potter, 1992; Tong, 2007). Efficient monitoring in 
family-owned businesses is due to their greater knowledge about the business besides the 
greater ownership involvement (Anderson and Reeb, 2003; Chen et al., 2008). Here most of 
the time family member belongs to the same family.  

 

Additionally, family-owned companies run their business keeping in view the longer horizon, 
Further, family-owned businesses face less market pressure and are much more concerned 
with achieving family members’ goals. Thus, these companies follow and practice long-term 
policies, which is in line with the long-term perspective of family members. For example, 
Schimd et al. (2014) in Italy and Tsao et al. (2015) in Taiwan identified a higher intensity of 
Research and Development (R&D) in family-owned businesses compare to nonfamily-owned 
businesses.   

 

Further, preservation of socioemotional wealth is also outsight the entrenchment hypothesis. 
Next, the socioemotional wealth theory considers the preservation of socioemotional wealth 
as a fundamental reference point in making strategic decisions (Gomez-Mejia et al., 2007). 
Dynastic succession is one of the key dimensions of socioemotional wealth that is taken into 
consideration by family-owned businesses in decision making (Berrone-Cruz et al., 2012). 
Hence, the influence of financial reporting quality on investment efficiency is stronger for 
family owned business as compare to no-family owned business. 
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H4: The effect of financial reporting quality on investment efficiency is higher for family-
owned business then the effect of financial reporting quality on investment efficiency for 
nonfamily-owned business. 

 
2.4 Hypothesis Summary 
In the study, nine hypotheses are proposed based on nine major research questions.  
Summary of Research Hypothesis 
  
H1a: Family owned businesses report higher accrual based earnings management as compared 
to nonfamily-owned businesses? 

H1b: Family-owned business report higher accrual based earnings management than non 
family-owned business. 

H2: Financial reporting quality is positively associated with investment efficiency. 

H2a:  Financial reporting quality is negatively associated with underinvestment. 
H2b: Financial reporting quality is negatively associated with overinvestment 
H3: Family ownership is positively associated with investment efficiency.  

H3a:  Family ownership is negatively associated with underinvestment. 
H3b:  Family ownership is negatively associated with overinvestment. 
H4: The effect of financial reporting quality on investment efficiency is higher for family-
owned business then the effect of financial reporting quality on investment efficiency for 
nonfamily-owned business. 
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2.5 Conclusion 
 
This chapter reviews the theoretical and empirical literature to explain the relationship 
between investment efficiency, financial reporting quality and family ownership. This chapter 
discusses that non-economic goals like dynasty succession has triggered the real and accrual 
based earning management choices in family firms. In addition, unique institutional setting in 
Pakistan allows family firms to follow entrenchment perspective.  This study contributes and 
extends the prior literature on the ongoing debate of financial reporting quality in family vs. 
non-family firms in two ways. Firstly, this study also uses real earning management as a 
proxy of financial reporting quality and compares the propensity of accrual and, also real 
based earning management in family vs. non-family firms. Secondly, it uses SEW theory 
along with agency theory as a complement to explain the real and accrual based earning 
management phenomena in family vs. non-family owned business. Agency theory framework 
has certain limitations and SEW theory framework gives a better understanding about the 
phenomena in context of family firms. In addition, this chapter discuss that prior literature 
employs financial reporting quality as a main monitoring mechanism on the company 
management to mitigate over and under investment problem. However, this chapter also 
discuss that family ownership is also an effective monitoring mechanism which enhance the 
investment efficiency at firm level. Furthermore, prior work does not consider the economic 
consequences of financial reporting quality in terms of investment efficiency as a monitoring 
mechanism in family and non-family owned businesses. This chapter discuss that family-
owned companies face varying extents of the agency problem and have different levels of 
information asymmetry. Hence, economic consequences of financial reporting quality will be 
different in family vs non-family firms. This study fills a gap in the literature by suggesting 
that not only financial reporting quality but ownership structure (family-owned business vs 
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nonfamily-owned business) should be considered when addressing investment efficiency at 
the firm level. Further, it is argued that the socioemotional wealth theory and agency theory 
are complementary in explaining the economic consequences of financial reporting quality 
across family-owned and nonfamily-owned businesses. 
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CHAPTER 3 
METHODOLOGY AND DATA 

 
3.1 Introduction 
 
The present study investigates the impact of two corporate governance variables, i.e. family 
ownership, and financial reporting quality and control variables, on investment efficiency for 
the period of 2007 to 2014 of public listed companies on the Karachi Stock Exchange. This 
chapter reports the data and research methodology to achieve this objective for examining the 
hypothesis developed in Chapter 2. Section 3.2 starts with methodological framework and 
presents model specifications used for testing the hypothesis.  Hypotheses 1a describes that 
Family-owned companies report higher discretionary accruals compared to nonfamily-owned 
companies. Hypotheses 1b predicts that family-owned businesses report lower real-based 
earnings management compared to nonfamily-owned companies. Hypothesis 2 and 3 test the 
impact of financial reporting quality and family ownership on investment efficiency.  
Hypothesis 2a and 2b examine that financial reporting quality is negatively associated with 
underinvestment and over investment. Hypothesis 3a and 3b investigate that Family 
ownership is negatively associated with underinvestment and over investment. Hypotheses 4 
test the effect of financial reporting quality on investment efficiency differs for family-owned 
and nonfamily-owned companies. Section 3.3 explains different sources of data collection 
and sample selection process used in study. Section 3.4 elaborates the estimation techniques 
and econometric strategy which is linked with panel data analysis, OLS, Generalized Method 
of Moment (GMM), Two Stage Least Square Regression (2SLS), and Feasible Generalized 
Square Regression (FGLS) in detail. Section 3.5 reports different diagnostic test which use to 
find out the nature of the data and section 3.6 concludes the chapter. 
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- 
3.2 Methodological Framework 
3.2.1 Relationship between financial reporting quality and family ownership 
 
Present study considers two forms of financial reporting quality. First, Accrual based Earning 
management and second is real based earning management. Those firms which has higher 
propensity of accrual and real based earning management considered as poor financial 
reporting quality firms and vice-versa.  

 
3.2.1.1 Relationship between Accrual based earning management and family ownership 
 

This section depicts the model used to test the hypotheses 1a developed in Chapter 2. The 
relationship between accrual based earning management and family ownership is estimated 
by the following Equation (3.1) suggested by (Wang, 2006).  Here, the relationship between 
accrual based earning management and family ownership examine by the coefficient 
estimates on family-owned business (FOWBit). Predicted sign on coefficient estimates of 
family owned business (FOWBit) is positive. It means propensity of family firm’s 
engagement in earning accrual based earning management is high as compare to non-family 
firms. Hence, family firms report poor financial reporting quality (which is proxies by accrual 
based earning management) as compare to non-family firm. The empirical specification takes 
the following form given in equation (3.1): 
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Where FOWB it represents the two proxies of family owned business: FOB it and FO it;FOBit 
is the percentage of share held by family members whereas FOit is a dummy variable which is 
coded as 1 if family member held 50% shares otherwise=0. Accrual-based earnings 
management Where FOWB it represents the two proxies of family owned business: FOBit and 
FOit; Accrual-based earnings management (AEMit) has three proxies used in this analysis:  
Present study consider the absolute value of the residuals obtained through Kasznik Model 
(1999) and McNichlos and Stubben Model (2008). FRQ_KAit represents the absolute value of 
the residual obtained by Kasznik (1999). FRQ_NICit represents the absolute value of the 
residual obtained by McNichlos and Stubben Model (2008). FRQ_AVGit is the average of the 
residuals which are obtained through Kasznik Model (1999) and McNichlos and Stubben 
Model (2008). Among other explanatory variables company size (CSit) is natural logarithm of 
sales is; return on assets (ROAit) is the ratio of net profit after tax to total assets; leverage 
(LEVit) is ratio of total debt to total asset; Non-family insider ownership (NFIOit) is the 
percentage of shares held by nonfamily insider owners which includes the shares held by the 
directors and managers; firm age (FAit) presents the natural logarithm of the year when a firm 
started its business; presence of loss (POLit) coded as 1 if income before tax and 
extraordinary item is negative; otherwise=0; sales growth (SGRit) is growth rate in sales over 
the previous fiscal year; audit quality (AQit) is coded as 1 if audit is done by big 
4;otherwise=0; ἑ it represents error term. Industry dummies represents on sector whereas Year 
dummies represents year. 

Set of Explanatory Variable 

 
Accrual based earning management may be influenced by other factors except family 
ownership. Therefore, in order to mitigate the potential biasness in the research model. 
Present study also considered other explanatory and control variable which may also 



 

64  

influence the accrual based earning management. These variables are described below with 
the expected relation.  
 

1. Company Size 

Company Size (CSit) is natural logarithm of sales. Prior literature suggested that large size 
company has lesser involvement in accrual based earning management (Wang, 2006; Yang, 
2010) due to higher visibility. Therefore, following the prior literature negative coefficient 
estimate on company size (CSit) is expected.  

2. Return on Assets 

Return on Assets (ROAit) is the ratio of net profit after tax to total assets.  Higher performance 
Company has lesser involvement in accrual based earning management (Miller, 2002) due to 
higher visibility. Therefore, following the prior literature negative coefficient estimate on 
return on asset (ROAit) is expected.  

3. Leverage 

Leverage (LEVit) is ratio of total debt to total asset. Prior literature provides mixed result on 
the relationship of leverage with financial reporting quality. For example, some scholar 
founds positive relation (Wang, 2006; Cascino et al., 2010) other found negative relation 
(Yang, 2010). Positive institution based on the argument that debt discipline manager and 
avoids earning management. However, negative intuition is based on the argument manager 
may manipulate information in order to avoid restriction from lending agencies. Therefore, 
present study predicts no sign on association. 
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4. Non-Family Insider Ownership 

Non-Family Insider Ownership (NFIOit) is the percentage of Shares held by nonfamily 
insider owners which includes the shares held by the directors and managers. Following the 
prior literature (Wang, 2006) negative sign is expected. 

5. Firm Age 

Firm Age (FAit) presents the natural logarithm of the year when a firm started its business.  
Wang (2006) has found negative association between accrual based earning management and 
firm age. Experience firm has more expertise and reporting system which avoid 
manipulation. Therefore, it is predict negative sign on firm age. 

6. Presence of Loss 

Presence of Loss (POLit) coded as 1 if income before tax and extraordinary item is negative; 
otherwise=0.Firm in losses are more prone to manipulate their earning as this strategy help it 
to raise finances (Wang, 2006). However, firm in loss are more subject to higher monitoring 
from monitoring agencies. Therefore, firm in loss found lesser space to manipulate (Ding et 
al., 2011).Therefore, present study predicts no sign on association.  

 

7. Sales Growth 

Sales growth (SGRit) is Growth rate in sales over the previous fiscal year. Following the prior 
literature (Wang, 2006; Achleitner et al., 2014) positive sign is expected. 
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8. Audit Quality 

Audit Quality (AQit) is coded as 1 if audit is done by Big 4 otherwise=0. Prior literature 
suggested that company audit by BIG 4 has lesser involvement in accrual based earning 
management  as compare to audit by Non-BIG 4 (Becker et al., 1998; Chung et al., 2003). 
BIG 4 are more conscious to their reputation; therefore, they may not give green signal to any 
firm which may involve in earning management. Further, higher competence and resources 
enable big 4 to conduct fair audit. Hence, these unique features in big 4 put extra pressure on 
accountants and management.  Therefore, following the prior literature negative coefficient 
estimate on audit quality (AQit) is expected.  

 

3.2.1.2 Relationship between Real based earning management and family ownership 
 
This section presents the model used to test the hypotheses 1b developed in chapter 2. The 
relationship between earning based earning management and family ownership is estimated 
by the following equation (3.2) suggested by (Achleitner et al., 2014).  Here, the relationship 
between real based earning management and family ownership examine by the coefficient 
estimates on family-owned business (FOWBit). Predicted sign on coefficient estimates of 
family owned business (FOWBit) is negative. It means propensity of family firm’s 
engagement in real based earning management is lower as compare to non-family firms. 
Hence, family firms report higher financial reporting quality (which is proxies by real based 
earning management) as compare to non-family firm. The empirical specification of the 
model is written as follows in equation 3.2: 
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Where FOWBit represents the two proxies of family owned business: FOBit and FOit; Real-
based earnings management (REMit) has three proxies used in this analysis:  Present study 
consider the absolute value of the residuals obtained through abnormal level of cashflow 
from operation (Abcfoit), abnormal level of discretionary expenses (Abdisexpit), and abnormal 
level of production cost (Abprodit). These proxies of real based earning management 
explained by Roychowdury, 2006) and has been used in several studies (Cohen et al., 2010; 
Zang, 2011).Among other explanatory variables. All other variables remain the same as in 
equation (3.1). 

 

3.2.2 Relationship between financial reporting quality, family ownership and investment 
efficiency 
 
This section reports the model used to test the hypothesis 2 and 3 developed in chapter 2. The 
relationship between financial reporting quality (FRQit) and investment efficiency (IEit) is 
estimated by the following Equation (3.3) suggested by (Biddle et al., 2009). However, 
present study extends the model and adds family ownership as an explanatory variable. Here, 
the relationship of financial reporting quality and family ownership with investment 
efficiency is examined by the coefficient estimates on financial reporting quality (FRQit) and 
family-owned business (FOWBit). Predicted sign on coefficient estimates on financial 
reporting quality (FRQit) and family owned business (FOWBit) are positive. It means 
financial reporting quality and family ownership eliminate the adverse selection and moral 
hazard problem. Hence, enhances the investment efficiency of the firm. The equation (3.3) 
represents the empirical specification of this relationship: 
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Where FOWBit are two proxies of family-owned business: FOBit and FOit; IEit represents 
investment efficiency of the firm.-ἑit is the error term, α is the intercept and β is the 
coefficient of the equation; subscript i denotes firm i and t denotes the fiscal year t, where 
t=1,2,3……..10. Whereas FRQ_KAit is the absolute value of the residuals estimate by the 
model suggested by (Kasznik, 1999). Among other explanatory variables include presence of 
loss (POLit) coded as 1 if income before tax and extraordinary item is negative; otherwise=0; 
SCSit is the Standard Deviation of cashflow from operation (t-2 to t); ZSCRit is the degree of 
solvency which is measured by Altman Z –score; CAit is the ratio of cashflow from operation 
divided by the average total assets;TANGit is the ratio of tangible fixed assets divided to total 
assets. All other variables remain the same as in equation (3.1) 

 
3.2.3 Relationship of Financial Reporting Quality, Family ownership with Over and 
Underinvestment. 
 
This section reports the model used to test the hypothesis 2a, 2b, 3a, and 3b developed in 
chapter 2. The relationship between Financial Reporting Quality (FRQ) and over and under 
investment is estimated by the following Equation(3.4) suggested by (Biddle et al., 2009). 
However, present study extends the model and adds family ownership as an explanatory 
variable. Here, the relationship of financial reporting quality and family ownership with over 
and under investment is examined by the coefficient estimates on financial reporting quality 
(FRQit) and family-owned business (FOWBit). Predicted sign on coefficient estimates on 
financial reporting quality (FRQit) and family owned business (FOWBit) are negative. It 
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means financial reporting quality and family ownership eliminate the adverse selection and 
moral hazard problem. Hence, mitigating the under and over investment problem. As 
dependent variable is categorical, therefore, present study employs Multinomial Logit 
Regression. The empirical form of the model is given below  
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Yit is a categorical variable. If a firm in the bottom quartile and with the most negative 
residual is considered as an under investing firm and coded as 1, in contrast, a firm in the top 
quartile and with the most positive residual would be considered an overinvesting firms and 
coded as 2. The firms in the two middle quartiles are considered investment-efficient firms 
and coded as 3.Where FOWBit are two proxies of family-owned business: FOBit and FOit; εit 
is the error term, α is the intercept and β is the coefficient of the equation; subscript i denotes 
firm i and t denotes the fiscal year t, where t=1,2,3……..10. Whereas FRQ_KAit is the 
absolute value of the residuals estimate by the model suggested by (Kasznik, 1999). All other 
variables remain the same as in equation (3.3). 

3.2.4 Relationship between Financial Reporting Quality and Investment Efficiency conditioned 
by Ownership Structure (Family vs non-Family-owned business) 
 
This section reports the model used to test the hypotheses 4 developed in chapter 3. The 
moderating effect of financial reporting quality (FRQ) on the relation of family ownership 
and investment efficiency is estimated by the following Equation (3.5) suggested by (Biddle 
et al., 2009). However, present study extends the model suggested by (Biddle et al., 2009) 
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and interaction term (Family ownership* Financial Reporting Quality) as an explanatory 
variable. Predicted sign on coefficient estimates of interaction term (β4) is positive. If β4 is 
significant, then the effect of financial reporting quality on investment efficiency is different 
for family and nonfamily firms. β2 represents the effect of financial reporting quality on the 
investment efficiency of nonfamily firms. If β4 is significant and positive and its magnitude is 
greater than the isolated magnitude of β2 and β3 , then the effect of financial reporting quality 
on the investment efficiency of family firms is greater than the nonfamily firms. The 
empirical model is written as follows: 
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Where FOWBitare two proxies of family-owned business: FOBit and FOit; IE represents 
investment efficiency of the firm. FRQit* FOWBit is the interaction term (Family ownership* 
Financial Reporting Quality): Whereas FRQit is the absolute value of the residuals estimate 
by the model suggested by (Kasznik, 1999). All other variables remains the same as mention 
above and discussion regarding model 3.5 is given below. 

Prior literature explained many other factors which may influence the investment efficiency 
(Biddle and Hilary, 2006; Biddle et al., 2009; Baik et al., 2010; Gomraiz and Ballesta, 2014). 
Present study employs these factors as controlled variable. Following are the controlled 
variable and their expected relation with investment efficiency based on prior literature. 
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1. Company Size 

Company Size (CSit) is natural logarithm of sales. Gomraiz and Ballesta (2014) find negative 
relation of firm size with investment efficiency. Therefore, following the prior literature 
negative coefficient estimate on company Size is predicted. Further, it is expected that over 
investment is negatively and under investment is positively associated with company size. 

2. Leverage 

Leverage (LEVit) is ratio of total debt to total asset.Baik et al. (2010) found negative relation 
of leverage with investment efficiency. Therefore, following the prior literature negative 
coefficient estimate on leverage is predicted. Further, it is expected that over investment is 
negatively and under investment is positively associated with leverage. 

3. Firm Age  

Firm Age presents the natural logarithm of the year when a firm started its business. Biddle 
and Hilary (2006) find negative relation of firm age with investment efficiency. Gomraiz and 
Ballesta (2013) report that more experienced firms are less prone to over-invest. However, 
they find no association of firm age with investment efficiency and under investment.   
Therefore, this study predicts the association can be positive or negative. 

4. Presence of Loss 

Presence of Loss (POLit) coded as 1 if income before tax and extraordinary item is negative; 
otherwise=0.Biddle et al., (2009) find negative relation of presence of loss with investment 
efficiency. Therefore, following the prior literature negative coefficient estimate on presence 
of loss is predicted. Further, it is expected that over investment is negatively and under 
investment is positively associated with presence of loss. 
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5. Standard Deviation of cash flow from operation  

The SCSit/ is the Standard Deviation of cash flow from operation (t-2 to t).Biddle et al., 
(2009) find negative relation of SCSit with investment efficiency. Therefore, following the 
prior literature negative coefficient estimate on SCSit is predicted. Further, it is expected that 
over investment is negatively and under investment is positively associated with SCSit. 

 

6. Degree of solvency(ZSCR) 

The ZSCRit is the degree of solvency which is measured by Altman Z–score. Biddle et al., 
(2009) have found negative relation of ZSCRit with investment efficiency. Whereas Gomraiz 
and Ballesta (2014) have reported the positive association. Therefore, this study predicts no 
sign on co-efficient it can be positive or negative. 

7. Cash flow from operation  

The CAit is the ratio of cashflow from operation divided by the average total assets. 
Following the Prior literature (Biddle et al., 2009; Gomraiz and Ballesta, 2014) .Present study 
employed CAit as a controlled variable. A negative sign is expected on CAit coefficient in 
relation with investment efficiency. Further, it is expected that over investment is negatively 
and under investment is positively associated with CAit. 

8. Tangibility (TANGit) 

Tangibility (TANGit) is the ratio of tangible fixed assets divided to total assets. Biddle et al  
(2009) report that firm with higher tangible asset is more prone to efficient investment. 
However, Gomraiz and Ballesta (2014) have found negative association of tangibility with 
investment efficiency. Hence, no sign is predicted on the relation of tangibility with 
investment efficiency in existing study. 
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9. Tobin Q 

Tobin Qitis the sum of year-end market capitalization, the book value of total debt and the 
book value of preferred shares scaled by the book value of total assets. Earlier studies find the 
negative association of Tobin Qit with investment efficiency (Biddle et al., 2009; Gomraiz 
and Ballesta, 2014). Hence, negative sign is predicted on the relation of Tobin q with 
investment efficiency in existing study. Further, it is expected that over investment is 
negatively and under investment is positively associated with Tobin Qit. 

