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Abstract

Objective: To analyze the influence of life cycle stages (LCS) on the relationship between corporate
governance (CG) and earnings management (EM) of publicly listed companies in Latin America.
Method: Data from 278 Latin American companies were collected from 2011 to 2021 from Refinitiv Eikon®
and analyzed using Heckman correction for self-selection model (1979) and multiple linear regression,
with robust error correction and fixed effects for country, year, and sector, resulting in 1,792 observations.
Dickinson’s (2011) model was used to classify LCS, and Pae’s (2005) model was adopted for EM. CG was
measured according to the Refinitiv Eikon® governance standard.

Results: CG contributed to reducing EM, and a lower level of EM was found in the initial (introductory
and growth) and maturity stages compared to the final stages (shake-out and decline). The analysis of the
influence of LCS on the CG and EM relationship showed that CG is more effective in reducing EM in a
company’s initial stages than in its final stages. In contrast, there is a decrease in CG’s ability to mitigate
EM in the maturity stage compared to the final stages.

Contributions: These results enable a better understanding of how the effectiveness of CG mechanisms
in reducing EM practices can be enhanced or minimized throughout LCS. Thus, organizations should pay
attention to their LCS when attempting to improve their control mechanisms.
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1. Introduction

The quality of the accounting information a company provides is vital because it decreases
information asymmetry between internal and external investors, reducing conflicts of interest (Correia,
Amaral & Louvet, 2017). Quality information is relevant for decision-making and reliably represents
an organization’s situation (Dechow, Ge & Schrand, 2010; Ma, Wang, Xu & Zhang, 2023). The literature
infers the quality of information through the quality of reported profits. Therefore, empirical research
usually adopts proxies such as earnings management (EM), earnings persistence, earnings smoothing,
and conservatism to verify the quality of information (Paulo, 2007; Dechow et al., 2010).

Although accounting information reports are regulated by agencies responsible for the functioning
of markets, preparing these reports involves choosing what to recognize, measure, and disclose about
economic events, enabling managers to make accounting-related decisions to achieve specific objectives,
and possibly affecting the quality of accounting information (Xu, 2007; Lima, Carvalho, Paulo & Girao,
2015; Santos, Guerra, Marques & Maria Junior, 2020).

The literature presents a set of individual incentives for managers to act in their interest when
making accounting decisions, such as avoiding the disclosure of losses or declines in accounting results,
increasing their remuneration, and achieving a particular goal related to results or market expectations
(Martinez, 2001; Paulo, 2007). Therefore, a search for specific objectives may lead managers to resort to
EM strategies that have the potential to negatively affect the quality of accounting information (Soschinski,
Haussmann, Peyerl & Klann, 2021).

Because aligning the interests of administrators and capital holders remains a challenge and may
encourage EM practices, organizations must implement control mechanisms to safeguard the interests
of shareholders and ensure that more transparent and quality information is provided to stakeholders
(Rahman & Ali, 2006). Such mechanisms include corporate governance (CG) practices, whose purpose
is to decrease agency conflicts (Correia et al., 2017; Nazir & Afza, 2018) and, consequently, discourage
EM practices (Peasnell, Pope & Young, 2005; Moras & Klann, 2020). Thus, empirical evidence indicates
that CG contributes to mitigating such practices (Bao & Lewellyn, 2017; Correia et al., 2017; Soschinski
et al., 2021).

Nonetheless, despite the high levels of CG standards held by Companhia Americanas S.A., listed in
the B”s “Novo Mercado, a listing segment on transparency and corporate governance, revealed that higher
CG levels do not necessarily mitigate risks associated with EM or accounting frauds. In January 2023, this
company reported accounting inconsistencies that decreased supplier account values in previous years,
which resulted in approximately R$20 billion in omitted liabilities up to the base date of September 2022.
The immediate consequences were a request for judicial recovery in January 2023 and the postponement
of the release of the 2022 financial statements (Americanas, 2023). Even though Americanas’ formal
governance structure followed the standards recommended, this case highlights that CG is not always
efficient in protecting the shareholders’ interests.

Furthermore, there is no consensus in the literature that CG can reduce EM. Some studies found
a negative relationship (Bao & Lewellyn, 2017; Correia et al., 2017; Soschinski et al., 2021), while others
found a positive relationship or no relationship at all (Erfurth & Bezerra, 2013; Konraht, Soutes & Alencar,
2016; Moras & Klann, 2020; Rahman & Ali, 2006; Waweru & Prot, 2018). Perhaps these controversial
results are partially explained by the fact that previous studies have not considered the companies’ other
characteristics that might affect this relationship. Not only governance but also a company’s life cycle stage
(LCS) might affect whether EM practices are adopted.
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Considering that the managers’ interests in adopting earning management strategies may differ
across a company’s different LCS (Lima et al., 2015; Souza & Moraes, 2019), LCS might significantly
influence commercial aspects, investment and financing strategies, competitiveness, as well as the quality
and relevance of the information it provides according to its LCS (Dickinson, 2011; Lima et al., 2015;
Habib & Hasan, 2019).

Thus, a company’s LCS affects organizational characteristics, managers’ priorities, and the adoption
of CG mechanisms (Dickinson, 2011; Habib & Hasan, 2019). Governance mechanisms may change
throughout a company’s LCS, as the governance’s role, such as wealth creation and preservation, are
necessary in different LCS (Filatotchev, Toms & Wright, 2006; Habib & Hasan, 2019). The association
between LCS and the CG structure has been empirically verified (O’Connor & Byrne, 2015; Li & Zhang,
2018). Therefore, this study is based on the premise that the effectiveness of CG in mitigating EM practices
may be enhanced or attenuated depending on a company’s LCS. However, the literature has not yet
considered this relationship, indicating a research gap to be explored.

Given the previous discussion, this study aims to analyze the influence of life cycle stages on the
relationship between corporate governance and earnings management in publicly held companies in Latin
America. Bao and Lewellyn (2017) note that studies on EM have seldom addressed the companies’ national
institutional environment, especially in emerging markets, highlighting the relevance of investigating such
markets, considering the growing importance of these in the global economy.

Such a lack of emphasis encouraged the analysis of Latin American countries (specifically, Argentina,
Brazil, Chile, Colombia, Mexico, and Peru). Additionally, data from the latest report published by the
International Monetary Fund (IMF) in April 2022 (Bloomberg Linea, 2022) indicate that Latin American
and Caribbean economies represent approximately 5.26% of the world’s Gross Domestic Product (GDP).
This information provided additional motivation to study this region and its economic aspects, considering
the companies’ EM practices and LCS, besides corporate governance, an aspect differentiating this study
from previous research.

The importance of studying the capital markets of Latin American countries lies in the specificities
of these markets when compared to developed countries, as the former are smaller, present lower liquidity
levels, are less developed, impose more significant restrictions on companies, present greater volatility
and risks, and have lower levels of regulation and investor protection, among other particularities. Thus,
analyzing these markets might provide significant findings for the literature and practice and be useful
for future studies making comparisons with developed markets.

Thus, this study contributes with evidence that the influence of CG mechanisms on EM differs
depending on a company’s LCS, providing a broader view of the contribution of CG practices to reducing
EM. EM. Soschinski et al. (2021) draw attention to the fact that the studies analyzing the influence of CG
on EM typically considered CG mechanisms in isolation, such as the characteristics of companies’ audit
committees and boards of directors, and highlight the importance of considering more comprehensive CG
metrics. Thus, following Soschinski et al. (2021), this study’s contributions include the use of aggregated
CG metrics (provided by Refinitiv Eikon®), which shows the effectiveness of mechanisms concerning
shareholder protection and integration and management strategies; hence, a more robust CG proxy.
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2. Theoretical Framework
2.1 Earnings Management

Accountants have discussed the adoption of EM for many years based on the assumption of
principal-agent problem (Jensen & Meckling, 1976). EM concerns the manipulation of profits towards an
objective. It may be materialized by a manager or a market analyst’s forecast, converging with the agent’s
interest (Lima et al., 2015). Hence, managers may manipulate earnings to maximize their interests (Wang,
Chi & Wang, 2023) or signal their private information, impacting the informativeness of profits (Ching,
Firth & Rui, 2006).

Asymmetric information implies the risk that disclosed results do not reflect the actual context of a
company’s performance, being loaded with biases from opportunistic managers (Martinez, 2001). In the
business world, investors and managers deal with asymmetric data and act in situations where information
is incomplete and inaccurate; information asymmetry and opportunism result in conflicts between the
agent and the principal. Plenty of literature analyzes this relationship, which is explained by agency theory
(Lopes & Martins, 2005).

Due to accounting and tax legislation gaps, managers may choose different approaches, even
towards an economic occurrence (Cabello & Pereira, 2015). Usually, EM is triggered by alternative
accounting measurement methods that enable managers’ discretion when preparing and disclosing
financial statements (Moras & Klann, 2020; Santos et al., 2020).

The different measurement methods, gaps, and the specificities of the accrual basis lead to
differences between net profit and net operating cash flow, known as accruals (accumulation), which
are the income accounts that enter the profit composition but do not necessarily imply a movement in
availability (Martinez, 2008; Moras & Klann, 2020). There are no problems or errors in recording accruals,
as the intention is to improve the quality of information when measuring profit in its economic form. The
problem lies in the fact that managers have the discretion to increase these accruals (or not) to influence
profit opportunistically (Martinez, 2008).

In turn, accruals may be divided into discretionary, which refers to the manager’s choices, and non-
discretionary, which occurs due to the conditions of the business itself and accounting standards (Oliveira
& Soares, 2018). However, Hendriksen and Van Breda (2009) warn that, because of managers’ discretion,
profit is a dangerous measure for external users, as managers encouraged to change accounting practices
may distort it. On the other hand, Francis, Olsson, and Schipper (2008) state that profit is better quality
information when closer to cash flow.

Therefore, even within the alternatives allowed by accounting legislation (Lima et al., 2015), EM
results from intentionally misrepresenting a company’s economic performance to obtain an advantage
or particular gain. Hence, it entails the preparation and disclosure of accounting reports with some
bias, which indicates the low quality of the information disclosed (Xue & Hong, 2016; Wang, Chi &
Wang, 2023).