10. Audit Quality 

The AQit is the audit Quality code as 1 when audit by BIG 4 otherwise=0. Biddle and Hallery 
(2006) have employed audit quality as a determinate of investment efficiency. Higher 
competence and resources enable big 4 to conduct fair audit. Hence, these unique features in 
big 4 put extra pressure on accountants and management. Therefore, there is a less space for 
those firms management who get their audit from big 4 to over and under invest. Therefore, 
this study predicts positive association of audit quality with investment efficiency. 
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3.3 Data and Sample Selection 
3.3.1 Data Collection Sources 
 
Two sources are employed to collect secondary data: the Thomson data stream and company 
annual reports. Afterwards, the data are arranged in the form of Panel Data. Financial data is 
obtained from the Banker Thomson data stream, e.g. accounts receivable, investment, sales 
etc. Moreover, corporate governance data is manually gathered from annual reports, e.g. 
family ownership. 

3.3.2 Sample Selection 
 
The current study setting target is the Karachi Stock Exchange. The initial sample consists of 
all those companies which are listed in Karachi stock exchange of Pakistan. Different 
filtration processes are employed in order to reach the final sample size. Initially, all finance 
companies like insurance, banking, mutual and pension funds are removed for two reasons. 
One reason is that financial firms have entirely different modes of investment than non-
finance firms (Biddle et al., 2009). For example, non-finance firms make most investments in 
capital expenditures, while finance firms mostly invest in consumer and industrial loans. 
Second, finance firms face regulations from the state bank of Pakistan as well. Regulations 
from different regulating bodies would influence the pattern of shareholding and investment 
choice in finance firms (Anderson et al., 2012).  

 

In the second filtering stage, all publicly listed non-financial companies that remained listed 
throughout the entire study period (2007-2014) are included. In Third Stage, companies with 
missing data are eliminated. Finally, the sample is divided into two sub-sample groups: 
family and non-family firms, based on the particular thresholds of family ownership of 50% 
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(Prencipe et al., 2011; Cascino et al., 2010; Jain and Shao, 2014). Hence, sample size for each 
variable is 768 firms/year consisting of 96 companies listed on the KSE for 2007-2014.  

Table 3.1 Sample Selection Process  

 Number of Companies 

Population 573 

Less: Finance Companies 174 

Less: In active Companies and Companies with missing values 303 

Final Sample 96 

 
3.3.3 Sampling Size 
 
For empirical analyses, we consider listed firms on the Pakistan Stock Exchange. All publicly 
listed companies (excluding finance companies) that are traded for the last 8 years are 
considered for inclusion in the sample. Financial companies such as insurance, banking, 
mutual and pension funds are expunged for two reasons. First, financial firms have entirely 
different modes of investment than non-finance firms (Biddle et al., 2009). For instance, non-
finance firms make most investments in capital expenditures, while finance firms mostly 
invest in consumer and industrial loans. Second, finance firms face regulations from the 
central bank as well. Hence, regulations would influence the pattern of shareholding and 
investment choice in finance firms (Anderson et al., 2012). As the major changes in 
accounting standards has taken place in 2005 and 2006 (Rehman and Shahzad, 2014), Ma et 
al., (2015) noted that considering starting study period, after change in accounting standards 
in the country, will bring consistency in the handling of accounting variables employed in 
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analysis.  Present study therefore chooses the study period starting from 2007 and until 2014 
the latest data obtainable at the time of extracting. Hence, sample size for each variable is 768 
firms/year, as 96 public companies listed on the Pakistan Stock Exchange are selected over 
the period of 2007-2014. Further, data is a balanced panel data.  Firm Specific data is combed 
from banker Thomson data stream, whereas the corporate governance data is gathered 
manually from companies annual reports available on their website. The list of 96 companies 
listed on the KSE for 2007-2014 are presented in Appendix 2. 

 

3.3.4 Variable Definition and Construction 
 
Two sets of variables are used in the study. First, corporate governance variables which 
includes family ownership, institutional ownership, audit quality and board of director. 
Second, financial variable which include investment efficiency, financial reporting quality, 
and return on assets etc.  

 

3.3.4.1 Financial Reporting Quality 
 
Present study considers two proxies of financial reporting quality. First, accrual based earning 
management and second is real based earning management. Those firms which has higher 
propensity of accrual and real based earning management considered as poor financial 
reporting quality firms and vice-versa. 

 



 

77  

3.3.4.1.1 Accrual Based Earning Management 

In line with extant literature, existing study is used accrual based earning management as a 
proxy of FRQ (Biddle et al., 2009; Beaty et al.,2010; Cascino et al., 2010;Cheng et al., 2013; 
Linck et al., 2013; Gomraiz and Ballesta, 2014;Andre et al.,2015). Present study measure 
accrual based earning management using a Kasznik (1999) model outlined as equation 3.6. 
This model has been widely used in accounting field to measure FRQ (Gomraiz and 
Ballesta,2014). Kasznik (1999) argued that excluding cash flow from the operation of Jones’ 
model would increase the estimation error.  Given that change in cash flow from operations is 
negatively correlated with accruals, Kasznik (1999) therefore included a change in cash flow 
from the operation in the model of Jones’ (1991). The following equation is used to compute 
financial reporting quality. 

titititititi CFOPPEsalesTA ,,3.2.1.,   ………..(3.6) 

Whereas, TAit represents total accrual;  ∆Salesit is the change in sales from year t to t-1. PPEit 
is the property plant and equipment. ∆CFOit is the change in cash flow from operation from 
year t to t-1 and ἑ it represents error term. Present study stored the absolute values of residuals 
and multiplied it by -1 to compute FRQ. Higher value of residuals indicates higher FRQ. 

 

For robustness check, present study is also considering discretionary revenue as a proxy of 
FRQ. McNicholos and Stubben (2008) argue that, discretionary revenue has more predictive 
power than discretionary accruals for three reasons.  First, the degree of measurement error 
embedded in discretionary revenue is quite low as compared to that embedded in 
discretionary accruals. Second, accruals such as depreciation have a closer link with 
investments. Third, product demand is a function of revenue, thus discretionary revenue is 
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linked with investment. It means higher demand of the product is increased the sales revenue. 
Finally, to meet or beat analysis forecasts, accountants most often manipulate sales revenues. 
Therefore, to enhance the predictive power of testing, discretionary revenue along with 
discretionary accruals as a proxy of FRQ, the model outlined (equation 3.6) would regress 
changes in accounts receivable on changes in sales after being deflated by lagged total assets. 

titititi SRAR ,,1,,    ………(3.7) 

∆ARit is the change in Account receivable from year t to t-1,  ∆SRit is the change in sales 
revenue  and ἑ it represents residuals. Here error term is the measure of financial reporting 
quality. Present study take the absolute value of residuals obtained in Equation 3.6 and 3,7 
and afterwards multiplied it by -1, present study computed measure of FRQ. Higher value of 
residuals indicates higher financial reporting quality. At last present study also employ the 
aggregate value of these above two measures of financial reporting quality to eliminate the 
biasness in each measure. 

 
3.3.4.1.2 Real Based Earning Management 
 
Real based earning management is also used as a proxy of Financial Reporting Quality. 
Following the prior literature, present study considers five proxies of Real-based earnings 
management (REMit) (Zang, 2012; Achleitner et al. 2014).  Here absolute value of the 
residuals obtained through abnormal level of cash flow from operation (Abcfoit), abnormal 
level of discretionary expenses (Abdisexpit), and abnormal level of production cost (Abprodit). 
These proxies of real based earning management is developed and explained by 
Roychowdury, 2006) and has been used in several studies (Cohen et al., 2010; Zang, 2011). 
Details of each proxy of real earning management with measurement process are as follows.  
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Following the previous studies, present study is also considered two proxies of aggregated 
measures of REM namely REM1 and REM2 3(Cohen et al., 2008; Cohen & Zarowin, 2010; 
Gunny, 2010; Zang, 2012). 

 

3.3.4.1.2.1 Abnormal level of cash flow from operations (Abcfoit) 
 
The following model is used to determine the abnormal level of cash flow from operations. In 
this model, the sales revenue (SRit) regressed and changed to sales revenue (∆SRit) on cash 
flow from operations. The residual obtained from this cross-section ordinary least square 
regression for each industry and year represents discretionary cash flow from operations 
(DCFOit), which is the deviation of actual cash flow of operations from the normal cash flow 
of operations. The negative value of residuals represents higher real earnings management. 

 

ititititit SRSRCFO   21  ………(3.8) 
 

Where CFOit represents cash flow from operation. SRit is the sales revenue. ∆ SRit is the 
change in sales revenue from year t to t-1.  In the above equation, all variables are scaled by a 
lag of total assets (TAt-1). 

 
 
 
 
 
                                                             3 Real REM1 is the average of Abcfo  and Abdisexp. REM2 is the average of Abprod and Abdisexp.  Further, 
Abdisexp is multiplied by (-1) to achieve a consistent direction of the Real REM2. Greater the value of REM2 
means higher real earnings management and vice-vesra. 
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3.2.4.1.2.2 Abnormal level of discretionary expenses ( Abdisexpit) 
The model below is used to determine the abnormal level of discretionary expenses. 
Discretionary expenses may include advertisement, sales, administrative and research and 
development expenses. In this model, the lagged value of sales revenue (SRit) is regressed on 
the discretionary expenses (DEit). The residual obtained from this cross-section ordinary least 
squares regression for each industry and year represents abnormal discretionary expenses 
(Abdisexpit). The negative value of residuals signifies higher real earnings management. 

itttit SRDE it   121  ………(3.9) 
Where DEit  is the discretionary expanses at time t. SRit is the sales revenue at time t-1.In this 
equation, all variables are scaled by a lag of total assets (TAt-1). 

 
3.2.4.1.2.3 Abnormal level of production cost (Abprodit) 
 
In the present study, the following model is used to find the abnormal level of production cost 
(Abprodit). Here, production cost (PCit) includes cost of goods sold (CGSit) and change in 
inventory (∆Iit). In this model, I regress the sales revenue (SRit), change in sales revenue 
(∆SRit), and ∆SRt-1 on the production cost (PCit). The residual obtained from this cross-
section ordinary least squares regression at firm and year level represents discretionary 
production (Abprodit), which is the deviation of actual production from normal production. 
The positive value of residuals denotes higher real earnings management. 

ittitititit SRSRSRPC   1321  ………(3.10) 
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Where PCit represents production cost. SRit represents the sales revenue at time t. ∆SRit 
represents the change in sales revenue at time t to t-1. ∆SRt-1 represents the change in sales 
revenue at time t-1 to t-2. In above equations all the variables are scaled by lagged of total 
assets (TAt-1). 

3.3.4.2 Proxy for Investment Efficiency 
Investment efficiency refers to the phenomenon that stipulates the manager will invest in 
projects with a positive Net Present Value (NPV) and avoid investing in projects with 
negative NPV. The following model has also been used by various researchers to identify the 
investment efficiency of firms (Biddle et al., 2009; Garcia Lara et al., 2010;Cheng et al., 
2013; Gomraiz and Ballesta, 2014; Di Meo,2014; Lei et al., 2014; Tan et al., 2015).The main 
advantage of this approach is that it can consider all forms of investment, unlike other studies 
in which various investment forms are considered separately (Biddle and Hilary,2006; 
Bushman et al., 2001).  

Recent study follows Biddle et al. (2009) to measure investment efficiency. Existing study 
compute deviation from the optimal investment level by regressing the previous year’s sales 
growth over the total investment. The error term represents the deviation from the expected 
investment level. A positive residual represents investment in negative NPV projects 
(overinvestment), whereas a negative residual represents firms that do not invest in positive 
NPV projects (underinvestment). Furthermore, the absolute of residuals is considered and 
multiplied it by -1. Higher values represent greater investment efficiency and vice versa. 
When positive residuals are multiplied by -1, resultant values that are near to zero represent 
lower overinvestment. In addition, underinvestment represents the negative residuals of the 
investment models. When the negative residuals are multiply by -1, the resultant values that 
are nearer zero represent lower underinvestment. Present study classify under and over 
investing firms based on the magnitude of residuals obtained through using equation (3.11).  
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titititi SGI ,1,1,,    ………………….(3.11) 

Total investment (Iit) is the sum of capital and non-capital expenditure whereas sales growth 
(SG) is the difference between sales of the company in year’s t-2 and t-1. Prior literature used 
Tobin’s Q as a measure of investment. In the present study, I leveraged on sales growth that 
serves as a function of investment for two reasons. First, sales growth produces the same 
results as Tobin’s Q (Biddle et al. 2009). Second, Tobin’s Q can potentially be affected by 
financial reporting quality (Biddle et al. 2009).  Firm in the bottom quartile and with the most 
negative residual is considered as an under investing firm, in contrast to a firm in the top 
quartile and with the most positive residual is considered an overinvesting firm. The firms in 
the two middle quartiles are considered investment-efficient firms. 

 
3.3.4.3 Family Owned Business 
 
This thesis is employed two measures for family firms. First, we employ family ownership 
that represents the percentage of ownership by family members directly or indirectly. 
Identification of family members is based on last names (Daily and Dollinger, 1993; Maury, 
2006; Cascino et al., 2010; Prencipe et al., 2011; Schimd et al., 2014; Achleitner et al., 2014; 
Jain and Shao, 2014). Family ownership is treated as continuous variable since, as the level of 
family ownership increases, the family control over strategic decisions increases (Chu, 2011; 
Anderson and Reeb, 2003). In other words, an increase in family ownership increases family 
involvement.  
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A second measure is a family firm dummy variable that is considered 1 if the family firm 
owns 50% of shares or hold majority seats in the board (Prencipe et al., 2011; Cascino et al., 
2010; Jain and Shao, 2014; Attig et al., 2015: Vandemaele and Vancauteren, 2015) directly or 
indirectly, otherwise it is 0. In addition, a more fined and a tight criterion of “50% of share” 
is used. According to the Pakistan code of corporate governance, the 50% criterion enables 
shareholders to take important strategic decisions and family firms secure more than 50% of 
shares in Pakistan (Javid and Iqbal, 2010). 

3.4 Estimation Techniques 
 
The relation between financial reporting quality, family ownership and investment efficiency 
is determined by employing panel data estimation techniques are more suitable as there are 
96 firms for the period 2007 to 2014. This study applies panel data models such as common 
effect, fixed effect and random effect model. For estimation technique the choice between the 
common effect model and fixed effect model is based on LM tests. The Hausman test is used 
to select between random effect model and fixed effect model. Among the estimation 
techniques of panel data pooled OLS cluster at firm and year level, 2SLS and Generalized 
Method of Moments are used. Present study is employed Pooled ordinary least squares (OLS) 
in order to test Hypothesis 1, 2,3 and 4.  Standard errors are adjusted for Heteroscedasticity, 
serial-, and cross-sectional correlation using a two-dimensional cluster at the firm and year 
level. This approach is proposed by Petersen (2009. Further, industry dummies are included 
in the models to capture the sector oriented impact. However, dependent variable in 
hypothesis 2a, 2b, 3a, and 3b is categorical. Therefore, these hypothesis are tested by 
employing the Multinomial Logit regression. For robustness, generalized method of moment 
and two stage least square regression and FGLS is also used. 
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3.4.1 Panel Data Analysis 
 
The panel data methodology is applied in this study to empirically investigate the relation 
between dependent, independent and moderating variables. In panel data, entities (e.g. 
country, company) vary across time (Gujarati & Porter, 2009). Panel data has several 
advantages, for example it helps mitigate the issues of heterogeneity and Endogenity. In 
panel data, choices are made among pooled OLS, fixed effect and random effect estimation. 
The choice is based on the assumption made regarding intercepts, slope coefficients and 
residuals (Gujarati and Porter, 2009).Pooled ordinary least squares regression (OLS) asserts 
there are no significant differences across companies. This means that intercepts and slope 
coefficient are constant over time. Therefore, residuals help determine the differences among 
firms. On the other side,  fixed effect model is based on the following assumptions. 

1. The slope coefficient of the regressor is constant across firms. On the other hand, 
intercepts differ among firms, whereas the firm intercept is constant overtime. Hence, 
in order to control the unobservable fixed effect across the industry, the industry 
dummy in the model can be included. 

2. The slope coefficient of the regressor is constant across firms. However, intercepts 
differ across firms and time. Hence, in order to control the unobservable fixed effect 
across the industry and time, it is possible to include industry and year dummies in the 
model. 

3. The slope coefficient of the repressor and intercepts varies among firms. Therefore, in 
order to mitigate slope differences, it is possible to use interactive, or differential, 
slope dummy variables to capture the differences in slope coefficients. 
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Lastly, random effect model assumes that the intercept coefficient (α1i) is a sum of random 
variables with a mean value of (α1) and error term (εi). The random variables are not 
correlated with other regressor. The Breusch-Pagan Lagrange Multiplier (LM) test and 
Hausman Specification test can help determine the choice of pooled OLS, fixed or random 
effect model. LM test is assisted while choosing pooled OLS. Result reported in chapter 4 
asserted that there is no significant difference exists across the companies. Therefore, pooled 
OLS is used. 

3.4.2 Generalized Method of Moment (GMM) 
 

Two step system Generalized Method of Moment (GMM) is employed to estimate equation 
(3.5). As suggest by (Arellano and Bond, 1991;   Blundell and Bond, 1998), present study 
employ the two step GMM estimator for robustness of Hypotheses 4. One of the advantage of 
the  System GMM is as it allows the induction of more instrument as compare to Difference 
GMM and hence improve efficiency (Blundell-Bond, 1998).System GMM is based on the 
assumption that first differences of instrument variables are uncorrelated with the fixed 
effects. Further assumptions of System GMM include, Small T and Large N, Linear 
functional relationship, independent variable are not strictly exogenous, fixed company 
effect, heteroscedasticity and autocorrelation within companies but not across them, left hand 
side variables are dynamic( Arellano and Bond 1999;Arellano and Bover 1995; Blundell and 
Bond, 1998). Present study also take care the impact of Autocorrelation by employing 
AR(2).Result of AR(2) suggest there is no autocorrelation. Hansen test is performed to 
examine the validity of the instrument. Further, sometime it cannot address or identify the 
possible reason of heteroscedasticity and autocorrelation in the model. GMM would also 
capture this issue. Hansen test is also confirming the validity of the instrument. Hansen test 
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result is reported in section 4 and where the result is discussed in detail. Following Equation 
(3.12) is employed to test hypotheses 4 through two step system GMM4. 
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Here ᶯi is the unobservable heterogeneity which employs here to capture the influence of 
unobservable firms characteristics that have an influence on investment efficiency. These 
attribute are different across firms but consistent for firm. Further, λt is temporary dummy 
variable that change over time but are same for all firms in each year. Finally, vit represent 
error term. All other variables are same as in equations (3.1). 

 
3.4.3 Two Stage least Square Regression (2SLS) 
 
Two stage least square regressions is also an approach which has been used by several 
scholars to capture the issue of endogenity in the model (Jaggi et al., 2009). Unlike, GMM it 
requires external exogenous instrument variables.  

3.4.3.1 Endogenity Problem between Real Earning Management and Family Ownership 
Present Study also takes care of the endogenity issue between real earning management and 
family ownership.  Hence following Razzaque et al., (2016), three instrument variables are 
employed. These variables are logarithm of total assets, square of log of total assets and 
dispersed ownership. Instrument variables are those which are highly correlated with the 
endogenous variable and uncorrelated with error term. These three selected variables are 
highly correlated with an endogenous variable (family ownership) and uncorrelated with 
error term. Further, Hansen test is employed to check the validity of these instruments. 

                                                             4 Present study considers that both financial reporting quality and investment efficiency are endogenous.  
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Hansen test is insignificant at conventional level.  It means these instruments variables are 
valid.  

Next step is based on two stage regression. Here, in the first stage these three instrument 
variable are regressed on family dummy variable. This first stage regression is helping out in 
finding the predicted value of family ownership which is denoted as (P_FO).  

titititititi DISOWNTALNTALNFOB ,,3.2
2.1., )()(   ………..(3.13) 

where FOBit is a categorical value which is coded as 1.if family member held at least 50% 
shares otherwise=0. Ln(TA)it is the natural logarithm of Total assets. Ln(TA)it2is a square of 
log of total assets. DISOWNit is the dispersed ownership. ἑitis the error term. 

Afterwards, the Predicted value of family ownership (P_FO) is replaced with the family 
dummy Variable (FOB) in equation (3.2). Lastly, in second stage, this predicted value is 
regressed on each proxy of real based earning management along with the control variables.  

 

tinjtiti

tititititititititi
YEARDUMINDUDUMAQSGR

POLFANFIOLEVROACSFOPREM
,,10,9

,8,7,6,5,4,3,2,1, _



  


(3.14) 

Where P_FOit represents the predicted value of family firm. Real-based earnings 
management (REMit) has three proxies used in this analysis:  Present study consider the 
absolute value of the residuals obtained through abnormal level of cash flow from operation 
(Abcfoit), abnormal level of discretionary expenses (Abdisexpit), and abnormal level of 
production cost (Abprodit). These proxies of real based earning management explained by 
Roychowdury, 2006) and has been used in several studies (Cohen et al., 2010; Zang, 2011). 
All other variables remains the same as in equation (3.1). 
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3.4.3.2 Endogenity Problem between Financial Reporting Quality and Investment Efficiency. 
 