Furthermore, EM is also used as a prediction variable in corporate bankruptcy models. The
identification of substantial manipulated profits enables predicting a company’s bankruptcy. Accruals
have better supported the forecast of bankrupt companies, but the actual activities variable improves the
forecasts of non-bankrupt companies. These findings highlight the importance of indicators of the EM
magnitude and the tools used to improve the performance of corporate bankruptcy models (Veganzones,
Séverin & Chlibi, 2023); such a relationship between earnings management and company bankruptcy is
apparent in the case of Americanas S.A. in Brazil.
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2.2 Corporate Governance

The literature has no consensual definition of governance/good governance practices. However,
according to Silveira (2006), it is a set of controls and incentive mechanisms aimed at minimizing the
costs caused by agency conflicts. Thus, CG comprises bodies responsible for guiding, supporting, and
monitoring management, providing a set of rules intended to align the interests of investors and managers
and maximize business performance (IBCG, 2015).

CG mechanisms help align the interests of the principal and the agent to increase the reliability
of financial information and financial reports (Nazir & Afza, 2018). The literature points to a series of
CG mechanisms, such as the board of directors (e.g., addressing issues related to the board’s size and
independence, CEO duality, etc.) and audit committee (e.g., concerning issues related to the committee’s
size, auditors rotation, etc.), among other indicators (Muda et al., 2018; Moras & Klann, 2020).

A solid CG system based on good practices, a well-structured board of directors, and good
communication with stakeholders is vital for aligning interests and reducing EM practices (Gonzales &
Garcia-Meca, 2014).

Regarding the association of CG with EM, some studies note that companies with a certain level of
governance tend to present lower EM levels (Gonzalez & Garcia-Meca, 2014; Riwayati et al., 2016; Bajra
& Cadez, 2018). However, no studies addressing such behavior, considering the companies’ different LCS,
were found, precisely the aspect we address in this study.

Although CG plays an essential role in ensuring the presence of control mechanisms in the absence
of competition (Campbell, Hollingsworth & Lindberg, 1991), it sometimes fails to prevent illicit financial
practices in concentrated markets (Diri, Lambrinoudakis & Alhadab, 2020). For example, Google
manipulated its accounting records to avoid high tax payments and transferred its earnings to low-tax
jurisdictions around the world; Coca-Cola overstated its assets, reporting a value of nine million dollars
(Diri et al., 2020); and there is a more recent case in Brazil concerning Americanas S.A’s omission of
liabilities.

Companies operating in concentrated markets more frequently perform EM than companies in
non-concentrated markets (Diri et al., 2020). Furthermore, there is evidence that CG, in the form of the
board’s quality characteristics, is more effective in mitigating EM in non-concentrated markets (Diri et
al., 2020). In contrast, CG in concentrated markets causes managers to replace EM for accruals with EM
for actual activities, as the latter is less easily detectable, and its long-term negative consequences on firm
value are likely to be mitigated by greater competitiveness power of companies in concentrated markets
(Diri et al., 2020). Companies with better CG levels were found to experience lower EM levels in emerging
economies, such as Vietnam (Nguyen, Kim & Ali, 2023).

2.3 Life Cycle Stages and Hypotheses Formulation

A wave of empirical studies emerged in recent decades, showing that a company’s life cycle
considerably affects its financial reports, corporate financial policies, and governance mechanisms (Habib
& Hasan, 2019). Companies experience various distinct phases throughout their development as they
are established and grow, phases defined as LCS (Ribeiro, Viana & Martins, 2021). Considering that each
stage is associated with different environmental, strategic, structural, and decision-making standards,
organizations experience new situations according to their life cycle stages.
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The organizational life cycle (OLC) theory analyzes how organizations develop over time and
their ability to adapt to the environment. Thus, some scholars metaphorically compare the organizations’
development to the life cycle of living beings, in which companies are born, grow, and die (Assungéo, De
Luca, Vasconcelos & Cardoso, 2014).

The objective of studying LCS focuses on analyzing how changes in incentives, restrictions, and
strategies throughout life cycle stages relate to managers’ decisions and organizations’ performance (Hasan
et al., 2015; Oliveira & Monte; Mor, 2022). Note that a company’s life cycle, although compared to the
biological life cycle, does not follow a linear timeline; hence, a company may jump from one phase to
another or even go back from a more advanced phase to a more initial one. Theoretically, when it comes
to decline, companies may enter this stage from any other stage; however, this is where they can reach
bankruptcy (Dickinson, 2011).

Thus, based on the classification proposed by Miller and Friesen (1984) and economic theory,
Dickinson (2011) classified the five phases of a company’s life cycle based on cash flows: introductory,
growth, maturity, shake-out, and decline. The first two (introductory and growth stages) concern the initial
stages, and the last two (shake-out and decline stages) are the final ones (Oliveira & Monte-Mor, 2022).

Thus, different studies highlight whether and how the organizations” characteristics in different
LCS are reflected, for example, in their financial reports and policies (Habib & Hasan, 2019; Krishnan,
Myllymiki & Nagar, 2021), in the smoothing of results (Ribeiro et al., 2018), EM strategies (Lima et al.,
2015; Souza & Moraes, 2019; Roma et al., 2021), and CG practices (Esqueda & O’Connor, 2020; Filatotchev
et al., 2006; Habib & Hasan, 2019; O’Connor & Byrne, 2015; Shaheen et al., 2020).

At a company’s inception, its focus is on its viability; hence, its strategy is to identify and capture
as many customers as possible (Lima et al., 2015). This stage is characterized by rapid growth and high
investments in production, though companies cannot achieve profitability at this stage (Ribeiro et al.,
2018). Young companies are controlled by managers and have basic informational structures. Usually,
they are not experienced in the production process, tend to have fewer employees, and profits are
distributed less frequently, as there is a need for reinvestment (Miller & Friesen, 1984; Lester, Parnell
& Carraher, 2003).