Present study also takes care of the endogenity issue between financial reporting quality and 
Investment efficiency (Chen et al., 2011).  Hence following (Prawitt et al., 2009; Cao et al., 
2012; Lin et al., 2016), two instrument variables are employed. This variable is return on 
assets (ROA). Instrument variables are those which are highly correlated with the 
endogenous variable and uncorrelated with error term. These two selected variables are 
highly correlated with an endogenous variable (family ownership) and uncorrelated with 
error term. Further, Hansen test is employed to check the validity of these instruments. 
Hansen test is insignificant at conventional level.  It means these instruments variables are 
valid. Stock and Yogo (2005) asserts that threshold value for Partial F-statistics and 
marginally acceptable partial R2 from first stage regression must be greater than 10.3. The 
Threshold value of this study estimation is greater than 10.3 which confirm the relevancy of 
instrument. 

 

Next step is based on two stage regression. Here, in the first stage these two instrument 
variable are regressed on financial reporting quality variable. This first stage regression is 
helping out in finding the predicted value of family ownership which is denoted as (P_FRQ).  

 
titititi ROAFRQ ,.1.,   ………..(3.15) 

 

Where FRQit is the residuals value of  Kasznik Model (1999) and McNichlos and Stubben 
(2008). ROAit is the ratio of net profit after tax to total assets. ἑit is the error term. Afterwards, 
the Predicted value of financial reporting quality (P_FRQ it) is replaced with the Financial 
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Reporting Quality Variable (FRQit) in equation (3.5). Lastly, in second stage, this predicted 
value is regressed on each proxy of financial reporting quality along with the control 
variables.  
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Where P_FRQit is a predicted value of financial reporting quality; IEit represents investment 
efficiency of the firm.εit is the error term, FRQ*FOWB is the interaction term (Family 
ownership*Financial Reporting Quality):α is the intercept and β is the coefficient of the 
equation; subscript i denotes firm i and t denotes the fiscal year t, where t=1,2,3……..10. 
Other  control variables include  All other variables remains the same as in equation (3.5). 

3.4.4 Feasible Generalized Least Square Regression (FGLS) 
 
Feasible Generalized Least Squares (FGLS) Regression in panel data analysis allows 
estimation in the presence of autocorrelation within panels and cross-sectional correlation and 
heteroscedasticity across panels (Davidson et al., 1993). Therefore, for robustness, existing 
study is also employed FGLS as an estimation technique to test above mentioned hypothesis. 
FGLS estimates the model through OLS and then uses residuals from this regression to 
estimate the covariance matrix of the errors, which it then uses to transform the data to satisfy 
the Gauss–Markov assumptions (Beck, 2008). 
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3.5 Diagnostic Testing 
3.5.1 The Normality test 
The normality test must be fulfilled before the research proceeds on to endogenity, 
Heteroscedasticity and autocorrelation tests as normality tests for checking whether the error 
terms are normally distributed, according to Gujrati and Porter (2009). Thus, the JarqueBera 
(JB) test is used to examine the normality of the error terms.  
Null hypothesis: The error terms are normally distributed. 
Alternative hypothesis: The error terms are not normally distributed. 

3.5.2 The Levin, Lin and Chu Test 
This test is employed in order to access the stationary panel data. 
Null hypothesis: The series is not stationary. 

Alternative Hypothesis: The series is stationary. 

If the null hypothesis is rejected, it means the series is stationary and at a normal level. 
Otherwise, the 1st or 2nd difference is used to make it stationary. 

 
3.5.3 The Wooldridge test for serial correlation 
This test serves to identify the autocorrelation in panel data. Autocorrelation exists when 
there is covariance between error terms. 
Null hypothesis: No autocorrelation exists in the panel data. 

Alternative Hypothesis: Autocorrelation exists in the panel data. 

If null is accepted, then there is no autocorrelation. Otherwise, the generalized square 
regression is employed to capture autocorrelation. 



 

91  

3.5.4The Modified Wald test for Heteroscedasticity 
This test would is used to examine the existence of Heteroscedasticity. Heteroscedasticity 
occurs when the variance in error terms is not constant over time.  
Null hypothesis: The variance of error terms is constant over time. 

Alternative Hypothesis: The variance of error terms is not constant over time. 

 
If Heteroscedasticity exists, then generalized least square regression (GLS) is used or 
weighted least squares regression (WLS).The main difference between GLS and WLS is in 
the variance of error terms. The variance of error terms for GLS will eventually become 
constant with a value up to one after adjustment, while the variance of error terms for WLS 
will become constant. Peterson (2009) recommended that heteroscedasticity, serial and cross-
sectional correlation in corporate finance using panel data should be captured using two-
dimensional clusters at the firm and year levels.  

 
3.5.5 The Durbin Wu-Hausman test 
When regressor and error terms are correlated, then the regressor is called endogenous. In 
order to determine the endogenity problem, the Durbin Wu-Hausman test is employed. 

Null hypothesis: There is no simultaneity problem. 

Alternative Hypothesis: There is  simultaneity problem. 

If the null is not rejected, it means the regressor and error term are not correlated. Therefore, 
OLS produces consistent and efficient estimators.  On the other hand, if the null is rejected, it 
means the regressor and error term are correlated. Therefore, OLS would not produce 
consistent and efficient estimators. If this were the scenario, possible means of capturing this 
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issue are instrumental variable least squares regression (IVLS), two-stage least squares 
regression (2SLS) (Heckmen, 1979) and the generalized method of moment (Mackinaly and 
Richardson, 1991). 

 

3.5.6 The Hensen J Statistics Test 
This test is employed to examine the correlation between independent variables and the 
covariance between residuals. It is also used to check the instrument validity (Arshad and 
Javid, 2014). 

Null Hypothesis: There is no correlation between the instrument and the error term. 

Alternative Hypothesis: There is a correlation between the instrument and the error term. 

3.6 Conclusion 
The present study aims to investigate the impact of two corporate governance variables, i.e. 
family ownership, and financial reporting quality and control variables, on investment 
efficiency for the period of 2007 to 2014 of public listed companies on the Karachi Stock 
Exchange. For this purposes five models are specified to estimating the relationship between 
accrual based earning management and family ownership, real based earning management 
and family ownership. Financial reporting quality and family ownership with investment 
efficiency, Financial reporting quality and family ownership with under and over-investment, 
moderating effect of Financial reporting quality on relationship of family ownership with 
investment efficiency. Then sample selection criteria, data and data sources and variable 
construction are discussed. Finally suitable estimation techniques are employed like pooled 
OLS, Two Stage least Square regression, Generalized Method of Moment, and Feasible 
Generalized Square Regression is used. 
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CHAPTER 4 

EMPIRICAL RESULT 
4.1 Introduction 
 
This chapter presents the empirical results of the impact of financial reporting quality on and 
family ownership on the investment efficiency of 96 non-finance companies which are listed 
in the Karachi Stock Exchange for the years between 2007 to year 2014. After the descriptive 
analysis the panel data regression results are presented. This study employs two dimensional 
Pooled OLS, two stage regression GMM regression, and FGLS method to test and examine 
the significance of hypothesis. The descriptive statistics is presented in section 4.2. Further, 
this section includes several diagnostic test like normality, Wald, Wooldridge, and Poolabilty. 
Section 4.3 reports empirical results and discussion on earlier developed hypothesis in 
chapter 2. This Section is further sub divided in to five sections. Section 4.3.1 reports result 
for Hypotheses 1a on relation of accrual based earning management and family ownership. 
Section 4.3.2 reports result for Hypotheses 1b on relation of real based earning management 
and family ownership. Section 4.3.3 reports result for Hypothesis 2 and 3 on relation of 
financial reporting quality, family ownership and investment efficiency. Section 4.3.4 reports 
result for Hypothesis 2a, 2b, 3a and 3b on relation of financial reporting quality, family 
ownership, over and under investment. Section 4.3.5 reports result for Hypotheses 4 on 
relation of moderating effect of financial reporting quality on the relation of family 
ownership and investment efficiency. Finally Section 4.4 concludes the study and presents 
policy implications. 
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4.2 Descriptive Analysis 
 
Table 4.1 describes the descriptive statistics which include mean, standard deviation, and 
minimum, maximum, and percentile 25%, percentile 50%, percentile 75% for different 
financial and governance measures. This descriptive statistics separately report the results for 
three different categories which include overall sample, family firms and non-family firms. 
First, mean value for abnormal cash flow from operation (Abcfo) for non-family firms is 
0.332. On the other side, mean value for abnormal cash flow from operation (Abcfo) for 
family firms is - 0.604. As lesser value of abnormal cash flow from operation (Abcfo) in 
family firm as compare to non-family firm indicates that family firm has lesser involvement 
in real earning management as compared to non-family firms. Also the mean value of 
abnormal cash flow from discretionary expenses (Abdiscexp) in family firms  (-0.158) is also 
lower as compared to the mean value of abnormal cash flow from discretionary expenses 
(Abdiscexp) in non-family firms (0.076). It also indicates that family firm has lesser cutbacks 
on R&D, selling and administrative expenses as compared to non-family firms. Next, result 
of abnormal production cost (Abprod) in family firm (-0.003) is lower as compared to 
abnormal production costs (0.002) in non-family firms. Lower value of (Abprod) means that 
the firm does not produced its unit which is beyond of its demand. Overall, mean values of 
Abcfo, Abdiscexp, and Abprod indicate that family firms have lesser engagement in real time 
manipulation as compared to non-family firms. Real earning management damage the longer 
run agenda of family firms. Therefore, family firms have less involvement in real based 
earning management (Achleitner et al., 2014). Furthermore, maximum value of leverage is 
100%. It means that out of the 96 companies one company has 100% debt financing and 0% 
means out of the 96 company’s one company has 0% debt financing 
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In order to measure the accrual based earning management, present study uses three measures 
of financial reporting quality which are residuals values of the Kasznik Model (FRQ_KA), 
residuals values of McNichlos and Stubben Model (FRQ_NIC) , and average residuals values 
of the above mentioned two models residuals (FRQ_AVG). Residuals values of the Kasznik 
Model (FRQ_KA), Residuals Values of McNichlos and Stubben Model (FRQ_NIC) are the 
two proxies of accrual based earning management which represent the residuals obtained by 
model developed by Kasznik (1999) and McNichols and Stubben (2008). Mean absolute 
values of residuals values of the Kasznik Model (FRQ_KA) for non-family firms is (0.071). 
Meanwhile, mean absolute value for family firms is (0.065). Absolute Mean value of 
McNichlos and Stubben Model (FRQ_NIC) for non-family firms is (0.158). On the other 
hand, mean value for family firms is (0.104). As higher value of frqnichlos in family firms 
indicates that accrual based earning management is higher in family firms as compared to 
non-family firm.  The average residuals values of the above mentioned two models residuals 
(FRQ_AVG) in family firm (0.084) is also higher as compared to non-family firm (0.115). 
Hence result of mean value indicated that family firm has more involvement in accrual based 
earning management as compared to non-family firms. On average, investment efficiency in 
family firm is (-0.117) greater than investment efficiency in non-family firm (-0.242). These 
findings in line with the emerging concept in SEW theory. Non-economic goal of dynasty 
succession motivate family firms to invest in efficient projects whereas same motivation is 
not present is non-family firms. 

 

As far as controlled variable is concerned, the results show that family owned business has 
higher firm performance (based on return on assets) on average (9.15) as compared to non-
family firm performance (8.84). Moreover, family firm took more loan (33.95%) in order to 
finance their projects as compared to non-family firms (22.90%). As this is consistent with 
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the argument by SEW theory that a family wants to retain their family control and they don’t 
want to dilute their ownership through equity financing. In addition, family firms made less 
investment in property planning and equipment (67.524) as compared to (171.25) in non-
family firms. Also family firms are more experienced as compared to non-family firms, as 
Firm Age (LnFA) in family firm is 1.29 whereas in non-family firm it is 1.22. Furthermore, a 
slightly smaller Board of Directors (BOD) runs the affairs in family firms as compared to 
non-family firms. On average, size of Board of Director in family firm is (8.03) whereas in 
non-family firm is (8.48).  Result highlighted that family company size (LnCS) is (1.20) 
whereas non-family firm size is (1.44). It means family firm are smaller than no-family firms. 
Non Insider Family Ownership (NIFO) in family firms (6.322) is lower than non-family firms 
(7.83). Moreover, the results reveal higher institutional ownership (IO) in family firms 
(11.95) as compared to non-family firm (11.008) and lower sales growth (0.770) in family 
firms as compared to non-family firms (1.81). The results indicate lower bankruptcy risk 
(ZSCR) (0.258) in family firms as compared to non-family firms (0.387) and lower Tobin Q 
(1.67) is found in family firms as compared to non-family firms (2.09). The results show 
higher tangibility (0.648) in family firms as compared to non-family firms (0.475). In 
addition, family firm report higher losses as compared to non-family firms. Further, family 
firms are less likely to get audited by BIG 4 as compared to non-family firm. Lastly, family 
ownership in family firms is higher as compared to non-family firms. Present study finds 
32.39% of family ownership (FO) in family firms whereas in non-family firms it is 9.28%.  
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Table 4.1 Descriptive Statistics 
Full Sample (N=768) 
Variable Mean SD Min P25 P50 P75 Max 
Abcfo 0.022 9.906 -6.795 -5.325 3.225 7.21 13.709 
Abdisexp -0.001 0.890 -4.64 -0.14 0.07 0.15 13.58 
Abprod -0.004 0.181 -0.165 -0.08 0.02 0.1 1.45 
FRQ_KA -0.069 0.068 -0.59 -0.1 -0.05 -0.02 0 
FRQ_NIC -0.140 0.452 -6.54 -0.13 -0.05 -0.02 0 
FRQ_AVG -0.105 0.228 -3.33 -0.11 -0.065 -0.035 0 
IE -0.201 0.611 -9.56 -0.15 -0.09 -0.05 0 
ROA (%) 8.94 9.72 -26.2 3.45 8.31 13.81 53.95 
Leverage 
(%) 29.60 23.53 0 7.69 28.40 44.91 100 
Total Asset 295.312 582.15 0.91 31.05 75.16 300.93 5028.96 
TPPE 117.69 258.02 1.25 12.54 31.84 104.165 2149.63 
Net Income 27.74 129.71 -454.97 0.215 3.07 16.895 12255.79 
Ln FA 1.216 0.179 0.095 1.111 1.223 1.358 1.617 
LnCS 1.393 0.537 -4.605 1.235 1.449 1.684 2.240 
BOD 8.33 1.64 5 7 8 9 15 
CA 0.070 0.152 -0.84 0 0.05 0.14 1.43 
TANG 0.532 0.684 0 0.315 0.46 0.63 10.2 
ZSCR 0.345 2.42 0 0.06 0.11 0.17 42.38 
Tobin Q 1.95 8.91 -7.42 0.42 0.84 1.705 20.79 
SCS 5.228 1.823 -2.302 3.356 5.975 6.372 8.794 
NFIO 7.33 16.85 0 0 0.05 5.27 98.47 
IO 11.32 11.13 0 2.36 7.77 17.83 51.3 
FO 17.22 22.70 0 0 6.36 26.77 96.61 
For Family Firm (N=254) 
Abcfo -0.604 3.022 -2.940 -0.84 3.61 .63 77.92 
Abdisexp -0.158 0.445 -2.35 -0.29 -0.055 0.1 1.49 
Abprod -0.003 0.161 -0.61 -0.06 0.025 0.09 0.68 
FRQ_KA -0.065 0.066 -0.05 -0.09 -0.04 -0.02 0 
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FRQ_NIC -0.104 0.330 -4.47 -0.09 -0.04 -0.02 0 
FRQ_AVG -0.084 0.167 -2.245 -0.09 -0.055 -0.03 0 
IE -0.117 0.140 -0.91 -0.13 -0.09 -0.04 0 
ROA (%) 9.15 9.17 -21.66 4.08 8.5 13.07 53.95 
Leverage 
(%) 33.95 22.90 0 14.43 32.21 48.41 97 
Total Asset 129.690 308.24 4.93 25.88 44.78 104.35 3080.52 
TPPE 67.524 171.25 2.24 11.02 23.6 49.79 172.574 
NI 8.58 47.033 -234.8 0.05 2.265 11.71 197.32 
LnFA 1.20 0.168 0.095 1.128 1.214 1.337 1.427 
LnCS 1.294 0.448 -1.386 1.189 1.381 1.549 2.026 
BOD 8.03 1.17 6 7 8 9 12 
CA 0.066 0.162 -0.84 0 0.05 0.12 1.43 
TANG 0.648 0.837 0.01 0.4 0.54 0.68 9.62 
ZSCR 0.258 0.6278 0 0.08 0.12 0.17 5.89 
Tobin Q 1.67 5.54 -7.42 0.37 0.71 1.49 76.94 
SCS 5.81 1.50 0.371 5.841 6.151 6.539 8.637 
NFIO 6.322 15.24 0 0 0.06 3.9 88.46 
IO 11.95 11.39 0 2.38 7.765 18.92 49.61 
FO 32.39 26.90 0 10.1 25.46 49.28 96.61 
For Non-Family Firm (N=514) 
Abcfo 0.332 1.192 -6.794 -10.99 2.69 8.3 13.709 
Abdisexp 0.076 1.03 -4.64 -0.01 0.115 0.15 13.58 
Abprod 0.002 0.19 -0.65 -0.09 0.02 0.1 1.45 
FRQ_KA -0.071 0.068 -0.59 -0.1 -0.05 -0.02 0 
FRQ_NIC -0.158 0.500 -6.54 -0.14 -0.06 -0.02 0 
FRQ_AVG -0.115 0.252 -3.33 -0.12 -0.07 -0.035 0 
IE -0.242 0.737 -9.56 -0.17 -0.09 -0.06 0 
ROA (%) 8.84 9.98 -26.2 3.11 8.215 14.47 38.51 
Leverage 
(%) 27.65 23.62 0 4.54 26.3 42.8 102.67 
Total Asset 377.156 662.98 0.91 39.1 109.44 418.36 5028.96 
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Note: See Variables Definition in Appendix 3. 

Table 4.2 reports that 33.07% of the public listed companies are family owned whereas 
66.93% are non-family owned, at 50% threshold. Therefore, 254 firms are family owned 
across 8 years of sample size whereas 514 are non-family owned firms. It means that enough 
numbers of the business in Pakistan are family owned. 

Table 4.2: Percentage of Family & Non family firm in the firms Listed at KSE 

Categories No of Companies across 8 
years 

Portion in Total Sample 
(%) 

Family Firm 254 33.07 
Non-family firm 514 66.93 
Total 768 100 
Source: Annual Reports 

Further, Table 4.3 describes the industry-wise division of companies in each year. Overall, 
the sample contained 96 firms for each year since 2007-2014. For example during the sample 
period textile sector has 20 firms, sugar sector has 9 firms, automobile has 13 firms, 

TPPE 142.48 288.46 1.25 14.12 41.05 147.6 2149.63 
NI 37.21 154.25 -454.97 0.27 3.54 20.2 1255.79 
LnFA 1.219 0.184 0.095 1.111 1.223 1.373 1.617 
LnCS 1.443 0.569 -4.605 1.264 1.499 1.752 2.240 
BOD 8.48 1.81 5 7 8 9 15 
CA 0.072 0.147 -0.53 -0.01 0.05 0.16 0.19 
TANG 0.475 0.588 0 0.27 0.42 0.62 10.2 
ZSCR 0.387 2.92 0 0.05 0.11 0.16 42.38 
Tobin Q 2.09 10.17 -7.42 0.45 0.94 1.89 20.79 
SCS 4.940 1.898 -2.302 3.187 5.917 6.338 8.794 
NFIO 7.83 17.58 0 0 0.04 6.24 98.47 
IO 11.00 11.00 0 2.34 7.77 17.15 51.3 
FO 9.72 15.60 0 0 0.06 12.61 64.26 
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petroleum has 7 firms, chemical has 18, cement has 8, power has 8, food has 6 and 7firms are 
categorized as miscellaneous. Therefore, sectors like textile, sugar, automobile, petroleum, 
chemical, cement, power, food and miscellaneous firms has a portion of 21,9,14,7,19,8,8,7, 
and 7 percent in the overall sample. Further, presence of family firms in all above mentioned 
sectors is visibly noticeable. 

Table 4.3: Industry-Wise Break Down  
Industry No of companies Firm Year Portion in Total 

Sample (%) 
Textile 20 160 20.83 
Chemical 15 120 15.63 
Automobile 13 104 13.54 
Cement 8 64 8.33 
Power 8 64 8.33 
Sugar 9 72 8.33 
Petroleum 7 56 7.29 
Food 6 48 6.25 
Misc 10 80 10.42 
Total 96 768 100% 
 

Table 4.4 reports the significances of differences for most of the variables between family 
owned Business (FOB) and non-family owned business (NFOB). Present study uses t-test to 
check the differences for continuous variable and employs chi square to access the 
significance of differences across categorical variable. Results show that there is a significant 
difference between family owned and non-family owned business for all variables, at 
conventional level except ROA, Ln(FA) and SGR. These results are consistent with the prior 
literature (Wang, 2006; Cascino et al., 2010; Achleitner et al. 2014) and also support the 
argument presented by SEW theory (Gomez Mejia et al., 2014). 
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Note:  Variables Definition is mentioned in Appendix 1.T-test and Chi square test is used to test the mean 
differences of continuous and categorical variable, respectively. *,**,*** represents the significant level at 
1%,5%,and 10%,resepectively. Na means no significance differences are found. 
 
 
 
 

Table 4.4 Significance of Mean Difference 
Variable Mean 

Family Firms 
Mean  
Non-family Firms 

Significance of 
Differences 

Abcfo -0.604 0.332 ***  
Abdisexp -0.158 0.076 *** 
Abprod 0.003 -0.002 ** 
FRQ_KA -0.065 -0.071 ** 
FRQ_NIC -0.104 -0.158 ** 
 FRQ_AVG -0.084 -0.115 *** 
IE -0.117 -0.242 *** 
ROA 9.15 8.84 Na 
LEV 33.95 27.65 *** 
Total Asset 129.690 377.156 *** 
TPPE 67.524 142.48 *** 
Ln FA 33.01 37.00 Na 
CS 3.99 4.75 *** 
BOD 8.03 8.48 *** 
TANG 0.648 0.475 ** 
ZSCR 0.258 0.387 **  
Tobin Q 1.67 2.09 ***  
SGR 0.770 1.81 Na 
NFIO 6.322 7.83 ** 
IO 11.95 11.00 *** 
FO 32.39 9.72 *** 
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4.2.1 Tests of the Data and Model 
 
Before carrying out panel estimations, it is necessary to check the nature of the data and 
choose an appropriate estimation technique.  Therefore, LM test is performed to choose 
between common effect model and fixed effect model. Result of LM test which is reported in 
Table 4.5 indicates that common effect model is preferable and therefore pooled OLS model 
is applied over random effect model. As results indicate intercept and slope are constant 
across the companies. In this study, estimates coefficients with pooled equations initiated. 
However, results of Wooldridge test and Wald test which are reported in Table 4.7 and 4.8 
indicate the presence of autocorrelation and heteroscedasticity in each model. Therefore, this 
study captures these issue by the most widely and recently used approach in corporate fiancé 
in the application of panel data which is suggested by Peterson (2009). Under this approach, 
Standard errors are adjusted for heteroskedasticity, serial- and cross-sectional correlation 
using a two-dimensional cluster at the firm and year level. This is one important contribution 
in the literature in case of Pakistani listed from estimation point of view. As OLS gives 
biased estimates and instrumental variables techniques are preferable. To handle endogenity 
problem two stage least square method is applied first. Then for robustness, generalized 
method of Moment is also used to capture the unknown form of heterogeneity and 
autocorrelation and to deal with the endogenity problem.  In these models where dependent 
variable is categorical multinomial logit estimation techniques is adopted. Diagnostic test and 
their results are presented and discussed below. Afterwards, results on the hypothesis 
developed in chapter 2 are elaborated and discussed in light of Agency theory and SEW 
perspective based on prior literature. 
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4.2.1.1 Pool ability Test 
 
The Breusch-Pagen Lagrange Multiplier (LM) tests investigate whether the intercept is 
common for all the companies or not.  As Table 4.5 reports that cross section chi-square is 
insignificant for all five models5, it means there is no common intercept across the 
companies. Hence, present study employs Pooled OLS sample for all the five models. For 
example, in order to investigate the relation of accrual and real based earning management 
for family-owned firms vs. non-family-owned firms to find out the impact of financial 
reporting quality and family ownership on investment efficiency.  Pooled OLS is also used in 
above mentioned context by several scholars (Ali et al., 2007; Ding et al., 2011; Biddle et al., 
2009; Gomriaz and Ballesta, 2014). 

Table 4.5 Result of LM test 

4.2.1.2 Normality Test 
Present study employ Jarque-Bera test to investigate the normality of each model. Table 4.6 
highlights the results and indicates that each model is stationary at normal level. Further, 
central limit theorem directs that if sample size is then large, the sample leads to normal 
distribution (Gujarati and Porter, 2009). As sample has 768 observations that mean models 
are normally distributed. 
__________________________________________________________________________________________________________________________________________________ 

5Models 1,2,3,4, and 5 is estimated by equation 3.1, 3.2, 3.3,, 3.4, and 3.5 respectively. 

Models Cross Section Chi-Square Decision 
1 491.67 Pooled OLS 
2 334.82 Pooled OLS 
3 78.86 Pooled OLS 
4 678.93 Pooled OLS 
5 876.90 Pooled OLS 
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 Table 4.6 Results of Normality Test 

 
4.2.1.3 Autocorrelation 
 
Wooldridge test investigates that whether error terms depend on its last values (Drukker, 
2003; Wooldridge, 2010). Table 4.7 shows that there is no auto-correlation for Model 1, 3, 4, 
and 5 whereas result shows there is and (AR1) in model 2. As results are insignificant for 
each model except for model 2.  

Note: *,**,*** represents degrees of significance at 10%, 5% and 1*, respectively. 

 
 
 

Models Jarque-Bera Test Decision 
1 323.98 Normality 
2 789.78 Normality 
3 345.67 Normality 
4 675.89 Normality 
5 390.56 Normality 

Table 4.7 Results of Wooldridge Test 

Models Wooldridge Test Decision 

1 1.321 NO 
2 59.201*** YES 
3 0.023 NO 
4 0.045 NO 
5 0.011 NO 
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4.2.1.4 Heteroscedasticity 
 
Wald test investigates that whether variance of error terms is constant across time. Table 4.8 
reports the presence of Heteroscedasticity for each model. As results are significant for each 
model, therefore, the null hypothesis of Wald test are rejected.  Hence two dimensional 
clusters approach is employed As in corporate finance this approach is employed in order to 
capture the Heteroscedasticity, serial and cross-sectional correlation using panel data should 
be captured using two-dimensional cluster at two levels, firm and year (Peterson, 2009). 
 

Table 4.8 Results of Wald Test 

Note: *,**,*** represents degrees of significance at 10%, 5% and 1*, respectively. 

4.2.1.5 Unit Root Test  
Table 4.9 reports that all variable are significant at conventional level. It means there is no 
unit root and each variable is stationary at normal level. The null hypothesis being tested by 
Fisher is that all panels contain a unit root. For a finite number of panels, the alternative is 
that at least one panel is stationary. As N tends to infinity, the number of panels that do not 
have a unit root should grow at the same rate as N under the alternative hypothesis. Fisher 
combines the p-values from the panel-specific unit-root tests using the four methods proposed 
by Choi (2001). 

 

Models Wald Test Decision 
1 1.40*** Yes 
2 4.34*** Yes 
3 6.37*** Yes 
4 8.90*** Yes 
5 1.89*** Yes 
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Note: *,**,*** represents degrees of significance at 10%, 5% and 1*, respectively. All variables are defined in 
Appendix 3. 

Table 4.9 Results of Fisher test 
 
Variable Fisher Test Decision 
IE 828.53*** No 
REM   
Abdisexp 261.70*** No 
Abcfo 449.55*** No 
Abpc 500.32*** No 
ABEM   
FRQ_KA 633.45*** No 
FRQ_NIC 1980.16*** No 
FRQ_AVG 1768.18*** No 
FO 262.69*** No 
NFIO 370.55** No 
IO 327.59*** No 
BOD 68.09*** No 
Ln (FA) 664.62*** No 
POL 218.55* No 
ZSCR 480.47*** No 
CS 430.29*** No 
SCS 790.29*** No 
TANG 306.80*** No 
TPPE 466.39*** No 
ROA 296.20*** No 
Leverage 451.05*** No 
Tobin Q 655.84*** No 
SGR 1170.18*** No 
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4.2.1.6 Multicollinearity 
Multicollinearity is checked by correlation between the independent variables. Table 4.10 (a) 
shows all measures of accrual based earning management has a positive correlation with family 
ownership. These results highlights the heavy involvement of family controlled companies in 
accrual based earning management as compare to non-family firms. Further, the results show 
that the significant correlation of controlled variable with dependent variable. Lastly, the study 
finds that there is no multicollinearity issue between independent variables, as correlation 
between independent variable is not more than 0.50. Table 4.10 (b) also shows the correlation of 
different proxies of real based earning management with family ownership and other controlled 
variable. Table 4.10 (b) reports all measures of real based earning management has a negative 
correlation with family ownership. These results highlights the heavy involvement of family 
owned companies in accrual based earning management as compare to non-family firms. The 
results also indicate that the significant correlation of controlled variable with dependent 
variable. Lastly, results show that there is no Multicollinearity issue between independent 
variables, as correlation between independent variable is not more than 0.50. Table 4.11 reports 
the Pearson correlation matrix. It highlights that correlation between finance reporting quality 
and investment efficiency is positive and significant. The results show the positive significant 
correlation of family ownership with investment efficiency. Hence, elaborating the fact that 
financial reporting quality and family ownership enhance investment efficiency. Table 4.11 also 
highlights the significant correlation of other variables with investment efficiency. However, 
correlation between independent variable is not more than 0.50. It means there is no 
multicollinearity issue between independent variables. 
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Note: This table shows the Pearson correlation matrix between Variables. All Variables are defined  in Appendix 3. 
*** Significant at 1% CI. 
** Significant at 5% CI. 
* Significant at 10% CI. 
 
 
 
 
 
 
 
 
 
 

Table 4.10 (a):  Correlation Matrix 
(Accrual Based Earning Management and Family Ownership) 

 FRQ_KA FRQ_NIC AVG 
_FRQ 

Family 
Firm 

CS ROA LEV NFIO FA POL SGR AQ 

FRQ_KA 1            
FRQ_NIC -0.012*** 1           
AVG _FRQ 0.137*** 0.988*** 1          
Family Firm 0.045*** 0.056*** 0.062* 1         
CS 0.037*** 0.026*** 0.031* -0.20*** 1        
ROA 0.013*** 0.042*** 0.044* 0.015*** 0.203* 1       
LEV -0.033*** 0.004 -0.000 0.118 -0.164* -0.433 1      
NFIO 0.074*** -0.044*** -0.033 -0.042 -0.015 -0.011 0.123*** 1     

FA -0.003*** -0.018 -0.018*** -0.041*** 0.180 0.100 -0.083 0.038 1    
POL 0.071*** -0.015 -0.004 0***.052 -0.057 -0.181 0.082**

* 
-0.066 -0.101 1   

SGR 0.025*** 0.029 0.033 -0.031*** 0.025 0.085 -0.013 -0.025* 0.025 -0.01 1  
AQ -0.056*** -0.041*** -0.049 -0.239 0.202 0.209* -0.119 -0.051 0.123* -0.02 0.032* 1 



 

109  

 

Note: This table shows the Pearson correlation matrix between Variables. All  Variables are  defined in Appendix 3. 
*** Significant at 1% CI. 
** Significant at 5% CI. 
* Significant at 10% CI. 
 
 
 
 
 

Table 4.10 (b): Correlation Matrix 
(Real Based Earning Management and Family Ownership)  

 Abdisexp Abcfo Abprod Family 
Firm 

CS ROA LEV NFIO FA POL SGR AQ 

Abdisexp 1            

Abcfo -0.017*** 1           

Abprod -0.003*** -0.026*** 1          

Family Firm -0.124*** -0.004*** -0.016*** 1         
CS 0.015*** 0.019*** -0.232*** -0.206 1        
ROA -0.077*** 0.318*** -0.481 0.015*** 0.203*** 1       
Leverage 0.002*** -0.254*** 0.265*** 0.118 -0.164*** -0.433 1      
NFIO -0.059*** -0.053*** 0.022 -0.042*** -0.015 -0.011*** 0.1236 1     
FA 0.036*** 0.019*** -0.166 -0.041 0.180 0.100 -0.083 0.038** 1    
POL -0.030*** -0.085 0.075*** 0.052*** -0.057 0.181*** 0.082*** -0.066 -0.101 1   
SGR 0.010*** 0.059 -0.093 -0.051 0.025*** 0.085*** -0.013*** -0.025 0.025 -0.019 1  
AQ 0.022*** 0.115*** -0.204 -0.239*** 0.202 0.209 -0.119*** -0.051** 0.123*** -0.023*** 0.032*** 1 
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Note: This table shows the Pearson correlation matrix between Variables. All Variables are defined in Appendix 3. 
*** Significant at 1% CI. 
** Significant at 5% CI. 
* Significant at 10% CI. 

 
 

Table 4.11:  Correlation Matrix 
Financial Reporting Quality, Family Owned Business, and Investment Efficiency 

 
 IE FRQ_ 

KA 
FRQ_ 
NIC 

AVG 
_FRQ 

Family 
Firm 

LEV CS ZSCR Tang Tobin 
Q 

FA SCS AQ 

IE 1             

FRQ_KA 0.004*** 1            

FRQ_NIC 0.001*** -0.012*** 1           

AVG _FRQ 0.002*** 0.137*** 0.988 1          

Family Firm 0.097*** 0.045*** 0.056*** 0.0625*** 1         

LEV 0.013*** 0.033*** -0.004*** 0.000*** 0.118*** 1        

CS -0.013*** -0.037*** -0.026 -0.031 -0.206*** -0.164 1       

ZSCR 0.009*** 0.011*** 0.007 0.009 -0.025*** -0.007 0.099 1      

Tang -0.000*** 0.068*** -0.111*** -0.0012 0.191*** 0.309 -0.07*** -0.00 1     

Tobin Q 0.015 -0.028*** 0.008 0.004 0.022 -0.027** 0.044 -0.02 -0.00 1    

FA 0.054 0.003 0.018*** 0.018*** 0.041 -0.083 0.180*** 0.00 0.018 -0.008*** 1   

SCS -0.003 0.005 0.088 0.088 0.105*** 0.053** -0.03 -0.01*** 0.060 0.051*** 0.0110*** 1  

AQ 0.008*** 0.056 0.041*** 0.049*** -0.239*** -0.119 0.202*** 0.609*** 0.030 -0.029 0.123 -0.01 1 
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4.3 Empirical Results and Discussion 
 
Accrual based and real based earning management on family owned business versus non-family 
owned business are estimated by pooled OLS two dimensional cluster at firm and year level in 
order to compare the results with prior literature (Wang,2006; Achleitner et al., 2014) . However 
in order to capture the endogenity between real based earning management and family ownership 
Two stage least square method is also used to examine the relation between real based earning 
management and family ownership. Next, pooled OLS two dimensional cluster regression is 
applied to investigate effect of financial reporting quality, family ownership on investment 
efficiency. Due to categorical nature of dependent variable Multinomial Logit regression model 
is estimated to examine the effect of financial reporting quality, family ownership on over and 
under investment. The moderating effect of financial reporting quality on the relation of family 
ownership and investment efficiency is estimated by two dimensional pooled OLS clustering (at 
firm and year level) and Multinomial Logit model. However in order to capture the endogenity 
2SLS and GMM is also employing to examine the moderating effect of financial reporting 
quality on the relation of family ownership and investment efficiency. Section 4.3.1 presents 
result for Hypothesis 1a and relation of accrual based earning management with family 
ownership is discussed. Further, Section 4.3.2 reports result for Hypothesis 1band relation of real 
based earning management with family ownership is discussed. Section 4.3.2 is further sub 
divided in to four sections. Section 4.3.2.1,4.3.2.2, and 4.3.2.3 discuss the abnormal discretionary 
expanses, abnormal cashflow from operation, , and abnormal production cost for family vs non-
family firms whereas section 4.3.2.4 discuss the relation of real based earning management with 
family ownership after capturing the endogenity problem. In addition, section 4.3.3 shows results 
for hypothesis 2 and 3 and relation of different proxies of financial reporting quality and family 
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ownership with investment efficiency is discussed. Further, section 4.3.4 reports results for 
hypothesis 2a, 2b, 3a, and 3b and relation of financial reporting quality and family ownership with 
over and under-investment is discussed. Section 4.3.5 presents results for hypotheses 4 and 
moderating effect of family ownership on relation of financial reporting quality and investment 
efficiency is elaborated. Section 4.3.5 is subdivided in to two sections. Section 4.3.5.1 and 
4.3.5.2 discuss the moderating effect of family ownership on relation of financial reporting 
quality and investment efficiency using two stage least square regression, Generalized method of 
moment, and Feasible Generalized Least Square Regression, respectively. 

 

4.3.1 Accrual Based Earning Management and Family Ownership (Result for Hypothesis 1a) 
 
The analysis begins with the examination of accrual based earning management on family owned 
business vs. non-family owned business given in equation (3.1) and results are reported in Table 
4.12. First, two dimensional pooled OLS regression cluster at firm and year level is used without 
considering other explanatory variable to investigate the relation of accrual based earning 
management with family and non-family owned business and report the results in Panel A of 
Table 4.12. Then the results of the estimation of Equation (3.1) with explanatory variables are 
presented in Panel B of Table 4.12.  Table 4.12 reports the results of the estimation of equation 
(3.1) with three proxies of Accrual based earning management (AEM). In first column, AEM is 
measure by the model proposed by Kasznik (1999), in the second column, the model developed 
by McNichols and Stubben (2008); in the third column, the aggregate measure of AEM.  Further, 
table 4.12 also shows the results with two proxies of family owned business (FOWB). First, 
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family owned business (FOB) as a categorical variable and second Family Ownership (FO) as a 
continuous variable. 

 

Overall, result shows that family owned business is more involved in accrual based earning 
management as compare to non family owned business. Column I, II, and III  of Panel A reports 
coefficients are positive and significant on relationship among proxies of family firms and three 
proxies of financial repotting quality without including other explanatory variables  

. 

In addition, Panel B reports the estimation of Equation 3.1 take in to account the other 
explanatory variables. Similarly when the other variables are added that affect accrual based 
earning management. Result shows the coefficient remains the same. For example for kasznik 
model (1999), column (1) of Table (4.12) describes that coefficient estimates on family dummy 
and family ownership are positive (0.005 and 0.001, respectively) and significant at conventional 
level. The magnitude of coefficients estimates indicate that family firms report higher 
discretionary accruals as compare to non-family firms. Similarly, the coefficients estimates on 
family dummy and family ownership is also positive and significant at conventional level for all 
other proxies of accrual based. These results support the Hypotheses 1a. It means family firm has 
more involvement in earning increasing management as compared to non-family firms .Severity 
of agency problem II in family firm is higher as compared to severity of agency problem I in 
non-family firms in developing countries (Ding et al., 2011). As poor shareholder protection in 
developing countries provide opportunity to family owners to expropriate the wealth of minority 
shareholders (Almeida and Wolfenzon, 2006). Afterwards, this expropriation is concealed 
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through accrual based earning management. Therefore, family firm’s involvement is high in 
accrual based earning management as compared to non-family firm. These findings are in line 
with the earliest research (Cascino et al., 2010; Yang 2010; Stocksman et al., 2010). 

 

The extended model with other explanatory variables is estimated. The results show that leverage 
and audit quality is negatively associated with accrual based earning management. It means 
presence of leverage and audit by BIG 4 may discipline manager and avoids earning 
management. Cascino et al. (2010) also finds the negative relation of leverage with accrual based 
earning management. This study finds positive relation of accrual based earning management 
with presence of loss and non-family inside ownership. Firm in losses are more prone to 
manipulate their earning as this strategy help it to raise finances (Wang, 2006). Hence, firm with 
more negative income and non-family inside ownership prone to manipulate earnings through 
accrual based earning management practices.   