At this stage, companies make considerable investments to consolidate in the market. Financing
and debt issuance are generally obtained for the firm to finance this investment (Lima et al., 2015). Such
operations increase expenses that generate accruals, such as depreciation, amortization, and financial
expenses, enabling the adoption of EM strategies (Souza & Moraes, 2019). Likewise, other factors
associated with the initial life cycle phases, e.g., low profitability, high cost of debt, and risk of bankruptcy,
can provide incentives for managers to engage in EM practices to convince creditors that their company
is in a superior condition (Hussain et al., 2020; Krishnan et al., 2021; Roma et al., 2021). Furthermore,
companies at this stage are likely to adopt CG mechanisms less frequently (Machado et al., 2020).

The growth phase follows after the company has successfully overcome its introductory phase.
At this point, the company is expected to have established its distinct competencies and enjoyed initial
success in the market. Companies in the growth phase are less conservative, focusing on increasing
sales and obtaining new investors through the expectation of high returns. At this point, companies
may enjoy profits, but growth slows down compared to the introductory phase (Alves & Marques, 2007;
Ribeiro et al., 2018).
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Anthony and Ramesh (1992) argue that profits are greatly expected in the introductory and growth
stages because investors seek to verify a company’s performance. However, increased pressure is imposed
on companies in the growth phase to show performance, considering that firms are better structured and
have more established procedures (Miller & Friesen, 1984), characteristics that may impact the adoption
of EM. However, companies have the opportunity to adopt governance mechanisms at this stage, even
if not firmly consolidated (Machado et al., 2020). Hence, we conjecture that CG mechanisms are more
effective in reducing EM in the growth stage than in the previous stage, considering improvements in the
decision-making processes in the growth phase (Miller & Friesen, 1984).

Furthermore, considering the companies’ need for external financing in the introductory and
growth stages, they tend to improve the quality of CG to access financing to support their growth (Esqueda
& O’Connor, 2020; Filatotchev et al., 2006; O’Connor & Byrne, 2015). On the other hand, while companies
in the growth stage focus on increasing sales, in the maturity stage, firms seek increased profitability
through cost optimization (Lima et al., 2015). Mature companies enjoy a more comfortable position than
those in other LCS, as they tend to show more persistent profits and less volatile cash flows (Dickinson,
2011). Due to less uncertainty and risks concerning future earnings, Roma et al. (2021) suggest that these
companies are less motivated to manage results.

Additionally, companies in the maturity stage tend to have better CG mechanisms (Filatotchev et
al., 2006; O’Connor & Byrne, 2015; Shaheen et al., 2020) and more efficient controls (Miller & Friesen,
1984), which may result in greater governance effectiveness in reducing EM.

Companies in the shake-out stage are characterized by focusing on their recovery or survival
(Oliveira & Monte-Mor, 2022). Hence, costs are reduced in this phase, and some assets are liquidated to
generate cash and restructure operations (Dickinson, 2011; Ribeiro et al., 2018).

In turn, the decline stage represents a critical phase for a company’s survival, in which it tends to
be more conservative than in other stages (Costa et al., 2017). Furthermore, declining companies tend
to sell their assets, report greater expenses and losses, and present accumulated losses in their operations
(Miller & Friesen, 1984; Ribeiro et al., 2018).

Comparatively, companies in the shake-out stage experience decreasing operating cash flows, while
in the decline stage, they are negative (Roma et al., 2021). Additionally, there is more significant uncertainty
about cash flows, performance, and future investments in these phases (Dickinson, 2011). Thus, Krishnan
et al. (2021) suggest that companies in both stages are more motivated to adopt EM strategies when
attempting to convince stakeholders about favorable prospects (Hussain et al., 2020; Roma et al., 2021).

In the shake-out and decline stages, companies tend to divest, make extremely conservative
decisions, and have zero net inflows (Miller & Friesen, 1984). Thus, we conjecture that these characteristics
might negatively impact the quality of CG and its monitoring relevance, such that the system is insufficient
to prevent managerial opportunism (Machado et al., 2020).

Previous studies show that organizational LCS influences EM in different contexts. Costa Filho et
al. (2018) analyzed a global population of companies headquartered in 63 countries and discovered that
LCS’ role in EM differs according to accruals. Addressing a sample of publicly traded companies in the
USA and Brazil, Roma et al. (2021) found evidence that LCS influences EM. Souza & Moraes (2019) found
similar evidence, and Ribeiro et al. (2018) found that companies in the shake-out stage are more likely to
smooth profits. Choi, Choi, and Lee (2016) confirmed that growing companies are more likely to beat or
exceed earnings benchmarks when compared to the maturity stage.
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In Taiwan, an analysis of the impact of LCS on the decision to adopt alternative EM mechanisms
found that declining companies are more likely to manage profit maximization with actual activities
than mature companies. In turn, companies in the early stages of the life cycle prefer to manage their
sales, especially with expense management, while declining companies more frequently adopt sales and
production cost management (Xie, Chang & Shiue, 2022).

Evidence indicates that LCS affects the CG mechanisms used by organizations. Filatotchev et al.
(2006) showed that CG mechanisms are related to the strategies adopted by organizations throughout
the life cycle. The authors reject the notion of a universal governance structure applicable to all LCS,
considering that governance parameters may be related to changes that occur from one stage to another.

O’Connor and Byrne (2015) addressed 205 companies from 21 emerging countries and found
that, in general, mature companies tend to present better CG levels. Their study findings indicate that
governance mechanisms, such as monitoring and control, are relevant but depend on different LCS.
Shaheen et al. (2020) found similar results, as did Habib and Hassan (2019), whose results show that LCS
considerably influences CG.

The evidence presented in the literature indicates that a company’s LCS affects both EM and CG
practices. Therefore, considering that the CG’s ability to minimize EM may depend on different f

actors (Soschinski et al., 2021), the following hypothesis is proposed:

H1: The ability of CG to mitigate EM practices is enhanced in the initial and maturity stages
compared to the final life cycle stages.

Figure 1 presents this study’s theoretical model and highlights the influence of LCS on the CG and
EM relationship. Thus, considering that the direct relationship between CG and EM has been widely
discussed in previous literature (Bao & Lewellyn, 2017; Moras & Klann, 2020; Rahman & Ali, 2006;
Soschinski et al., 2021; Waweru & Prot, 2018), this study focuses on exploring the potential effect, yet
unexplored by previous studies, of LCS and its potential to moderate this direct relationship, which may
even explain the conflicting results in the literature on CG and EM.

Economic environment of emerging countries in Latin America
Companies
Corporate Governance [< » Earnings Management
Legend:
< > _Dlre_ct ]
Relationship Life cycle
Moderating the stage
direct relationship

Source: developed by the authors.

Figure 1. Theoretical Framework
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3. Method
3.1 Population and Sample

This study’s population comprised listed companies in Latin American countries, considering the
period between 2011 and 2021. This period was chosen because, in 2011, it became mandatory that all
publicly traded companies in the countries analyzed here prepare their consolidated financial statements
according to international accounting standards — IFRS, and 2021 was the last year with data available.

The sampling design considered the population of 1,098 non-financial companies in the Refinitiv
Eikon® database (the companies in the financial sector were not considered because they have a different
accounting structure). Of these, 820 companies were excluded for not disclosing any CG practices (the
criterion that accounted for the most significant number of excluded companies) in none of the years
addressed here or for providing insufficient data to calculate the variables.

Hence, an unbalanced panel of 278 companies remained: 48 from Argentina, 105 from Brazil, 36
from Chile, 15 from Colombia, 48 from Mexico, and 26 from Peru, which represent approximately 25%
of the population and comprise 1,792 observations in the study period. Table 1 shows the number of
observations by country and year.

Table 1
Number of observations according to country and year

Country 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 Total

Argentina - - - - - - 24 32 42 45 47 190
Brazil 45 56 59 65 66 67 67 73 76 95 104 773
Chile 17 17 18 18 19 21 31 33 33 33 34 274

Colombia - - - - - 12 13 13 15 15 17 85

Mexico 17 18 21 23 27 30 31 36 37 38 44 322
Peru - - - - - 22 24 25 25 26 26 148
Total 79 91 98 106 112 152 190 212 228 252 272 1792

Source: study’s data (2023).

Table 1 shows that Brazil is the most representative country in the number of observations,
with 43% of the total observations, followed by Mexico, with 322 observations, and Chile, with 274
observations, respectively, representing 18% and 15% of the total observations in the period. On the other
hand, Colombia and Peru present the lowest number of observations, 85 and 148, respectively; together,
these two countries represent 13% of the total observations. Note that the low number of observations
mainly concerns the variable measuring CG. Note that the companies in Argentina, Colombia, and Peru
spent considerable time without disclosing CG practices. Soschinski (2021) found a similar result with
companies from Argentina.

Considering that the sample was selected according to its accessibility, i.e., only companies with
information available in the period were included, as the variable of interest was found only in a subset
of the population, sample selection bias may arise (Bastos, 2018). Furthermore, adjusting econometric
models in these circumstances only for the portion in which the variable of interest was found might lead
to biased and inconsistent results (Heckman, 1979).
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Heckman (1979) developed a two-equation model to solve the sample selection bias problem. First,
the factors that determine inclusion in the sample are assessed, and then a second equation is estimated
to analyze the variable of interest. These equations are described below.

3.2 Study Variables

The methodology in which Dickinson (2011) classifies the companies into five stages, introductory,
growth, maturity, shake-out, and decline, was adopted to identify the companies’ LCS. This model
considers the behavior (positive or negative signs) of the Cash Flow Statement (CFS) components (i.e.,
cash flow from operating activities [CFO], cash flow from investing activities [CFI], and cash flow from
financing activities [CFF]) to classify organizations into distinct phases (Table 2).

Table 2
Lifecycle Stage Classification

Cash Flow Introductory Growth Maturity Shake-out Decline

Operational - + + +o+

Investment - - - +-o+ ++
Financing + + - F +-

Source: Dickinson (2011, p. 9).

The companies in the introductory stage are taken as an example to illustrate this classification.
According to Dickinson’s (2011) methodology, an organization is in its introductory stage when it has
a negative CFO, a negative CFI, and a positive CFFE. She explains that organizations in the introductory
phase do not have established clientele and lack business experience. Hence, these organizations are not
yet in a position to generate cash from their operational activities (negative sign). For these companies to
ensure their permanence and gain market share, they need cash flow to invest (negative sign) in projects,
which is why they need financing (positive sign) (Oliveira & Girdao, 2018).