 

115  

 
 
 

Table 4.12 
Regression of Accrual Based Earning Management on Family Owned Business vs. non-Family Owned Business and Other Explanatory Variables 

 
Panel A 

Exp 
Sign 

Column (1) 
FRQ_KA 

Column (2) 
FRQ_NIC 

Column (3) 
FRQ_AVG 

FOB + 0.01*** 
(3.67) 

 0.05*** 
(3.14) 

 
 

0.03*** 
(2.64) 

 

FO +  0.01** 
(2.39) 
(-1.21) 

 0.005** 
(1.44) 

 0.03*** 
(3.36) 

Constant  0.07*** 
(3.5) 

0.07*** 
(20.34) 

0.16*** 
(2.85) 

0.16*** 
(8.82) 

0.12*** 
(2.35) 

0.12*** 
(2.35) 

R2  0.45 0.51 0.49 0.52 0.47 0.50 
N  768 768 768 768 768 768 

Full Model  With control variable 
Panel B 

FOB + 0.005*** 
(5.11) 

 0.08*** 
(8.86) 

 0.041*** 
(10.97) 

 

FO +  0.001** 
(2.12) 

 0.009* 
(1.90) 

 0.005** 
(2.33) 
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Control Variable 
 

CS  0.007 
(0.36) 

0.001 
(0.70) 

0.005 
(0.96) 

0.006 
(0.65) 

0.003 
(0.81) 

0.003 
(0.77) 

ROA  0.001 
(0.19) 

0.001 
(0.50) 

0.003 
(1.22) 

0.002 
(1.27) 

0.001 
(1.65) 

0.001 
(1.49) 

LEV  -0.001*** 
(-4.47) 

-0.001 
(-0.95) 

0.001 
(0.92) 

0.001 
(0.82) 

0.002 
(0.80) 

0.002 
(0.72) 

NFIO  -0.001*** 
(-5.30) 

-0.002** 
(-2.57) 

-0.001** 
(-2.13) 

-0.001** 
(-2.47) 

-0.004* 
(-1.78) 

-0.004* 
(-1.81) 

FA  0.002 
(1.11) 

-0.001 
(-0.36) 

0.025** 
(2.09) 

0.006 
(0.21) 

0.014** 
(2.84) 

0.002 
(0.15) 

POL  0.01*** 
(6.36) 

0.14** 
(2. 19) 

0.02 
(0.29) 

0.002 
(0.07) 

0.014 
(0.49) 
 

0.008 
(0.49) 

SGR  0.001 
(1.20) 

0.001 
(0.85) 

-0.001 
(-0.85) 

-0.001 
(-0.26) 

-0.001 
(-0.73) 

-0.001 
(-0.17) 

AQ  -0.009 
(-0.66) 

-0.014** 
(-2.24) 

-0.078*** 
(-4.85) 

-0.076* 
(-1.93) 

-0.043** 
(-2.84) 

-0.045** 
(-2.40) 

Constant  0.063*** 
(7.36) 

0.090*** 
(3.58) 

-0.064** 
(2.97) 

0.08 
(0.61) 

-0.005 
(-0.05) 

0.089 
(1.25) 
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Notes: Panels A and B report the results of estimating equation (3.1).The *, **, *** represents the significant at 10%, 5%, and 1%, respectively. T-stat are 
presented in parentheses. Two proxies for FOWB are used (family owned Business): FO and FOB. FOB is a categorical variable. Which is coded as 1 if family 
owned at least 50% shares otherwise=0. FO is a continuous variable which represents the percentage of shares held by family members. Three proxies of 
accrual based earning management are used  (ABEM): FRQ_KA, FRQ_NIC, and FRQ_Avg. FRQ_KA and FRQ_NIC are the absolute values of the residuals 
obtained by Kasznik (1999) and McNichlos and Stubben (2008) aftrer multiplying by -1, respectively. However, FRQ_AVG represents the average of the 
residuals of  FRQ_KA and FRQ_NIC. For variable definition, see Appendix 3. Pooled OLS regressions with significance levels based on Rogers standard errors 
adjusted for heteroscedasticity and two-way clustering by firm and fiscal year (Petersen, 2009).Variables Definition are given in Appendix 3.The following 
model is estimated 
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Industry and Year 
Fixed Effect 

 Yes Yes Yes Yes Yes Yes 

Observation  768 768 768 768 768 768 
R2  0.55 0.68 0.47 0.59 0.52 0.54 
F value  7.63 7.78 9.63 6.56 6.36 8.98 
Prob>F  0.000 0.000 0.000 0.000 0.000 0.000 
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4.3.2 Real Based Earning Management and Family Ownership (Result for Hypothesis 1b) 
 
The relation of real based earning management on family owned business vs. non-family owned 
business is estimated with equation (3.2).The estimate results of Equation (3.2) are presented for 
all the models of real earning management in Table 4.12 panel (A) without considering other 
variables whereas Panel B shows results take in to account with other explanatory variable. 
Present study separately estimates equation (3.2) for five proxies of real earning management. 
Model 1, 2, 3, 4, and 5 are the models which are employed to examine the relation of family 
ownership with five different proxies of real based earning management (which are Abdisexp, 
Abcfo, Abprod, Real REM 1, and Real REM 2, respectively). Results on these proxies are 
presented in Table 4.13 and discussed below. Result of Model 1,2,3,4, and 5 is presented in 
column 1,2,3,4,and 5 respectively.  

 

4.3.2.1 Abnormal Discretionary Expenses and Family Ownership 
 
Result of Model 1 presented in Column (I) of Table 4.13 (Panel B) describes the result on the 
relationship of family ownership with real based earning management when real based earning 
management is proxy by abnormal discretionary expenses. As earlier mentioned results reports 
that family firms has lower tendency as compared to non-family firm to report unusual 
discretionary expenses. It means management in family firm is less prone to cut their R & D 
budget or they may lower the tendency of trainings and advertisement in order to enhance its 
earning as compared to non-family firms. The coefficient on the two proxies of family firms are 
negative and significant (-0.15 and -0.002) at conventional level, respectively for Model 1. 
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Hence, it elaborates that family firms report lower abnormal discretionary expenses as compared 
to non-family firms.  

 

4.3.2.2 Abnormal cash flow form operation Expenses and Family Ownership 
 
Result of Model 2 presented in Column (II) of Table 4.13 (panel B) describes the result on the 
relationship of family ownership with real based earning management when real based earning 
management is proxy by abnormal cash flow from operation. It describes that family firms has 
lower tendency as compared to non-family firm to report unusual levels of cash flow from 
operations. It means management in family firm is less prone to cut the product price or relax its 
credit standard in order to enhance its earning as compared to non-family firms. The coefficient 
on the two proxies of family firms are valued at significant at conventional level (-0.90 and -
0.195) respectively for Model 3. Hence, it elaborates that family firm’s report lower abnormal 
cash flow from operation as compared to non-family firms.  

 

4.3.2.3 Abnormal production cost and Family Ownership 
 
Result of Model 3 presented in Column (III) of Table 4.13 (Panel B) describes the result on the 
relationship of family ownership with real based earning management when real based earning 
management is proxies by abnormal production cost. It describes that family firms has lower 
tendency as compared to non-family firm to report higher abnormal production. It means 
management in family firm is less prone to overproduce in order to decrease their production 
cost. As coefficient on the two proxies of family firms are (-0.013 and -0.012) negative and 
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significant at conventional level, respectively for Model 3. Hence, it elaborates that family firms 
report lower abnormal production cost as compared to non-family firm. Model 4 and 5 also come 
up with the same results.  

 

Overall, results indicate that family firm has lesser involvement in real earning management as 
compared to real earning management in non-family firms. The result support Hypothesis (H1b). 
In the longer run, economic consequences of real earning management is much more severe as 
compare to economic consequences of accrual based earning management. Although in shorter 
run, manipulation in financial report is beneficial through real based earning management and 
less damaging to reputation in case of any legal action. On the other side, accrual based earning 
management has more serious legal implications and can damage the firm image.  

 

A family firm may manipulate the financial report either through real based earning management 
or accrual based earning management because the choice of earning management is based on the 
priority of non-economic goals. Family firm gives preference to trans-generation and family 
control over other goal. It motivates family firms to have lesser engagement in real based earning 
management (Gomez Mejia et al., 2014)  as shifting business to their next generation is one of 
the main agenda of non-economic goals of family firm (Chrisman and Patel, 2012). 

 

Therefore, these results lead to the conclusion that family firm in developing country like 
Pakistan use accrual based earning management in order to meet their earning targets. In 
addition, they have lesser propensity to engage in real based earning management as real based 
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earning management is hard to detect for the regulating bodies. However, once it comes to the 
knowledge of minority shareholders, the result is the loss of family control over the business. 
Moreover, in longer run, real based earning management can damage the business. For example, 
real actions like cut in R & D reduce the competitiveness of a company and it is hard for the 
company to survive for long as family firm wishes to shift their business to the next generation 
and have longer investment horizon instead of only focusing on short term wealth maximization 
strategy. Therefore, family firm has lesser engagement in real based earning management in 
order to maintain their socio-emotional wealth perspective. These results are in line with the 
prior work done by Achleitner et al., (2014). 

 

Following the prior literature, positive association of sales growth with real based earning 
management is found. Further, it is found that high leverage is less prone to involved in real 
based earning management. Dyreng et al. (2012) asserts that leverage lemmatizes the 
opportunistic behavior of management and act as an efficient monitoring mechanism. Hence, 
leverage minimizes the possibility of real based earning management. Further, It is found that 
firm with higher performance measure by ROA have less involvement in real based earning 
management. As real based earning management damage the firm performance in the longer run 
(Achleitner et al., 2014). Therefore, motivation behind high performance leads lesser real based 
earning management. The company size, non-family insider ownership, firm age and presence of 
loss has significant and negative relation. These findings are in line with the prior work done by 
Achleitner et al., (2014). Large Size Company has lesser involvement in real based earning 
management due to higher visibility as higher visibly do not allow companies to cut their R & D. 
Similarly, Loss firm get more visibility and face tight monitoring which reduced their propensity 



 

122  

to manipulate. Wang (2006) has said that experience firm has more expertise and reporting 
system which avoid manipulation. The audit quality has positive and significant relation 
indicating company audited by Big 4 have higher tendency to be involved in real earning 
management as compared to company that is not audited by Big 4. Rational behind this finding 
is that real earning management is not a violation of any law. Therefore, it is expected that firm 
may use real earning management as an alternate of accrual based earning management and 
hence more involve in real based when especially they have audit by big 4.  
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Table 4.13 Regression of Real Based Earning Management on Family Owned Business vs. non-Family Owned Business and Control 
Variable 

Panel A Exp 
Sign 

               Abdisexp 
Column (1) 

Abcfo 
Column (2) 

Abprod 
Column (3) 

Real REM 1 
Column (4) 

Real REM 2 
Column (5) 

FOB - -0.24*** 
(-3.14) 

 -0.94*** 
  (-4.23) 

 -0.01*** 
(-5.13) 

 0.59*** 
(3.34) 

 0.12** 
(2.94) 

 

FO -  -0.004*** 
(-3.18) 

 -0.341** 
(-2.43) 

 -0.001*** 
(-3.29) 

 0.17** 
(2.45) 

 0.002*** 
(3.54) 

Constant  0.07 
(1.38) 

0.08** 
(2.36) 

0.332*** 
(3.66) 

5.90 
(1.50) 

-0.132 
(-1.58) 

-0.002*** 
(-3.56) 

2.98 
(1.50) 

0.20** 
(3.73) 

-0.04 
(-1.53) 

0.02** 
(2.67) 

 R2  0.31 0.35 0.42 0.46 0.48 0.43 0.46 0.41 0.45 0.55 
N  768  768  768  768  768  

Full Model With control variable 
Panel B 

FOB - -0.15** 
(-4.80) 

 -0.90** 
(-2.29) 

 -0.01** 
(-2.11) 

 0.56*** 
(8.86) 

 0.07** 
(8.90) 

 

FO -  -0.002* 
(-1.78) 

 -0.19* 
(-1.67) 

 -0.01* 
(-2.10) 

 -0.09* 
(-1.67) 

 0.001** 
(2.02) 
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Control Variable 

CS 
 

 -0.006 
(-0.07) 

-0.003 
(-0.05) 

-3.20*** 
(-3.57) 

-4.62* 
(-1.68) 

0.012*** 
(4.80) 

0.013 
(1.53) 

-5.65*** 
(-6.37) 

-2.28* 
(-1.67) 

0.004* 
(1.69) 

0.003* 
(1.68) 

ROA  -0.01** 
(-2.23) 

-0.01** 
(-2.42) 

0.65*** 
(4.99) 

2.59*** 
(3.49) 

-0.01*** 
(-7.96) 

-0.01*** 
(-5.40) 

1.21** 
(2.21) 

1.27*** 
(3.39) 

-0.001* 
(-1.67) 

-0.001 
(-0.40) 

LEV  0.001 
(1.14) 

0.001*** 
(9.50) 

-0.21*** 
(-4.79) 

-0.59* 
(-1.71) 

0.001*** 
(4.53) 

0.000 
(1.33) 

-0.219 
(-1.60) 

-0.297* 
(-1.73) 

-0.001 
(-1.54) 

-0.001 
(-0.63) 

NFIO  -0.04** 
(-2.03) 

-0.004** 
(-2.80) 

-0.34 
(-1.38) 

-0.20 
(-1.12) 

0.001 
(0.58) 

0.001 
(0.29) 

0.02 
(0.47) 

-0.109 
(-1.17) 

0.002** 
(2.58) 

0.002*** 
(3.52) 

FA  0.098 
(1.54) 

0.087* 
(1.75) 

-0.29* 
(-1.94) 

-0.32 
(-0.75) 

-0.04*** 
(-3.79) 

-0.04 
(-2.63) 

-1.80 
(-0.77) 

-1.35 
(-0.62) 

-0.06* 
(-1.68) 

-0.06* 
(-1.60) 

POL  -0.034 
(-1.03) 

-0.026 
(-0.44) 

-0.21 
(-1.79) 

-0.75* 
(-1.82) 

-0.015** 
(-2.25) 

-0.008 
(-0.57) 

-3.46*** 
(-3.92) 

-3.811* 
(-1.83) 

0.007 
(0.50) 

0.002 
(0.08) 

SGR  0.001 
(1.15) 

0.001* 
(1.66) 

0.35*** 
(13.49) 

0.238*** 
(4.41) 

-0.001** 
(-2.34) 

-0.001*** 
(-6.56) 

0.02 
(0.63) 

0.10*** 
(3.85) 

-0.001* 
(-2.32) 

-0.001** 
(-2.85) 

AQ  -0.16 
(-0.73) 

-0.16* 
(-1.67) 

0.58** 
(3.15) 

0.98** 
(2.11) 

-0.04 
(-1.58) 

-0.04** 
(-1.99) 

0.79*** 
(5.17) 

0.48 
(0.040) 

0.07 
(0.59) 

0.07 
(1.30) 

Constant  0.199 
(0.61) 

0.189 
(0.52) 

7.743*** 
(7.89) 

15.103 
(0.61) 

0.1666*** 
(7.51) 

0.158*** 
(4.74) 

13.56* 
(1.78) 

12.02 
(1.20) 

-0.011 
(-0.07) 

-0.014 
(-0.08) 

Industry Year 
Fixed Effect 

 Yes Yes yes Yes Yes Yes Yes Yes Yes Yes 

Observation  768 
 

768 768 768 768 768 768 768 768 768 
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Notes: Panels A and B report the results of estimating equation (3.2).The *, **, *** represents the significant at 10%, 5%, and 1%, respectively. T-stat are 
presented in parentheses. Two proxies for FOWB are used (family owned Business): FO and FOB. FOB is a categorical variable. Which is coded as 1 if family 
owned at least 50% shares otherwise=o. FO  is a continuous variable which represents the percentage of shares held by family members. Five proxies of real 
based earning management are used (RBEM): Abdisexp, Abcfo, Abprod, Real REM 1, and Real REM 2.For variable definition, see Appendix. Pooled OLS 
regressions with significance levels based on Rogers standard errors adjusted for heteroscedasticity and two-way clustering by firm and fiscal year (Petersen, 
2009).  Variables Definition are given in Appendix 3. The following equation is estimated 
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R2  0.45 0.46 0.45 0.47 0.57 0.53 0.52 0.59 0.57 0.56 
            

F value  6.49 6.62 6.63 6.65 9.67 7.831 7.721 9.27 6.32 10.30 

Prob>F  0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 
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4.3.2.4 Real Earning Management and Family Ownership (2SLS) 
 
Present Study also takes care of the endogenity issue between real earning management and 
family ownership.  Existing Study is used two stage least square regression to estimate equation 
(3.14). Table 4.14 shows the results of estimation of Equation (3.14) on predicted value of family 
dummy for each proxies of real earning management are presented. As five different proxies 
abnormal discretionary expenses (Abdisexp), abnormal cash flow from operation (Abcfo), 
abnormal production cost (Abprod), Real based earning management (REM 1) , and Real based 
earning management (REM 2) of real earning management is employ. The coefficient estimates 
on the predicted values of family firms are negative and significant at conventional level for 
different proxies of real earning management. Even after controlling the issue of endogenity by 
using instrumental variable technique, the study finds that family firm has lesser involvement in 
real earning management as compare to real earning management in non-family firms. The result 
support hypothesis (H1b).  

 

For example, Column 1 of Table 4.14 describes that family firms has lower tendency as compare 
to non-family firm to report unusual discretionary expanses. It means management in family firm 
has lesser prone to cut their R & D budget or they may lower the tendency of trainings and 
advertisement in order to enhance its earning as compare to non-family firms. As coefficient on 
the predicted values family firms is -0.674, significant at conventional level, respectively for 
model 1. Hence, it elaborates that family firms report lower abnormal discretionary expanses as 
compare to non-family firms.  
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Further, Column 2 of table 4.14 describes that family firms has lower tendency as compare to 
non-family firm to report unusual levels of cash flow from operations. It means management in 
family firm has lesser prone to cut the product price or relax its credit standard in order to 
enhance its earning as compare to non-family firms. As coefficient estimates are -0.917, 
significant at conventional level respectively. Hence, it elaborates that family firm’s report lower 
abnormal cash flow from operation as compare to non-family firms.  

 

Moreover, column 3 of table 4.14 describes that family firms has lower tendency as compare to 
non-family firm to report higher abnormal production. It means management in family firm has 
lesser prone to over produce in order to decrease their production cost. As coefficient estimates 
on family firms are -0.459 and significant at conventional level, respectively for model 3. Hence, 
it elaborates that family firm’s report lower abnormal production cost as compare to non-family 
firm. Column 4 and 5 also describe the same results and indicates negative coefficient estimates 
on the predicted value of family firm for real REM 1 and real REM 2 (0.154 and 0.360 
respectively). As the results show the predicted sign on coefficient estimates of predicted value 
of family firm for all five proxies of real based earning management. Therefore, the results 
support the hypothesis 1b. 

 

Control variable of audit quality and sales growth has positive and significant relation. It means 
company audited by Big 4 and with higher sales growth would higher tendency to involved in 
real earning management as compare to company would not audited by Big 4 and with lesser 
sales growth. Further, firm having more experience would involve in real earning management 
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whereas firm performance, non-family insider ownership, and presence of loss has significant 
and negative relation with real earning management. The value of R2 of equation (4.2) is ranging 
from 0.46 to 0.57 for all models.
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Table 4.14: Two Stage (2SLS) Regression of Real Based Earning Management on Family Owned Business vs. non-Family Owned Business 
and Other Explanatory Variables 

 Exp 
Sign 

Column 1 
Abdisexp 

Column  2 
Abcfo 

Column  3 
Abprod 

Column  4 
Real REM 1 

Column  5 
Real REM 2 

Predicted 
Family 
Dummy 

 -0.67*** 
(-4.50) 

 -0.92*** 
(-9.63) 

 -0.46* 
(-1.96) 

 0.15*** 
(10.17) 

 0.36*** 
(4.47) 

 

CS  -0.001** 
(-2.17) 

 -0.002** 
(-2.14) 

 -0.002** 
(-2.34) 

 -0.001** 
(-2.56) 

 -0.003** 
(-2.73) 

 

ROA  -0.007* 
(-1.78) 

 -0.041*** 
(-7.36) 

 -0.008*** 
(-11.36) 

 -0.042*** 
(-7.04) 

 -0.001* 
(-1.90) 

 

LEV  0.001 
(0.56) 

 -0.001 
(-0.47) 

 0.001 
(0.37) 

 0.001 
(0.73) 

 -0.001 
(-0.52) 

 

NFIO  -0.005**** 
(-3.82) 

 -0.001*  
(-1.83) 

 -0.001** 
(-2.17) 

 -0.002 
(0.397) 

 0.003*** 
(4.20) 

 

Ln(FA)  0.06* 
(1.73) 

 0.07* 
(1.75) 

 0.024** 
(2.15) 

 0.101 
(0.89) 

 0.044* 
(1.68) 

 

POL  -0.04 
(-0.72) 

 -0.20* 
(-1.67) 

 -0.19* 
(-1.87) 

 -0.107* 
(-1.95) 

 -0.012* 
(1.89) 

 

SGR  0.001* 
(1.89) 

 0.001* 
(1.87) 

 0.001*** 
(6.45) 

 0.001* 
(1.86) 

 0.001* 
(1.70) 
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AQ  0.14* 
(1.82) 

 0.31** 
(2.46) 

 0.02* 
(1.82) 

 0.17* 
(1.86) 

 0.06* 
(1.89) 

 

Industry Year 
Fixed Effect 

 Yes  Yes  Yes  Yes  Yes  
Observation  768  768  768  768  768  
 Constant  0.42* 

(0.05) 
 0.54*** 

(4.28) 
 0.02 

(0.37) 
 0.99*** 

(3.36) 
 0.19* 

(1.76) 
 

R2  0.46  0.57  0.40  0.56  0.57  
Wald test (P-
value) 

 234.89(0.0
0) 

 342.90(0.00)  456.78(0.00)  453.89(0.00)  654.12(0.0)  
First Stage-F 
test (P-value) 

 34.75(0.00)  41.90(0.00)  33.61(0.00)  51.63(0.00)  34.45(0.00)  
Hansen J   132.15(0.4

4) 
 161.34(0.41)  121.46(0.65)  122.91(0.34)  145.87(0.51)  

Endogeneity 
test(P-value) 

 323.67(0.0
0) 

 426.67(0.00)  313.46(0.00)  754.21(0.00)  632.91(0.00)  
Notes: Panels A and B report the results of estimating equation (4.2). The table exhibits 2SLS regression output with robust standard error in order to correct 
heteroscadasticity. Significant The *, **, *** represents the significant at 10%, 5%, and 1%, respectively. T-stat are presented in parentheses. Two proxies for FOB (family 
owned Business): FAM_OWN and FF_DUMMY are used. Five proxies of real based earning management are used (RBEM): Abdisexp, Abcfo, Abprod, Real REM 1 , and Real 
REM 2.For variable definition, see Appendix 3.Value of first stage regression and insignificant value of Hansen’s J test ensures that instrumental variable are relevant and 
valid. Besides, significant value of Wald test implies that all models are correctly specified. The robust standard errors are reported in the parenthesis.  
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4.3.3 Financial reporting quality, Family Ownership, and Investment Efficiency (Result for 
Hypothesis 2 and 3) 
 
To test the second and third hypothesis, existing study use pooled OLS regression clustered at 
firm and year level using equation (3.3).  Two measures of family controlled companies namely 
family-owned Business (FOB) and family Ownership (FO). Table 4.15 describes the results of 
the estimation of equation (3.3). The Model- 1 and Model- 3 of the Table 4.15 report the 
estimation of equation (3.3) without taking into account the effect of control variables. Our 
results suggest that  investment is more efficient in family controlled companies as compared to 
non-family controlled companies as the coefficients of family firm are positive (FOB =0.13 and  
FO =0.10) and significant at 1% and 5% level. Our results further suggest that, higher financial 
reporting quality is also associated with higher investment efficiency. 