Table 2 shows that the shake-out stage admits three distinct combinations of cash flow signs.
Dickinson (2011) explains that no theoretical support was found in the economics literature to make
concrete propositions regarding this phase. Hence, this stage was classified according to the following
exclusion criterion: cash flows not fitting into previous stages indicate that a company is in the shake-out
stage (Costa et al., 2017).

Note that due to the low number of observations found in the initial LCS (introductory and decline;
5% and 3%, respectively), the classification performed by Oliveira and Monte-Mor (2022) was adopted.
They grouped LCS into three categories: i) initial stages (introductory and growth), ii) maturity, and iii)
final stages (shake-out and decline). Additionally, the final stages (shake-out and decline) were used to
make comparisons, as the literature suggests that there is a greater incentive to implement EM in these
stages (Krishnan et al., 2021), as well as a tendency to decrease CG quality (Filatotchev et al., 2006; Loderer
etal., 2012).
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The model proposed by Pae (2005) was adopted to estimate the EM levels through discretionary
accruals, considering that it is an improved model that made advancements regarding some of the
weaknesses presented by the model proposed by Jones (1991) (Paulo, 2007); a model that was widely used
up to that time. Pae’s model (2005) is evidenced in Equation 1. As for total accruals, these were estimated
based on the cash flow approach, according to Equation 2. Additionally, as suggested by previous research
(Costa & Soares, 2022), the estimation of Paes EM model (2005) was operationalized through a cross-
section by sector and year, with companies presenting at least ten observations to reduce potential biases.

TA/A. =a +a l/A. +a AR /A + o PPE /A +

it it-1 0 1 it-1 2 it it-1 3 it it-1 E t 1
“4CF Oit/ Ait—1+ “5CF Oit—l/ Ait—Z + aGTAit—I/ Ait—z tE, ( arenon :
TA, = (PROFIT,- CFO,)/ A, , (Equation 2)

Where:

TA, corresponds to the total accruals of company i in period #;

A, corresponds to the total assets of company i in period £;

AR, corresponds to the variation in net revenues of company 7 in the period between t and ¢-1;

PPE, corresponds to the fixed assets of company i in period #;

CFO, corresponds to the operating cash flow of company i in period t;

PROFIT, corresponds to the result before extraordinary items and discontinued operations in company i in
period ;

¢, corresponds to the model residuals used as a proxy for EM for discretionary accruals.

Similar to Soschinski et al. (2021), CG information was collected in this study from the Refinitiv
Eikon® database, which takes into account the number of CG mechanisms a company presents, such as
those focused on management, shareholders, and integration strategies between economic, social, and
environmental practices.

Soschinski et al. (2021) explain that these mechanisms are CG dimensions, in which the dimension
related to management reflects a company’s commitment and effectiveness in following what the database
establishes as the best CG practices. For example, it assesses whether a company has a policy determining
the functions of its audit board and committee, in addition to the independence level of its audit committee
and board of directors.

The second mechanism concerns shareholders and reflects an organization’s effectiveness in equally
treating minority and majority shareholders (e.g., through shareholder engagement, equal voting rights
policy, etc.). Finally, the third dimension concerning the integration of economic, social, and environmental
practices reflects the adoption of practices designed to incorporate these into day-to-day organizational
strategies and decision-making processes. For example, including the committee and sustainability report,
the Global Reporting Initiative [EMI] guidelines, etc.).

Therefore, the database generates a final score ranging from 0 to 100 based on the number of
mechanisms each company presents, which is used as general CG metrics. Table 3 presents the study variables.
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Table 3

Metrics for calculating the study variables

Variable Description Metrics Authors
Dependent Variable
Discretionary accruals
Earnings operationalized ,
Management (EM) in absolute values Pae’s (2005) Model
(According to Eqg. 1 and 2)
Independent Variable
Corporative Measures the Refinitiv Eikon's ® methodology including Soschinski et al.

Governance (CG) companies’ CG level.

mechanisms aimed at management,
shareholders, and strategies.

(2021)

Moderating independent variable

Lifecycle Stages Represents the LCS

Dummy that corresponds to the company’s
LCS (initial stages, maturity, and final stages): 1

Dickinson (2011)

(D_LCS) under study concerns the companies in the stage analyzed
by the model, and 0 otherwise.
. . Represents the interaction between the CG
CG,- D_ECV, Moderating variable and LCS under study.
Control Variables
Income natural Haga et al. (2018)
Size (SIZE) LN of total revenue Soschinski et al.

logarithm (LN)

(2021)

Return on Assets Company’s profitability

Operating Profit divided by Total Assets

Schuster and Klan

(ROA) (2019)
Moras and Klann
Debt (DEBT) Company's debt level Total liabilities divided by Total Assets (2020); Ribeiro et al.

(2018)

Sales growth due to

Sales Growth (SG) 2
variation in revenue

Percentage of change in sales

Costa Filho et al.,
(2018); Soschinski et
al. (2021)

Period of analysis: 2011

Year t6 2021 Dummies for year Haga et al. (2018)
Country Dummies for country -
Sector Dummies for sector Haga et al. (2018)

Source: developed by the authors.