 

The Model -2 and Model-4 reports the result of investment efficiency with financial reporting 
quality and two different measures of family firm by taking into account the effect of control 
variables as well. The results suggest the positive and significant relation of family ownership 
and financial reporting quality with investment efficiency. These results support the hypotheses 2 
and 3 that higher financial reporting quality and family ownership acts as a monitoring 
mechanism and enhance the investment efficiency of the firm.  

 

These results lead to conclusions that higher financial reporting quality and family ownership is 
associated with higher investment efficiency. The results show that higher financial reporting 
quality mitigate the problem of over and under investment as information gap between manager 
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and capital supplier provide advantage to the company management to play with the excess 
money. This asymmetric information generates “moral hazard” and “adverse selection”. 
Potential shareholder is likely to purchase shares at a higher price due to this misleading 
information. It enables opportunistic manager to misuse excess money and invest in 
unproductive projects. 

 

On the other side, lack of monitoring after making an investment in company also provides 
opportunity to management to impose personal agenda either through over or under-investment. 
Several scholars like (Linck et al., 2013; Gomraiz and Ballesta, 2014; Cheng et al., 2013; Di 
Meo et al., 2014) find that these asymmetric information gaps can be reduce through higher 
financial reporting quality as higher FRQ bring shareholder and management on a uniform level 
in context of company information. Therefore, it is difficult for manager to sell securities at 
higher price and the management with positive NPV project also gets an opportunity to sell 
shares at a lower price. Therefore, higher financial reporting quality eliminates the adverse 
selection problem.  In addition, it also enables shareholder to monitor the actions of top 
management, and hence reducing moral hazard problem since it counters the personal agenda of 
a manager resulting in lesser conflict between manager and capital supplier. Therefore, higher 
FRQ reduces the propensity of over and under-investment problem. 

 

The results reveal that family ownership is positively associated with investment efficiency. 
Further, results show that family ownership may also mitigate the over and under investment 
problem. In family owned businesses, most of the CEO’s belong to the same family. Therefore, 
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alignment effect outreaches the entrenchment effect as family shareholder and management 
shares the same vision and have same long-run investment horizon. According to SEW theory, a 
family firm may want to preserve their socio-emotional wealth agenda of dynasty succession. 
This agenda motivates and binds the family business to conduct the business operation with 
reference goal of dynasty succession.  

 

The desire to shift business to their next generation is not be possible if family firms invest in 
inefficient projects. Therefore, family firm does not sacrifice their long-run agenda for the gain 
of short-run benefit. On the other side, non-family firm management will prefer short-run profits. 
Further, agency problem 1 in non-family firm due to the poor monitoring mechanism will lead to 
an inefficient investment. Therefore, family firms have more efficient investments as compared 
to non-family firms. 

 

Further, prior literature argues that family owned business are averse to risk as they invest all 
their money in one business and have undiversified nature of investment. Hence family firm are 
more prone to under-investment as compared to non-family owned business (Chen and Hsu, 
2009; Block, 2012). 

 

However, in case of Pakistan this argument has not prevailed as most of the family owned 
business faces lower risk concern due to their diversified nature of investment. In Pakistan, 
family controls the business through cross holdings and “the pyramid scheme”. This structure 
reduces the risk concern (Tsao et al., 2015). Therefore, in emerging market like Pakistan 
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alignment effect, reduced information asymmetry, efficient monitoring, and long term horizon, 
and the preservation of socio-emotional wealth reduce the propensity of under investment in 
family firms as compared to non-family firms. 

 

This is in line key argument of the study that, in family controlled companies, most of the CEO’s 
belong to the same family. Therefore, alignment effect outreaches the entrenchment effect as 
family shareholder and management shares the same vision and have same long-run investment 
horizon. According to SEW theory, a family firm may want to preserve their socio-emotional 
wealth agenda of dynasty succession. This agenda motivates and compels the family companies 
to conduct the companies operation with a goal of dynasty succession. The desire to shift 
business to their next generation would not be possible if family firms invest in inefficient 
projects. Therefore, family firm would not sacrifice their long-run agenda for the gain of short-
run benefit. On the other side, non-family firm management would prefer short-run profits. 

 

Following the prior literature (Biddle at al., 2009; Gomraiz and Ballesta, 2014) same coefficients 
estimates direction is found. For example, it is found that firm age has a positive and significant 
relation with investment efficiency for all two models. It elaborates that firm with more 
experience put their assets in efficient baskets. Further, company size has a significant and 
negative coefficient, showing that a large size company leads to lower efficient investment. Also, 
presence of loss has negative relation with investment efficiency. In addition, Z-score which 
measure the financial strength of the company is positively associated with investment 
efficiency. Moreover, tangibility and Cashflow form operation is negatively associated with 
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investment efficiency. Further, financial leverage is positively associated with investment 
efficiency. It means leverage keep management in discipline and avoid the adverse selection and 
moral hazard problem. 
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Table 4.15: Regression of Investment Efficiency on Financial Reporting Quality, Family 
Owned Business vs. Non-Family Owned Business and Control Variables 
 Model 1 Model 2 Model 3 Model 4 
     
 Independent 
variables  

Without Control 
Variables 

With Control 
Variables 

Without Control 
Variables 

With Control 
Variables 

FOB 0.13***   
(6.16) 

0.12*** 
(4.97) 

- - 

FO - - 0.001***  
 (2.62) 

0.001*  
(1.67) 

FRQ_KA 0.33*** 
(3.87) 

0.13*** 
 (3.90) 

0.27***  
(3.56) 

0.15***  
(4.56) 

Control Variables 
FA - 0.06*   

(1.61) 
 0.06*  

 (1.67) 
SCS - -0.001*** 

 (-7.74) 
- -0.001** 

 (-3.74) 
CS - -0.008* 

 (-1.66) 
- -0.009 

 (-0.33) 
POL - -0.14*  

(-1.67) 
- -0.14* 

(-1.70) 
ZSCR - 0.002***  

(3.53) 
- 0.003*  

(1.67) 
CA - -0.09*  

(-1.79) 
- -0.08* 

 (-1.86) 
TANG - -0.02*  

(-1.65) 
- -0.01* 

 (-1.91) 
LEV - 0.001* 

 (1.67) 
- 0.01* 

 (1.70) 
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 R2 0.009 0.35 0.003 0.46 
Constant -0.24*** 

 (-4.57) 
-0.39*** 
(-4.81) 

-0.24***  
(-7.07) 

-0.39* 
 (-1.82) 

N 768 768 768 768 
Industry Dummy  Yes Yes Yes Yes 
Year Dummy  Yes Yes Yes Yes 
F- Stat (P>F) 8.670 

(0.001) 
9.352 
(0.000) 

10.127 
(0.012) 

8.451 
(0.002) 

Note: Since we are considering two measures of family controlled companies, we separately test four models using 
same equation. In first model, we measures Family Owned Business (FOB) as a categorical variable and regressed 
it on investment efficiency without considering control variables into the pooled regression model. When then take 
into account the effect of control variable in the model 2.  In the model 3 and model 4, we considered Family 
Ownership (FO) as continuous variable and regressed it on investment efficiency without and with considering the 
effect of control variables respectively. FOB is a categorical variable. Which is coded as 1 if family Controlled at 
least 50% shares otherwise=o. FO is a continuous variable which represents the percentage of shares held by 
family members .The  absolute value of the residuals of Kasznik Model (1999) after multiplying by -1 as proxy of 
financial reporting quality. For variable definition, see Appendix-3. Pooled OLS regressions with significance levels 
based on Rogers standard errors adjusted for heteroscedasticity and two-way clustering by firm and fiscal year 
(Petersen, 2009). *, **, *** represents the significant at 10%, 5%, and 1%,, respectively. T-statistics are presented 
in the parentheses.  
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4.3.4 Financial Reporting quality, Family Ownership, over and under investment (Result for 
Hypothesis 2a,  2b, 3a and 3b) 
 
Next, recent study test the impact of financial reporting quality and family ownership on over 
and under investment using equation (3.3). Existing study is used multinomial logistic 
regression.  The results of estimated equations are reported in the Table-4.16 and divided into 
four columns.  The equation (3.3) tests the impact of family firm and FRQ on the over and under 
investment. Present stud divide the investment residuals in to three quartiles. The bottom quartile 
considers those firms that deviate from the normal investment and under invest. Top quartile 
considers as those firms that deviate from the normal investment and over invest. Finally, the 
middle quartile considers as benchmark group of normal investment firm.  

 

The columns 1 and 3 of the Table-4.16 report the coefficients of FOB and FRQ_KA in a scenario 
of under and overinvestment vs benchmark investment when control variables are not considered 
into Multinomial Logistic Regression. The results of column 1 and 3 suggest that firms with 
family-controlled business has lower tendency to under and over invest as compared to non-
family controlled business. Put it differently, family controlled business has a tendency made 
efficient investment as compared to non-family controlled business. Further, I note that, firms 
with higher FRQ reduces the under and overinvestment. Our results for these particular estimates 
are robust when Iadd control variables in the equation (3.4). The results with controlled variables 
are reported in the columns 2 and 4.  
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The results are consistent with the notion that higher financial reporting quality mitigates the 
problem of over and under investment as information gap between manager and capital supplier 
provide advantage to the company management to play with the excess money. This asymmetric 
information generates “moral hazard” and “adverse selection”. Potential shareholder is likely to 
purchase shares at a higher price due to this misleading information. Hence, it enables 
opportunistic manager to misuse excess money and invest in unproductive projects. On the other 
side, lack of monitoring after making an investment in a company also provides opportunity to 
management to impose personal agenda either through over or under-investment. Several studies 
(i.e. Linck et al., 2013; Gomraiz and Ballesta, 2013; Cheng et al., 2013; Di Meo et al., 2014) find 
that,  asymmetric information gaps can be reduce through higher financial reporting quality as 
higher FRQ bring shareholder and management on a uniform level in context of company 
information. As Higher FRQ enables shareholder to purchase share at fair price, therefore, higher 
financial reporting quality eliminates the adverse selection problem.  In addition, it also enables 
shareholder to monitor the actions of top management, and hence reducing moral hazard problem 
since it counters the personal agenda of a manager resulting in lesser conflict between manager 
and capital supplier. Therefore, higher FRQ would reduce the propensity of over and under-
investment problem. On the other side, lower agency problem in family controlled companies, 
efficient monitoring, and longer investment horizon limits the opportunistic behavior of manager 
and hence reduce the propensity of over-investment .  

 

Further, prior literature argues that family controlled companies are averse to risk as they invest 
all their money in one company and have undiversified nature of investment. Hence family firm 
are more prone to under-investment as compared to non-family Controlled Companies (Chen and 
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Hsu, 2009; Block, 2012).However, in case of Pakistan this argument has not prevailed as most of 
the family controlled companies faces lower risk concern due to their diversified nature of 
investment. In Pakistan, family controls the Companies through cross holdings and “the pyramid 
scheme”. This structure reduces the risk concern (Tsao et al., 2015). Therefore, in emerging 
market like Pakistan family firms reduce the propensity of under investment.  

 

Following the prior literature (Biddle and Hilary, 2006; Biddle et al., 2009; Gomraiz and 
Ballesta, 2014) similar results is found. When the study considers the explanatory variable, 
tangibility is positively associated with over and under investment. Further, financial leverage is 
negatively associated with over and under investment. It means higher debt financing would act 
as a monitoring mechanism and hence reduce the investment in-efficiency. Moreover, Firm age 
has a negative and significant relation with investment in-efficiency. It elaborates that firm with 
more experience has lesser tendency to over and under invest. Further, company size has a 
significant and negative coefficient, showing that a large size company leads to lesser over and 
under investment. Also, presence of loss has a negative relation with over and under investment. 
In addition, z-score which measure the financial strength of the company is also negatively 
associated with over and under investment. 
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Table-4.16: Multinomial LOGIT Regression of Over and Under Investment on Financial 
Reporting Quality, Family Owned Business vs. non-Family Owned Business and Control 
Variables 
 Column 1 Column 2 Column 3 Column 4 
 Underinvestment 

Vs Benchmark 
Investment 

Underinvestment 
Vs Benchmark 
Investment 

Overinvestment Vs  
Benchmark 
Investment 

Overinvestment 
Vs  Benchmark 
Investment  

Independent 
variables 

Without Control 
Variables 

With Control 
Variables 

Without Control 
Variables 

With Control 
Variables 

FOB -0.282*** 
(-8.47) 

-0.009*** 
(-2.58) 

-0.341*** 
(-5.7) 

-0.002* 
(-1.79) 

FRQ_KA -0.034*** 
(-3.1) 

-0.008*** 
(-2.67) 

-0.065*** 
(-4.56) 

-0.05*** 
(-3.45) 

Control Variables 
FA - -0.316* 

(-1.78) 
- -0.157* 

(-1.780 
SCS - 0.001* 

(1.96) 
- -0.001* 

(-1.66) 
CS - -0.076 

(-0.67) 
- 0.025 

(0.55) 
POL - 0.093 

(0.52) 
- -0.305* 

(-1.67) 
ZSCR - 0.0021** 

(2.30) 
- -0.004* 

(-1.70) 
CA - -0.882** 

(-2.01) 
- -0.470* 

(-1.71) 
TANG - 0.014* 

(1.78) 
- 0.063* 

(1.80) 
LEV - -0.009* 

(-1.78) 
- -0.004* 

(-1.81) 
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Pseudo R2 0.005 0.450 0.006 0.560 
Constant -0.618*** 

(-9.8) 
0.90* 
(1.67) 

-1.027*** 
(-2.63) 

-0.0232* 
(-1.80) 

Industry 
Dummy 

Yes Yes Yes Yes 

Year Dummy Yes Yes Yes Yes 
No of Firm 
years 

768 768 768 768 

Note: This table presents results from multinomial logit pooled regressions. The dependent variable is based on the 
level of unexplained investment. Investment inefficiency is separates in its two forms, Overinvestment and under 
investment. Following the approach of Biddle et al. (2009) we divide the residuals which is obtained through 
estimation of equation (3.11) in to three quartiles. Residuals in the bottom quartile would consider as under 
investment firm whereas firms in the top quartile would considered as over invested firm. However, firm in the 
middle quartile would consider as efficient invested firms and used as benchmark against over and under 
investment. T-Statistics are presented in parenthesis below the coefficients and are corrected for heteroscedasticity, 
and clustering of observations by firm.***,**,and*denote significance at the1%,5%,and10% levels, respectively. FF 
is a categorical variable. Which is coded as 1 if family owned at least 50% shares otherwise=0.The Variables 
Definition are given in Appendix 3. The following model is estimated. 
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4.3.5 Moderating effect of Family Ownership on the relation of Financial Reporting quality and 
Investment Efficiency (Result for Hypothesis 4) 
 
This section extends analysis to examine whether family Owned firms increases (Decreases) the 
impact of FRQ on investment efficiency. To this end, Present study estimate equation (3.5) 
through Pool OLS regression and results are reported in the Table-4.17.  Here existing study 
construct three measures of FRQ using Kasznik (1999), McNichols and Stubben (2008), and 
aggregate measure and thereby reported in the results in three columns. The results reported in 
the Table- 4.17 suggest that coefficient estimates of family ownership and financial reporting 
quality are positive and significant as expected. This implies that higher FRQ and higher family 
ownership mitigates principal agent conflict and enhances the investment efficiency. In addition, 
coefficient estimates of interaction term (FRQ*FOB) are positive and significant. These results 
confirm that impact of FRQ on investment efficiency is different for family and non-family 
firms. Furthermore, result shows that impact of financial reporting quality on investment 
efficiency is stronger for family firm as compared to non-family firm. For example, in case of 
non-family firms, the effect of financial reporting quality on investment efficiency (β2= 0.144). 
On the other side, for family firms, the effect of financial reporting quality on investment 
efficiency is (β4=0.271). Overall, financial reporting quality effect on investment efficiency for 
family firm is (β2+ β4=0.415) compare to non-family firm (β2=0.144).  Drawing the results of the 
Table-4.17, I note that family owned firms have significantly higher efficient investment as 
compared to non-family firm. However, as financial reporting quality increases, the impact of 
family ownership on investment efficiency is get higher.  
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The conclusion on the economic consequences of financial reporting quality for family vs. non-
family owned business is not same in terms of investment efficiency. Present study finds that 
effect of financial reporting quality on investment efficiency is higher for family owned business 
as compared to non-family owned business. Further, it find that higher financial reporting quality 
in family owned business reduce the under and over-investment problem. 

 

In non-family owned business, interest of share holder and manger are not aligned. Therefore, it 
allows managers to execute their personal agenda. In addition, non-family owned businesses 
operate in view of the shorter term. Here, mangers prefer shorter-term goals as they face greater 
market pressure and their incentives are attached to short-term performance (Anderson et al., 
2012; Craig and Dibrell, 2006).  Hence, in non family controlled companies the effect of 
financial reporting quality on investment efficiency is weaker. On the other side, in family 
owned companies, agency problem is less serious. Family-owned businesses face varying extents 
of the agency problem. For instance, the severity of agency problem I will be less in family-
owned businesses than nonfamily businesses. This is because family-owned businesses are much 
more efficient at monitoring mangers than nonfamily businesses are (Fama, 1980; Stein, 1988; 
Potter, 1992; Tong, 2007). Efficient monitoring in family-owned businesses is due to their 
greater knowledge about the business besides the greater ownership involvement (Anderson and 
Reeb, 2003; Chen et al., 2008). Here most of the time family member belongs to the same 
family.  
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Additionally, family-owned companies run their business keeping in view the longer horizon, 
Further, family-owned businesses face less market pressure and are much more concerned with 
achieving family members’ goals. Thus, these companies follow and practice long-term policies, 
which is in line with the long-term perspective of family members. For example, Schimd et al. 
(2014) in Italy and Tsao et al. (2015) in Taiwan identified a higher intensity of Research and 
Development (R&D) in family-owned businesses compare to nonfamily-owned businesses.   

 

Further, preservation of socioemotional wealth is also outsight the entrenchment hypothesis. 
Next, the socioemotional wealth theory considers the preservation of socioemotional wealth as a 
fundamental reference point in making strategic decisions (Gomez-Mejia et al., 2007). Dynastic 
succession is one of the key dimensions of socioemotional wealth that is taken into consideration 
by family-owned businesses in decision making (Berrone-Cruz et al., 2012). Hence, in family 
owned business the influence of financial reporting quality on investment efficiency is stronger 
as compare to no-family owned business. 
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Table 4.17 Regression of Investment Efficiency on Financial Reporting Quality, Family 
Owned Business Vs non-Family Owned Business and Interaction 

Independent 
Variables 

Column (1) Column(2) Column(3) 

 
FRQ_KA 

0.144* 
(1.68) 

- - 

FRQ_NIC - 0.106* 
(5.86) 

- 

FRQ_AVG - - 0.204** 
(2.59) 

FOB 0.070** 
(18.70) 

0.073** 
(135.950 

0.070** 
(30.90) 

FOB*FRQ 0.271* 
(10.13) 

0.411** 
(5.20) 

0.317** 
(3.75) 

LEV 0.001* 
(1.91) 

0.001** 
(4.28) 

0.001** 
(4.48) 

CS 0.024* 
(4.91) 

0.023** 
(5.93) 

0.022** 
(6.06) 

ZSCR 0.01* 
(2.69) 

0.001* 
(1.69) 

0.001* 
(1.62) 

TANG 0.143** 
(6.57) 

0.114** 
(6.92) 

0.1110* 
(5.58) 

Tobin Q -0.001* 
(-1.69) 

0.001* 
(1.69) 

0.001* 
(1.69) 

LN(FA) 0.022** 
(9.61) 

0.022* 
(3.89) 

0.021** 
(3.69) 

SCS -0.001** 
(-17.62) 

-0.001** 
(-8.51) 

-0.001* 
(-6.21) 

AQ 0.028* 0.027* 0.026* 
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*, **, *** represents the significant at10%, 5%, and 1%, respectively. T-stat are 
presented in parentheses. FOB is a categorical variable. Which is coded as 1 if family 
Controlled at least 50% shares otherwise=o. Pooled OLS regressions with significance 
levels based on Rogers standard errors adjusted for Heteroscedasticity and two-way 
clustering by firm and fiscal year (Petersen, 2009). The Variables Definition are given 
in Appendix 3.  
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(1.77) (1.74) (1.74) 
Intercept -0.305** 

(-8.17) 
-0.309* 
(-10.78) 

-0.302* 
(-11.5) 

R2 0.49 0.48 0.49 
Test β2+β4  10.40*** 11.67*** 10.98*** 
Observation 768 768 768 
F-stat 10.45 9.87 7.53 
P>F 0.000 0.002 0.000 
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4.3.5.1 Financial Reporting Quality and Investment Efficiency (2SLS). 
 