3.3 Econometric Models

Heckman’s (1979) correction model was used to estimate data. First, a binary variable (D_sample)
was created, where 1 was assigned for the companies in the sample and 0 otherwise. Next, the first stage
of the Heckman model was performed (which uses a logit estimation to perform the selection equation),
the model of which is shown in Equation 3.

EM, =y, +vy,SIZE, +y,ROA, + y.DEBT + y,SG, + y.D_sample + ¢, (Equation 3)

| 66 |
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Then, the model in Equation 4 was estimated to analyze how different LCS affect the companies’
EM; this relationship was controlled by different factors that may affect EM (as shown in Table 3). Note
that this model is the second stage of the Heckman correction model.

EM, =98, +8 D_ECV, + 8,SIZE, + 8 ROA, + 8 DEBT + .
i : i i (Equation 4)
0.SG, + yYear, + aCountry, + BSector, + lambda + ¢,

Furthermore, in addition to the LCS analyzed in Equation 4, the other variables of interest (CG
and interaction variables) and the variables that may affect EM (control variables, Table 3) were included
in the model to check Hypothesis 1. This model, which is the second stage of the Heckman correction
model, is presented in Equation 5.

EM, =B, +B,CG,+B,D_ECV, +B.CG, D_ECV, + B SIZE + . ROA, + (Equation 5)
B.DEBT + .SG, + yYear, + aCountry, + 8Sector, + lambda + ¢,

Additionally, as a measure of robustness, a third model was estimated using multiple linear
regression (ordinary least squares - OLS), with robust error correction for potential problems of
autocorrelation, multicollinearity, and heteroscedasticity, and fixed effects of country, year, and sector,
according to Equation 6.

EM, =« + “1CG,-; + chD_ECVit + “3CG,-; *D_ECV“ + a4SIZEit +

Equation 6
«ROA, + a DEBT + oSG, + yYear, + BCountry, + 8Sector, + ¢, (Eq )

4. Analyses and Discussion of Results

Initially, descriptive analysis was performed to verify how data behaved (Table 4). Note that the
ROA, SG, and DEBT variables are presented in their winsorized values at the 1% and 99% levels to limit
the presence of outliers.

An analysis of the absolute values of discretionary accruals proxy showed a variation indicating
that the companies manipulated their results throughout the study period. As for CG, the results show
that, on average, the companies presented approximately 49% of the mechanisms assessed by the database.
Furthermore, the data presents a high standard deviation (22.75%), clearly discriminating the companies
adopting few CG practices (according to the minimum value) from those adopting many practices
(approximately 97%, based on the maximum value).

Data also shows a positive mean ROA, indicating that the companies were able to generate profits
from their assets. Additionally, on average, the companies presented growing sales from one year to the
next. There are both companies experienced a decrease in sales (minimum value) and those experiencing
high growth (maximum value). Finally, it appears that companies have a relatively high level of debt.
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Furthermore, an analysis of companies’ LCS indicates that most (60%) were in the maturity phase,
followed by those in the growth (22%), shake-out (10%), introductory (5%), and decline (3%) phases.
Hence, most organizations are characterized by stability (Dickinson, 2011).

Table 4
Descriptive Statistics

Panel A - Descriptive statistics of the study variables

EM,, CG, ROA, SG, SIZE, DEBT,

Mean 0,04 49,18 0,07 0,03 21,28 0,61
Standard Deviation 0,05 22,75 0,08 0,32 1,65 0,21
Median 0,02 49,71 0,07 0,00 21,40 0,59
Minimum 0,00 0,25 -0,24 -0,67 16,10 0,13
Maximum 0,94 96,86 0,33 1,67 24,54 1,50
Observations 1.792

Panel B - Distribution of observations according to life cycle stages

Frequency Relative Frequency

Introductory 83 5%
Growth 401 22%
Maturity 1.076 60%
Shake-out 183 10%
Decline 49 3%
Observations 1.792 100,00%

EM, = discretionary accruals according to absolute values in the Pae’s (2005) model; CG, = Corporate Governance Score;
ROA, = return on assets; SG, = sales growth; SIZE, = company’s size; DEBT, = debt.

Source: study’s data (2023).

Table 5 shows the results concerning the influence of LCS on the CG and EM relationship. The
relationship between the LCS and the EM is shown in Heckman’s model 1 to verify managers’ opportunistic
behavior throughout the LCS. Considering the final stages as a comparison category, the results show a
negative and significant relationship between the initial and maturity stages and EM. This finding indicates
that there is a lower level of EM in these stages than in the final stages of the life cycle, which is consistent
with the notion that investors do not strongly pressure companies for a certain level of performance at
the introductory stage. Likewise, growing companies are more at liberty to report losses without being
severely penalized by the market. These aspects might minimize incentives for EM (Krishnan et al., 2021;
Roma et al. 2021), compared to the final stages of the life cycle.

Additionally, this result aligns with the literature in which mature companies experience
considerably lower levels of uncertainty and risk regarding future profits and cash flows, which reduces
the incentives for companies at this stage to manage results (Krishnan et al., 2021).
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Consequently, EM tends to be more pronounced in the final stages, considering there is a greater
incentive to engage in EM practices due to financial difficulties (Souza & Moraes, 2019). Furthermore,
there is increased uncertainty regarding a company’s future performance and cash generation in the decline
phase, giving incentives for opportunistic behavior and a search to hide potential financial difficulties
(Hussain et al., 2020; Roma et al., 2021). Thus, the results of this study indicate that lower levels of EM are
found in the initial and maturity stages compared to the final stages of the life cycle.