Present Study also takes care of the endogenity issue between financial reporting quality and 
Investment efficiency (Chen et al., 2011).  Existing study is used 2SLS approach to test Equation 
(3.16).Table 4.18 and 4.19 present the results after capturing the issue of endogenity. Two stage 
least square regressions is employed. In first stage,  ROA is used as an instrument variable to find 
out the predicted value of FRQ. In second stage, this study replaces the predicted value of FRQ 
obtained from first stage regression of Equation (3.15) in equation (3.16). Present study estimate 
equation (3.15) and (3.16) separately for two proxies of FRQ (i.e FRQ_KA and FRQ_NIC) 
Table 4.18 and 4.19 reports the result of estimation of equation (3.15) for FRQ_KA and 
FRQ_NIC). Result report in Table 4.18 and 4.19 draws the same conclusion which also supports 
that family ownership and higher FRQ enhances the investment efficiency of the firm. In 
addition, result shows that for family owned business the impact of FRQ on investment 
efficiency is stronger whereas for non-family owned business impact is weaker.
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Table 4.18 Two Stage Regression for Financial Reporting Quality, Family Owned Business and Investment 
Efficiency 
 First Stage Second stage 
  Investment Efficiency 

(IE) 
Over 
Investment 
(OI) 

Under Investment (UI) 

Instrument Variable 
ROA 
 

0.001*** 
(3.66) 

   

Predicted FRQ  0.617** 
(1.95) 

-.955* 
(1.76) 

-0.894* 
(-1.74) 

FOB 0.030*** 
(14.750 

0.112* 
(1.71) 

-.119* 
(-1.86) 

-0.093* 
(-1.84) 

FOB*FRQ 0.945*** 
(40.78) 

0.537* 
(1.76) 

-0.37* 
(-1.97) 

-0.931* 
(-1.95) 

LEV 0.002*** 
(3.22) 

-0.01* 
(-1.77) 

-0.002* 
(-1.76) 

-0.001* 
(-1.81) 

CS 0.004*** 
(3.32) 

-0.006* 
(-1.65) 

-0.038* 
(-1.84) 

0.036* 
(1.87) 

ZSCR 0.001** 
(2.80) 

-0.001* 
(-1.74) 

-0.007*** 
(-5.19) 

0.013** 
(5.57) 

TANG 0.003* 
(1.74) 

-0.013* 
(-1.98) 

-0.036** 
(-2.97) 

0.034* 
(1.86) 

Tobin Q 0.001* 
(1.75) 

0.001* 
(1.66) 

-0.003** 
(-2.80) 

0.001* 
(1.86) 

Ln(FA) 0.003** 
(2.39) 

0.0003* 
(1.98) 

-0.074* 
(-1.76) 

-0.052* 
(-1.84) 

SCS 0.06* 
(1.69) 

-0.91*** 
(-6.95) 

-0.074*** 
(-13.14) 

0.001** 
(2.70) 

AQ 0.003* 
(1.67) 

1.68* 
(1.69) 

-0.006*** 
(-7.36) 

0.078* 
(1.69) 
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Intercept -0.075*** 
(-3.64) 

0.148* 
(1.70) 

1.386** 
(2.47) 

1.957*** 
(3.19) 

Test β2+β4 10.64*** 8.73** 6.72*** 9.41** 

R2 0.43 0.69 
 

0.51 
 

0.68 
 

Wald test (P-value) 364.20(0.00)    

First Stage-F test (P-value) 45.87(0.00)    

Hansen’J  112.45(0.345)    

Endogeneity test((P-value) 345.67(0.00)    

Observation 768 768 768 768 

The table exhibits 2SLS regression output with robust standard error in order to correct heteroscedasticity. Significant value of first stage 
regression and insignificant value of Hansen’s J test ensures that instrumental variable are relevant and valid. Besides, significant value 
of Wald test implies that all models are correctly specified. The robust standard errors are reported in the parenthesis. Here  FRQ_KA is 
uses as a proxy of FRQ.***, ** and * indicates the coefficient are significant at 1%, 5 % and 10 % significantly.   See Variables 
Definition is given in Appendix 3. 
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 Table 4.19 Regression of over and under Investment on Financial Reporting Quality(Model of McNichlos and  
  Stubben (2008) , Family Owned Business Vs non-Family Owned Business and Interaction              
  (Two Stage Regression) 

 First Stage Second stage 

  Investment 
Efficiency(IE) 
 

Over 
Investment(OI) 

Under Investment (UI) 

   Instrument Variable 
   ROA 
 

0.002** 
(2.14) 

   

  Other Variable     

 Predicted FRQ_NIC  0.283* 
(1.67) 

-0.078* 
(-1.69) 

-0.323* 
(-1.70) 

 Family Firm 0.063*** 
(30.80) 

0.051*** 
(5.13) 

-0.003* 
(1.68) 

-0.279*** 
(-3.09) 

 Family Firm*FRQ 0.787*** 
(7.32) 

0.398* 
(1.98) 

-0.141* 
(-1.68) 

-0.304* 
(-1.80) 

 LEV -0.001* 
(1.62) 

0.001** 
(2.27) 

-0.001*** 
(-4.99) 

-0.002*** 
(-7.35) 

 CS 0.006** 
(2.63) 

0.022*** 
(17.23) 

0.008* 
(-1.69) 

-0.033* 
(-1.69) 

 ZSCR 0.006*** 
(4.15) 

0.001* 
(1.68) 

-0.006** 
(-2.09) 

0.009** 
(2.67) 

 TANG 0.005* 
(1.69) 

0.009* 
(1.71) 
 

0.004* 
(1.71) 

-0.021* 
(-1.76) 

 Tobin Q 0.001*** 
(12.69) 

0.001* 
(1.86) 

-0.004** 
(-2.58) 

0.001* 
(1.67) 

 FA -0.003** 
(-2.10) 

0.023*** 
(3.88) 

-0.017* 
(-1.70) 

-0.087*** 
(-4.70) 

 SCS -1.30* 
(-1.91) 

-0.001*** 
(-12.34) 

-0.001*** 
(-31.08) 

0.001*** 
(3.73) 
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 AQ 0.0158* 
(1.86) 

0.025* 
(1.64) 

-0.048* 
(-1.71) 

0.025* 
(1.74) 

 Intercept -0.052*** 
(-3.20) 

-0.303*** 
(-34.02) 

0.641** 
(2.63) 

2.954*** 
(9.467) 

 Test β1+β3 9.81*** 11.37*** 9.97*** 7.84** 

  R2 0.61 0.59 0.47 0.66 

 Wald test (P-value) 243.89(0.00)    

 First Stage- F test (P-value) 22.32(0.00)    

 Hansen’J  193.08(0.678)    

 Endogeneity test((P-value) 4568.20(0.00)    

 Observations 768 768 768 768 

 The table exhibits 2SLS regression output with robust standard error in order to correct heteroscedasticity. Significant value of first stage 
regression and insignificant value of Hansen’s J test ensures that instrumental variable is relevant and valid. Besides, significant value of Wald 
test implies that all models are correctly specified. The robust standard errors are reported in the parenthesis. Here FRQ is measure by 
FRQ_NIC. See variable definition in Appendix 3.***, ** and * indicates the coefficient are significant at 1%, 5 % and 10 % significantly.   
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4.3.5.2 Generalized Method of Moment (GMM) 
 
Table 4.20 presents the results of estimation of equation (3.5) with two step system GMM. 
Hansen test result is reported in Table 4.20 confirm the validity of instruments. Further, results 
indicate the moderating effect of FRQ on Investment efficiency. It confirms the hypotheses 4 and 
earling findings from Pooled and 2SLS estimation approaches. 
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Table 4.20 Investment Efficiency Results by GMM Regression  
 Investment Efficiency Over Investment Under Investment 
FRQ_KA 
 

0.198** 
(3.13) 

-0.363** 
(-2.04) 

-0.159* 
(-1.73) 

FOB 0.558** 
(2.01) 

-0.436* 
(-1.71) 

-0.139* 
(-1.92) 

FOB*FRQ 0.229** 
(1.79) 

-0.912** 
(-2.49) 

-0.367** 
(-2.43) 

Lev 0.108 
(1.22) 

0.106** 
(2.17) 

0.005 
(0.12) 

FA 0.118 
(1.28) 

0.094 
(0.11) 

-0.269 
(-0.61) 

SCS -0.871* 
(-1.96) 

-0.001* 
(-1.89) 

0.001*** 
(3.54) 

Z SCR 0.056* 
(1.67) 

0.003 
(0.57) 

0.013** 
(2.89) 

Tobin Q 0.001 
(0.16) 

-0.004 
(-0.43) 

-0.003 
(-0.64) 

POL -0.931 
(-0.75) 

-0.185** 
(-2.11) 

0.051 
(0.81) 

TANG -0.147 
(-1.04) 

-0.007 
(-0.11) 

-0.030 
(-1.12) 
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L.IE 0.127* 
(1.84) 

0.027* 
(1.81) 

0.030* 
(1.82) 

Wald test (P-value) 397.45(0.00) 249.64(0.00) 1786.90(0.00) 

AR(1)(P-value) 6.90(0.00) 5.89(0.00) 7.90(0.00) 

AR(2)(P-value) 7.51(0.876) 2.69(0.765) 1.07(0.356) 

First Stage- F test (P-value) 42.32(0.00) 65.69(0.00) 34.54(0.00) 

Hansen’J  156.77(0.448) 174.82(0.510) 149.57(0.544) 

Endogeneity test((P-value) 6578.20(0.00) 65789.04(0.00) 45789.61(0.00) 

 test of Heteroscedasticity 6784.47(0.00) 6751.45 (0.00) 2341.04(0.00) 

Observation 531 200 160 

The table exhibits GMM regression output with robust standard error in order to correct heteroscedasticity. Significant value of first stage regression 
and insignificant value of Hansen’s J test ensures that instrumental variable are relevant and valid. Significant value of AR(1), Breush – 
Pagan/Godfrey/Cook-Weisberg test and Durbin- Wu- Hausman test show there involves serial correlation, Heteroscedasticity and endogeneity and 
justify the use of GMM specification. Besides, singnificant value of Wald test implies that all models are correctly specified. The robust standard 
errors are reported in the parenthesis. See variable definition in Appendix 3. 
***, ** and * indicates the coefficient are significant at 1%, 5 % and 10 % significantly.   
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4.3.5.3:  Feasible Generalized Least Square Regression (FGLS) 
 
Present study is also estimate Equation 3.1, 3.2, 3.3, and 3.5 to test the hypothesis using FGLS. 
As Feasible Generalized Least Squares (FGLS) Regression in panel data analysis allows 
estimation in the presence of AR(1) autocorrelation within panels and cross-sectional correlation 
and heteroscedasticity across panels (Davidson et al., 1993). Result reports in Table 4.21 and 
4.22 using FGLS is consistent with the earlier used estimation techniques. Table 4.21 columns 
(1) indicate that family owned business has more involvement in accrual based earning 
management. Further, Colum II,III, and IV in Table 4.21 indicate that family owned business has 
lower involvement in real earning management as compare to non-family owned business. 

 

Column I of Table 4.21 shows the impact of FRQ and family ownership on investment efficiency 
whereas Column II of Table 4.22 indicates the moderation effect of family ownership on FRQ 
and investment efficiency.  Overall, result indicates that family owned business and firm with 
higher FRQ has higher investment efficiency. Furthermore, impact of higher FRQ on investment 
efficiency is different for family and non-family owned business. 
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Table 4.21 FGLS of Accrual and Real Earning Management on Family Owned Business Vs 
non-Family Owned Business.  

Note: *, **, *** represents the significant at10%, 5%, and 1%, respectively. For variable definition, see Appendix-3.  

Independent Variables AEM REM 

  
Column (I) 

Abdisexp 
Column(II) 
 

Abcfo 
Column(III) 

Abprod 
Column(IV) 

FOB 0.010* 
(2.73) 

-0.194*** 
(-8.92) 

-0.369** 
(-2.20) 

-0.003** 
(-2.52) 

CS 0.003** 
(3.26) 

0.004 
(0.66) 

0.177 
(0.39) 

0.005** 
(3.14) 

ROA 0.008 
(-0.39) 

-0.002 
(-3.62) 

0.455*** 
(4.36) 

-0.006*** 
(-6.86) 

LEV -0.001* 
(-1.67) 

0.004 
(1.23) 

-0.404*** 
(-8.16) 

0.002** 
(2.01) 

NFIO 0.004*** 
(3.87) 

-0.008 
(-1.12) 

-0.114* 
(-1.67) 

0.000 
(0.35) 

FA -0.002 
(-0.59) 

0.052** 
(3.02) 

-0.363 
(-0.01) 

-0.035*** 
(-5.66) 

POL 0.012** 
(3.28) 

-0.009 
(-0.74) 

-5.816 
(-0.62) 

-0.001 
(-0.32) 

SGR 0.001 
(1.21) 

-0.000 
(-0.51) 

-0.35 
(-0.22) 

-0.002** 
(-2.17) 

AQ -0.007* 
(-1.86) 

0.011 
(0.52) 

0.169 
(0.86) 

-0.042*** 
(-6.85) 

Intercept 0.066*** 
(5.22) 

-0.104 
(-1.660) 

0.695 
(0.18) 

0.191*** 
(8.22) 

Observation 768 768 768 768 
Wald Chi 2 56.57 165.73 1.88 6.28 
P>Chi 2 0.000 0.000 0.051 0.000 
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Table 4.22: FGLS of Investment Efficiency on Financial Reporting Quality, Family Owned 
Business Vs non-Family Owned Business and Interaction 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Note: *, **, *** represents the significant at10%, 5%, and 1%, respectively. T. For variable definition, see Appendix 
3. 

Independent Variables Column (I) Column(II) 
 
FRQ_KA 

0.080* 
(1.72) 

0.023** 
(2.81) 

FOB 0.077*** 
(5.66) 

0.080*** 
(5.91) 

FOB*FRQ  0.095** 
(2.45) 

LEV 0.001 
(0.58) 

0.007 
(0.30) 

CS 0.009* 
(2.75) 

0.003 
(1.14) 

ZSCR 0.004 
(0.24) 

0.001 
(0.08) 

TANG 0.002 
(0.12) 

0.002 
(0.12) 

Tobin Q 0.004 
(0.73) 

0.003 
(0.71) 

LN(FA) 0.059** 
(2.55) 

0.068** 
(2.88) 

SCS 0.923*** 
(0.83) 

0.009** 
(2.94) 

POL 0.032** 
(2.81) 

-0.028** 
(-2.56) 

Intercept 0.174*** 
(7.70) 

0.076*** 
(7.90) 

Observation 768 768 
Wald Chi 2 57.58 64.52 
P>Chi 2 0.000 0.000 
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4.4 Conclusion 
 
This chapter reports descriptive and inferential statistics on the hypothesis developed earlier. 
Furthermore, results are also elaborated in this chapter. This chapter outlines the panel data 
analysis on the 96 public listed companies which are listed in the KSE Pakistan for time the 
period of 8 years from year 2007 to year 2014. This study employs two dimensional Pooled 
OLS, two stage regression, GMM regression, and FGLS regression methods to test and examine 
the significance of hypothesis. The main findings of this study are almost the same by using 
different estimation techniques and proxies to measure investment efficiency, family ownership 
and financial reporting quality. The propensity of accrual based management is high whereas 
propensity of real based earning management is low in family owned companies as compare to 
non-family owned companies. The family ownership and financial reporting as a two monitoring 
mechanism which eliminate the over and under-investment problem. However, propensity of 
high FRQ to capture over and under investment is high in family owned companies as compare 
to non-family owned companies. In addition, implication of the study, future recommendation, 
and conclusion will also be part of the next chapter. 
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CHAPTER 5 
CONCLUSIONS AND POLICY IMPLICATIONS 

  
The main focus of current study investigates the impact of two corporate governance variables, 
i.e. family ownership, and financial reporting quality and control variables, on investment 
efficiency for the period of 2007 to 2014 of public listed companies on the Karachi Stock 
Exchange. For this purpose analysis is done by two dimensional Pooled OLS, two stage 
regression GMM regression, and FGLS methods to test and examine the significance of 
hypothesis. The main findings of this study are almost the same by using different estimation 
techniques and proxies to measure investment efficiency, family ownership and financial 
reporting quality. 
 
 Most of the earlier literature on the relation of financial reporting quality with family ownership 
is in context of accrual based earning management (Fan and Wong, 2002; Wang, 2006; Ali et al., 
2007; Yang, 2010; Cascino et al., 2010; Ding et al., 2011). These studies use accrual based 
earning management as a proxy of financial reporting quality to measure the relation of financial 
reporting quality with family ownership and also used agency theory in order to explain this 
relationship. However, little attention has paid on the relation of financial reporting quality with 
family ownership using proxy of real based earning management of financial reporting quality.  
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5.1 Conclusions of the Study 
 
This study extends the prior literature on the ongoing debate of financial reporting quality in 
family vs. non-family firms in three ways. Firstly, this study also uses real earning management 
as a proxy of financial reporting quality and compares the propensity of accrual and, also real 
based earning management in family vs. non-family firms. Secondly, it uses SEW theory along 
with agency theory as a complement to explain the real and accrual based earning management 
phenomena in family vs. non-family owned business. Agency theory framework has certain 
limitations and SEW theory framework gives a better understanding about the phenomena in 
context of family firms. These questions have been discussed earlier in the pioneering work of 
Achleitner et al. (2014) in the perspective context of emerging economies. However, Germany 
has entirely different Corporate Governance mechanism as compared to any developing country. 
Thirdly, this research tests this relation in the context of a developing country like Pakistan. 

 

The results conclude that propensity of family firm’s engagement in accrual based earning 
management is higher as compared to non-family firm’s engagement in accrual based earning 
management. In addition, the findings testify that instead of earning increasing accrual based 
earning management, family firms are involved in earning decreasing accrual based earning 
management practices. Two different theoretical perspectives provide distinctive rationale for 
these two findings.   
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Agency theory perspective elaborated that severity of agency problem II in family firm is higher 
as compared to severity of agency problem I in non-family firms in developing countries (Ding 
et al., 2011). As poor shareholder protection in developing countries provide opportunity to 
family owners to expropriate the wealth of minority shareholders (Almeida and Wolfenzon, 
2006). Afterwards, this expropriation is concealed through accrual based earning management. 
Therefore, family firm’s involvement is high in accrual based earning management as compared 
to non-family firm. These findings are in line with the erstwhile research (Cascino et al., 2010; 
Yang 2010; Stocksman et al., 2010). 

 

However, the findings reports that instead of earning increasing accrual based earning 
management, family firms are involved in earning decreasing accrual based earning 
management. These finding is supported by the view presented in SEW theory. SEW theory 
maintains that family firms use non-economic goals as a main reference point instead of 
economic goals (Gomez and Mejia et al., 2007). Non-economic goals like family control and 
trans-generational control lead family firms to raise money in their company reserves. These 
reserves allow family firms to invest in future projects through internally generated funds since 
externally generated fund, either in form of issuing shares or getting loan from banks may pollute 
the ownership and is a threat to family members to lose their control. Attig et al. (2015) find that 
family firms pay fewer dividends as compared to non-family firms in context of nine East Asian 
economies because lower dividend enhance the free cash flow and family firms may use this 
excess money to support their non-economic goal of family control. Therefore, desire to 
maintain internally generated fund is only possible when family firm cut their dividend payout 
ratios and shift their profits to retained earnings (Vandemaele and Vancauteren, 2015).  
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However, this decision put extra pressure on family firms from minority shareholders. As why 
companies are not paying dividend even when they are generating higher profit. Therefore, in 
order to reduce these pressures and also to maintain their family control, family firm engage in 
earning decreasing accrual based earning management practices to reduce their profit (Achleitner 
et al., 2014 and Lee et al., 2015). 

 

Following the prior literature, the coefficients estimates of the explanatory variable has found. 
For example, Leverage and audit quality is negatively associated with accrual based earning 
management. It means higher debt financing and audit by BIG 4 reduced the propensity of 
accrual based earning management.  These results are in line with the findings of Wang (2006); 
Yang (2010); Ding et al., (2011); Cascino et al., (2010). Likewise, Becker et al., 1998; Chung 
and Kallpur (2003), This study finds positive relation of accrual based earning management with 
presence of loss and non-family inside ownership. Hence, firm with more negative income and 
non-family inside ownership prone to manipulate earnings through accrual based earning 
management practices.   

 

This study come to the conclusion that family-owned business has lesser engagement in real 
based earning management as compare to non-family owned business. In the longer run, 
economic consequences of real earning management is much more severe as compare to 
economic consequences of accrual based earning management. Although in shorter run, 
manipulation in financial report is beneficial through real based earning management and less 
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damaging to reputation in case of any legal action. On the other side, accrual based earning 
management has more serious legal implications and can damage the firm image.  

 

A family firm may manipulate the financial report either through real based earning management 
or accrual based earning management because the choice of earning management is based on the 
priority of non-economic goals. Whenever, a family firm gives preference to family image over 
family control and trans-generation control, it prefers to engage in real based earning 
management. However, priority of trans-generation control and family control motivate family 
firms to have lesser engagement in real based earning management (Gomez Mejia et al., 2014)  
as shifting business to their next generation is one of the main agenda of non-economic goals of 
family firm (Chrisman and Patel, 2012). 

 

Therefore, these results lead to the conclusion that family firm in developing country like 
Pakistan would use accrual based earning management in order to meet their earning targets. In 
addition, they have lesser propensity to engage in real based earning management as real based 
earning management is hard to detect for the regulating bodies. However, once it comes to the 
knowledge of minority shareholders, the result is the loss of family control over the business.  

 

Moreover, in longer run, real based earning management can damage the business. For example, 
real actions like cut in R & D will reduce the competitiveness of a company and it is hard for the 
company to survive for long as family firm wishes to shift their business to the next generation 
and have longer investment horizon instead of only focusing on short term wealth maximization 
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strategy. Therefore, family firm has lesser engagement in real based earning management in 
order to maintain their socio-emotional wealth perspective. These results are in line with the 
prior work done by Achleitner et al., (2014) in context of Germany. 

 

This study findings leads to conclusions that higher financial reporting quality is associated with 
higher investment efficiency. The results show that higher financial reporting quality mitigate the 
problem of over and under investment as information gap between manager and capital supplier 
provide advantage to the company management to play with the excess money. This asymmetric 
information generates “moral hazard” and “adverse selection”. Potential shareholder is likely to 
purchase shares at a higher price due to this misleading information. Hence it enables 
opportunistic manager to misuse excess money and invest in unproductive projects. 

 

On the other side, lack of monitoring after making an investment in company also provides 
opportunity to management to impose personal agenda either through over or under-investment. 
Several scholars like (Linck et al., 2013; Gomraiz and Ballesta, 2014; Cheng et al., 2013; Di 
Meo et al., 2014)) find that these asymmetric information gaps can be reduce through higher 
financial reporting quality as higher FRQ bring shareholder and management on a uniform level 
in context of company information. Therefore, it is difficult for manager to sell securities at 
higher price and the management with positive NPV project also get an opportunity to sell shares 
at a lower price. Therefore, higher financial reporting quality eliminates the adverse selection 
problem.  In addition, it also enables shareholder to monitor the actions of top management, and 
hence reducing moral hazard problem since it counters the personal agenda of a manager 
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resulting in lesser conflict between manager and capital supplier. Therefore, higher FRQ reduces 
the propensity of over and under-investment problem. 

 

The results reveal that family ownership is positively associated with investment efficiency. 
Further, results show that family ownership may also mitigate the over and under investment 
problem. In family owned businesses, most of the CEO’s belong to the same family. Therefore, 
alignment effect outreaches the entrenchment effect as family shareholder and management 
shares the same vision and have same long-run investment horizon. According to SEW theory, a 
family firm may want to preserve their socio-emotional wealth agenda of dynasty succession. 
This agenda motivates and binds the family business to conduct the business operation with 
reference goal of dynasty succession.  

 

The desire to shift business to their next generation will not be possible if family firms invest in 
inefficient projects. Therefore, family firm will not sacrifice their long-run agenda for the gain of 
short-run benefit. On the other side, non-family firm management prefers short-run profits. 
Further, agency problem 1 in non-family firm due to the poor monitoring mechanism will lead to 
an inefficient investment. Therefore, family firms have more efficient investments as compared 
to non-family firms. 

 

Further, prior literature argues that family owned business are averse to risk as they invest all 
their money in one business and have undiversified nature of investment. Therefore, family firm 
are more prone to under-investment as compared to non-family owned business (Chen and Hsu, 
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2009; Block, 2012). However, in case of Pakistan this argument has not prevailed as most of the 
family owned business faces lower risk concern due to their diversified nature of investment. In 
Pakistan, family controls the business through cross holdings and “the pyramid scheme”. This 
structure reduces the risk concern (Tsao et al., 2015). Therefore, in emerging market like 
Pakistan alignment effect, reduced information asymmetry, efficient monitoring, and long term 
horizon, and the preservation of socio-emotional wealth reduce the propensity of under 
investment in family firms as compared to non-family firms. 

 

The conclusion on the economic consequences of financial reporting quality for family vs. non-
family owned business is not same in terms of investment efficiency. Present study finds that 
effect of financial reporting quality on investment efficiency is higher for family owned business 
as compared to non-family owned business. 

 

In non-family owned business, interest of share holder and manger are not aligned. Therefore, it 
allows managers to execute their personal agenda. In addition, nonfamily-owned businesses 
operate in view of the shorter term. Here, mangers prefer shorter-term goals as they face greater 
market pressure and their incentives are attached to short-term performance (Anderson et al., 
2012; Craig and Dibrell, 2006).  Hence, in non family controlled companies the effect of 
financial reporting quality on investment efficiency is weaker. On the other side, in family 
owned companies, agency problem is less serious. Family-owned businesses face varying extents 
of the agency problem. For instance, the severity of agency problem I will be less in family-
owned businesses than nonfamily businesses. This is because family-owned businesses are much 
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more efficient at monitoring mangers than nonfamily businesses are (Fama, 1980; Stein, 1988; 
Potter, 1992; Tong, 2007). Efficient monitoring in family-owned businesses is due to their 
greater knowledge about the business besides the greater ownership involvement (Anderson and 
Reeb, 2003; Chen et al., 2008). Here most of the time family member belongs to the same 
family.  

 

Additionally, family-owned companies run their business keeping in view the longer horizon, 
Further, family-owned businesses face less market pressure and are much more concerned with 
achieving family members’ goals. Thus, these companies follow and practice long-term policies, 
which is in line with the long-term perspective of family members. For example, Schimd et al. 
(2014) in Italy and Tsao et al. (2015) in Taiwan identified a higher intensity of Research and 
Development (R&D) in family-owned businesses compare to nonfamily-owned businesses.   

 

Further, preservation of socioemotional wealth is also outsight the entrenchment hypothesis. 
Next, the socioemotional wealth theory considers the preservation of socioemotional wealth as a 
fundamental reference point in making strategic decisions (Gomez-Mejia et al., 2007). Dynastic 
succession is one of the key dimensions of socioemotional wealth that is taken into consideration 
by family-owned businesses in decision making (Berrone-Cruz et al., 2012). Hence, in family 
owned business the influence of financial reporting quality on investment efficiency is stronger 
as compare to no-family owned business. 
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So, it is inferred that financial reporting quality acts as a corporate governance mechanism tool. 
Therefore, it enhances the investment efficiency of family firms as compared to non-family firms 
and also mitigates the over and under-investment problem in any family owned business. Thus, 
the results support the argument presented by the alignment hypothesis of Agency Theory and 
dynasty succession dimension of SEW Theory. 

 
5.2 Implication of the Study 
 
The implication of this study thus lies in its contribution to the literature by analyzing the 
behavior of financial reporting quality and investment efficiency of family owned business in 
Pakistan. In addition, the study fills the gap in literature by answering the future call that is the 
economic consequences of financial reporting quality in family owned business. This study is 
significant for academicians, investors, analysts and policy maker in understanding the decision 
making process in family owned business. 
 
First, it enables know about the financial reporting quality in family owned business as compared 
to the non-family owned business as financial reports provide the financial information. This 
financial information provides bases for decision making to several interested parties. Therefore, 
understanding the quality of these financial reports in family owned business allows investors to 
make informed decision. For example, existing shareholder will make their monitoring much 
more efficient if the financial information reported to them is not manipulated as present research 
finds that family firm have lesser involvement in real based earning management and higher 
involvement in earning decreasing accrual based earning management as compared to non-
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family owned business. Therefore, regulatory bodies like SECP need to take this issue seriously 
and revisit their policies on minority shareholder right and also penalize those companies who 
manipulate the information. These results also help out academia and investors to inform them 
that higher financial reporting quality enhances the investment efficiency in family owned 
business as compared to non-family owned business. Therefore, these parties use financial 
reporting quality and family ownership as a monitoring tool to access the performance of the 
company management  
 
Secondly, the quality of financial reports reduces the asymmetric information by mitigating the 
adverse selection and moral hazard problem. Therefore, the finding of this study is worthwhile 
for the potential shareholder. As it let them know either asymmetric information is high in family 
owned business or less due to financial reporting quality. Therefore, they adjust their risk 
premium by considering the financial reporting quality of family owned business vs. non-family 
owned business while making investment in these firms. 
 
Thirdly, analyst either sells side or buys side. Their choice of portfolio and recommendation are 
based on financial reports. Therefore quality of financial reports is the first steps while assessing 
the company performance. Therefore, these findings are significant for the analysts in 
acknowledging them about the financial reporting quality in family vs. non-family owned 
business. 
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Fourthly, the finding of this study is of interest for minority shareholders. The minority 
shareholder can realize that family owned business expropriates shareholder wealth in order to 
re-invest in positive NPV project. However, it also let them know that family owned business 
think strategically and invest in efficient project as compared to non-family owned business. 
 
Fifth, returns available on shareholder investment are a function of firm-level investment. This 
study finds out either family owned business making efficient investment as compared to non-
family owned business, therefore, these result are significant for the investors. 
 
5.3 Limitation and Future Extensions 
 
As the scope of the research is limited to non-finance companies in Karachi Stock Exchange, 
finance companies are not consider in order testing the hypothesis as finance companies have 
entirely different investment pattern as compared to non-finance companies. Further, this 
research tests the phenomena in case of emerging market of Pakistani. However, these theses 
may uses sample of financial firms and also for other emerging countries to test the relation. 

 

Present study only use majority shareholder like family members to test the impact. However, 
there are many other ownership structures like individual shareholder, institutional shareholder 
and government ownership which are not covered in present research. Further, present study 
does not differentiate the family owned business on the bases of Family CEO vs. non-family 
CEO, 1st generation vs. 2nd generation etc. This study differentiates the family firm and non-
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family firm behavior in context of financial reporting quality and investment efficiency. 
However, further research is required to differentiate the strategy choices in family firm and how 
is it different from non-family firm. For example, does the audit quality is differ across family 
and non-family firm? Do the family firms produce higher stock return as compared to nonfamily 
firms? Do the family firms have different payout ratio as compared to non-family firms? 

 

Besides, this study only considers one economic consequence of financial reporting quality in 
family vs. non-family firms i.e. in terms of investment efficiency. However, other economic 
consequences like cost of capital, stock return, and idiosyncratic risk of financial reporting 
quality in family vs. von family firm is not considered. 

 

In addition, accrual based earning management is used several times as a proxy of financial 
reporting quality to examine the effect of financial reporting quality on firm performance. 
However, real earning management has different economic consequences as compare to accrual 
based earning management. This study examines and compare he propensity of accrual and 
earning base management in family vs. non family firms. However, additional research is 
required to examine the economic consequence of real earning management in terms of cost of 
debt, liquidity risk and firm performance in certain and uncertain environment. 

 

Overall, this study finds out the two main determinants of investment efficiency. These two main 
corporate governance mechanisms are financial reporting quality and family ownership. These 
mechanisms will help out to mitigate the over and under investment problems. As higher 
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financial reporting quality and family ownership reduces the informational asymmetry between 
shareholder and management, hence, it enables the shareholder to keep a strict eye on 
management actions and expend lesser opportunity to expropriate the shareholder wealth for 
their personal interest. Further, the relation of financial reporting quality across family and non-
family owned business can be examined. Dual proxies of financial reporting quality is employed 
i.e. accrual based and real based earning management. Present study finds that family owned 
business has lesser involvement in real based earning management as compared to non-family 
owned business in order to maintain their family control. However, family owned business used 
accrual based earning management as a tool to manipulate accounting information in order to 
reduce company’s earning as this tactic provides space to family owned business to re-invest the 
money through cutting dividend and to preserve their dynasty succession. Overall, family owned 
business has more involvement in earning reducing accrual based earning management as 
compared to non-family owned business.  

 

Lastly, this study finds that economic consequences of financial reporting quality on investment 
efficiency is not same for family and non-family owned business in emerging country like 
Pakistan during period of 2007-2014. As family and non-family owned business has different 
motives regarding the manipulation of financial reports and have different outcomes of financial 
reporting quality. Therefore, in conjunction with this, current study finds different implications 
of financial reporting quality in family firms and non-family firms. 
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Appendix 1 

Source: La porta et al., (1999) 

Note : Efficiency of judicial system ( 0-10) Low-High, Rule of law (0-10)Low- High, Corruption (0-6) High- Low, 
Risk of Expropriation (0-10) High-low, Risk of content repudiations (0-10) High-low. 

 
 

 Efficiency 
of Judicial 

System 

Rule of 
Law 

Corruption Risk of 
Expropriation 

Risk of Content 
Repudiation 

Pakistan 5 3.03 2.98 5.62 4.87 

Average English Origin 8.15 6.46 7.06 7.91 7.41 

Average French origin 6.56 6.05 5.84 7.46 6.84 

Average Germany 
Origin 

8.54 8.68 8.03 9.45 9.47 

Average Scandinavian 
Origin 

10 10 10 9.66 9.44 

Average 7.67 6.85 6.90 6.90 8.05 
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Appendix 2 
List of Companies 

Ahmed Hassan Textile 
Al Abbas Sugar 
Al-Ghazi Tractors Limited 
Al-Noor Sugar Mills 
Artistic Denim Mill 
Atlas Honda 
Attock Petroleum Limited 
Attock Refinery Limited 
Baba Farid Sugar Mill Limited 
BannuWoollen 
Bawany Air Products Limited 
Berger Paints 
Bestway Cement 
Bhanero Textile Mills Limited 
Biafo Industries 
Blessed Textile Mills Limited 
Bolan Castings Limited 
Buxly Paints Limited 
Byco Petroleum Pakistan Limited 
Chakwal Spinning Mills 
Crescent Steel & Allied Products Ltd 
Chearat Cement Company Limited 
Colgate Palmolive Pakistan Limited 
DawoodLawrencepur Limited 
Dewan Salman Fibre Limited 
DewanFarooque Motors 
DG Khan Cement Company Limited 
Faisal Spinning Mills 
Fauji Cement Company Limited 
Fauji Fertilizer BIN Qasim Ltd 
Fauji Fertilizer Company Limited 
Fazal Cloth Mills 
Fazal Textile Mills 
Ferozsons LAB 
Gatron Industries Limited 
Ghandhara Industries 
Glaxosmithkline Pakistan Limited 
HaseebWaqas Sugar 
HUB Power Company Limited (The) 
Huffaz Seamless Pipe 
Ibrahim Fibers limited 
ICI Pakistan Limited 
Indus Dyeing Mills 
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International Industries Limited 
Japan Power Generation 
JDW Sugar Mills 
Karachi Electric Supply Corp. Limited 
Kohinoor Energy Limited 
Kohinoor Textile Mills Limited 
KOT Addu Power Company Limited 
KSB Pumps 
Lotte Pakistan PTA Limited 
Lucky Cement Limited 
Maple Leaf Cement Factory Limited 
Maqbool Textile 
Mian Textile Industries Limited 
Millat Tractors Limited 
Mirpurkhas Sugar Mills Ltd 
Murree Brewery Company Limited 
Nagina Cotton Mills Limited 
National Foods 
NetsolTechnoligies Limited 
Nishat Mills Limited 
Noon Pakistan 
Oil & Gas Development Company Limited 
Pak Elektron Limited 
Packages Limited 
Pakistan Hotels Developers 
Pakistan International Airlines 
Pakistan National Shipping Corp. 
Pakistan Oilfields Limited 
Pakistan Petroleum Limited 
Pakistan State Oil Company Limited 
Pakistan Synthetics Limited 
Pakistan Tobacco Company Limited 
Pioneer Cement Limited 
Rafhan Maize Products 
Rupali Polyester Limited 
Saif Textile Mills 
Sanghar Sugar Mills Limited 
Sanofi Aventis Pakistan Limited 
Siemens Engineering 
Sapphire Textile Mills Limited 
Shabir Tiles & Ceramics Limited 
Shakarganj Mills Limited 
Shezan International Limited 
Shifu Intl Hospital 
Siddiq Sons Tinplate Limited 
Sitara Chemical 
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Southern Electric Power 
Telecard Limited 
Thal Industrial Corp. 
Treet Corporation 
Yousuf Weaving Mill 
ZIL Limited 
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Appendix 3 
Variable Definition 

Variable Label Nature of  
variable  

Description Data source 

Dependent Variables 

Investment 
efficiency 

IE Numerical  
 

The residual value of the investment model (Biddle 
et al, 2009) multiplied by -1. 

Banker 
Thomson 
DataStream 

Over 
investment 

OI Numerical  
 

The positive residual value obtained by the 
investment model. 

Banker 
Thomson 
DataStream 

Under 
investment 

 

UI Numerical  
 

The negative residual value obtained bythe 
investment model 

 

Banker 
Thomson 
DataStream 

Independent Variables 

     

Financial 
reporting 
quality 

FRQ_ KA Numerical Absolute residuals’ values of Kasznik’s (1999) 
model. 

Banker 
Thomson 
DataStream 

 FRQ_ NIC Numerical Absolute residuals’ values of McNichols and 
Stubben’s (2008)model. 

Banker 
Thomson 
DataStream 
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 FRQ_ AVG Numerical Average of all absolute residuals’ values of the 
above three models. 

Banker 
Thomson 
DataStream 

 Abdisexp Numerical Negative residual of the abnormal discretionary 
expenses of Roychowdury’s (2006) model. 

Banker 
Thomson 
DataStream 

 Abpc Numerical Positive residual of the abnormal level of 
production costs of Roychowdury’s (2006) model. 

Banker 
Thomson 
DataStream 

 Abcfo Numerical Negative residual of the abnormal level of CFO of  
Roychowdury’s (2006) model. 

Banker 
Thomson 
DataStream 

Family-owned 
business 

FOWB 

 

FOB (50%) 

 
 

Categorical 

 

 

Coded 1 if family members own at least 50% of 
shares; otherwise=0 

 

 

Annual 
Report 

 

 FO Numerical Percentage of shares owned by family members. Annual     
Report 

Company size CS Numerical  
 

Logarithm of sales is used as proxy for firm size Banker 
Thomson 
DataStream 

Firm Age FA Numerical 
 

The natural log of the year number when a firm 
started its business 

Banker 
Thomson 
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DataStream 

Tangibility TANG Numerical  
 

The tangible fixed assets divided by the total assets Banker 
Thomson 
DataStream 

Tobin’s Q  TOBIN Q Numerical  
 

The sum of year-end market capitalization, the 
book value of the total debt and the book value of 
preferred shares scaled by the book value of the 
total assets 

Banker 
Thomson 
DataStream 

Altman’s Z 
score (degree 
of solvency)  

ZCSR Numerical  
 

Z= 0.012Y + O.O14T + 0.033U + 0.006S+0.999G 

Y= Working capital/ Total assets; T=Retained 
earnings/ Total assets; U=Earnings before interest 
and tax/ Total assets, S=Market value of 
equity/Book value of total debt. 

G=Sales/ Total assets 

Banker 
Thomson 
DataStream 

Presence of 
losses 

POL Categorical  
 

Coded 1 if income before tax and extraordinary 
items is negative; otherwise=0 

Banker 
Thomson 
DataStream 

CFO-ATA CA Numerical  
 

The ratio of cashflow from operations divided by 
the average of total assets 

Banker 
Thomson 
DataStream 

Leverage LEV Numerical  
 

Leverage is the portion of total debt to total assets Banker 
Thomson 
DataStream 

Growth GO Numerical  
 

Growth opportunity is measured by the ratio of Banker 
Thomson 
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opportunity market value to book value. DataStream 

Return on 
assets 

ROA Numerical Return on assets is measured using the ratio of net 
profit after tax over total assets. 

Banker 
Thomson 
DataStream 

Sales growth 

 

 

SGR Numerical Growth rate in sales over the previous fiscal year Banker 
Thomson 
DataStream 

Institutional 
ownership 

IO Numerical The percentage of shares held by an institution Annual 
Report 

Nonfamily 
insider 
ownership 

NFIO Numerical Nonfamily insider ownership includes the shares 
held by the directors and managers. 

Annual 
Report 

Audit quality AQ Categorical Coded 1 if audit is done by Big 4;otherwise=0 Annual 
Report 

Total accruals TA Numerical Total accruals is obtained by change in (current 
assets-change in current liability) + (change in 
short-term bank debt-depreciation expense) lagged 
by total assets. 

Banker 
Thomson 
DataStream 

Property, plant 
and equipment 

PPE Numerical Sum of property plant and equipment lagged by 
total assets. 

Banker 
Thomson 
DataStream 

Change in 
sales revenue 

∆SR Numerical Difference between present and last year’s sales 
lagged by total assets 

Banker 
Thomson 
Data stream 
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Change in 
cashflow form 
operation 

∆CFO Numerical Difference between present and last year’s 
cashflow from operation lagged by total assets 

Banker 
Thomson 
Data stream 

     

Working                      
capital 
Accruals 

WCA Numerical Change in current assets-Change in current liability 
+ Change in short-term debt lagged by average 
total assets 

Banker 
Thomson 
DataStream 

Cashflow 
from operation 

CFO Numerical Cashflow from operation in past, present and future 
time 

Banker 
Thomson 
DataStream 

Change in 
accounts 
receivable 

∆AR Numerical        Difference between present and previous year’s 
accounts receivable 

Banker 
Thomson 
Data stream 

Discretionary 
expenses 

 

DE Numerical Sum of selling and advertising expenses, general 
and administrative expenses, and research 
&development 

Banker 
Thomson 
Data Stream 

Production 
costs 

PC Numerical Sum of cost of goods sold and change in inventory  Banker 
Thomson 
Data Stream 

Investment           I Numerical Capital and noncapital expenditure minus sales of 
property, plant and equipment, or a net increase in 
tangible and intangible assets scaled by the lag of 
total assets (TA) 

Banker 
Thomson 
Data Stream 
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