Note that the estimation using the Heckman model presented more robust results than those
obtained by the OLS estimation, considering that the coefficient of the lambda variable proved to be
statistically significant. In this sense, its inclusion in the model was relevant for correcting sample selectivity
(Resende & Wyllie, 2006), decreasing potential biases in the estimated coefficients.

The other variables of interest were included in Heckman’s model 2, i.e., the CG and the interactions
between the LCS and the CG. The results show a significant negative relationship between CG and EM,
indicating that CG represents an important tool for preventing managers’ EM practices. It aligns with
previous evidence and shows that CG contributes to decreasing opportunistic behavior, such as EM (Bao
& Lewellyn, 2017; Correia et al., 2017; Bajra & Cadez, 2018; Soschinski et al., 2021).

These findings also enabled inferring that companies in the final stages (shake-out and decline) tend
to engage more frequently in EM practices, corroborating the literature, which suggests that managers are
more motivated to manage results in these life cycle phases to convince shareholders and other creditors
of their companies’ prospects (Hussain et al., 2020; Roma et al., 2021). Likewise, these confirm some of
the results reported by Ribeiro et al. (2018) regarding the influence of the shake-out stage on earnings
smoothing. Thus, the results align with those from previous research indicating the influence of LCS on
EM (Choi et al., 2016; Costa Filho et al., 2018; Ribeiro et al., 2018; Souza & Moraes, 2019; Roma et al.,
2021). Moreover, this and the previous estimation found a statistically significant coefficient of the lambda
variable, suggesting that its inclusion in the model was necessary for correcting sample selectivity (Resende
& Wyllie, 2006).
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Table 5
Results regarding the life cycle influence on the relationship between corporate governance and
earnings management

EM, Heckman 1 Heckman 2 oLs
-0.000704*** -0.000692**
CGit
(-2.85) (-2.08)
-0.009961*** -0.049553#*** -0.049664**
Intro_Grow,
(-4.16) (-3.23) (-2.25)
) -0.013273%** -0.056898*** -0.056962**
Maturity,
(-5.79) (-4.09) (-2.48)
0.000630%** 0.000623*
CG, Intro_Grow,
(2.14) (1.81)
0.000743*** 0.0007267**
CG, - Maturity,
(2.78) (2.17)
S17E -0.005778%*** -0.008570%*** -0.009314%**
" (-12.52) (-5.20) (-3.13)
0.070969*** 0.112017%** 0.015906**
ROA,
(8.94) (4.25) (2.10)
SG 0.002433 0.007475 0.087010
" (1.14) (1.18) (1.25)
0.058282*** 0.066217*** 0.063123***
DEBT,
(25.12) (8.33) (3.07)
0.047148*** 0.088951***
Lambda
(2.91) (2.84)
1.284505%** -14.0429%** 0.219513***
Constant
(32.59) (-87.07) (3.92)
Dummies for Country Yes Yes Yes
Dummies for Year Yes Yes Yes
Dummies for Sector Yes Yes Yes
Observations 1,792
Wald Chi? and F test (OLS) 1499.07*** 243.20%** 5.60%**

EM, = discretionary accruals in absolute values estimated by Pae’s (2005) model; CG, = Corporate Governance Score;
SIZE, = log total income; ROA, = return on assets; SG, = sales growth; DEBT, = debt; Wald Chi2and F test (OLS) = model’s
significance. z (Heckman) and t (OLS) statistics between parentheses. ***, ** * = sjgnificant at 1%, 5%, and 10% levels,
respectively.

Source: Study’s data (2023).

An analysis of the moderating effect of LCS on the CG and EM relationship showed a positive and
significant relationship at the 5% level for the initial stages and at the 1% level for the maturity stage. As for
the initial stages, the sum of the interaction coefficient with the CG variable does not confirm this positive
relationship (0.000630: -0.000704), indicating increased governance’s ability in these stages to mitigate
EM than in the final stages. These results align with theoretical arguments that the quality of governance
increases in response to the need for external financing (Esqueda & O’Connor, 2020; Filatotchev et al.,
2006; O’Connor & Byrne, 2015). In this sense, as companies in the early stages have a greater need for
external financing, a higher quality of CG is expected, which is a potential explanation for the ability of
CG to reduce EM in these stages.
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Likewise, a positive and significant influence was found on the CG and EM relationship for the
maturity stage. The sum of the interaction coefficient with the CG variable ratifies this positive relationship
(0.000743: -0.000704), suggesting that governance practices were not sufficiently compelling to prevent
opportunistic behavior at this stage compared to the final stages. This result is likely explained by the
fact that mature companies have fewer incentives for managers to engage in EM practices (Roma et al.,
2021), meaning that governance mechanisms are not as required. Li and Zhang (2018) found that the
size of the board of directors decreases as a company moves through the life cycle stages. Furthermore,
mature companies generally require less external financing. Thus, according to the theoretical arguments
previously discussed, the quality of CG may suffer (Esqueda & O’Connor, 2020; Filatotchev et al., 2006).

Hence, it appears that CG mechanisms are more effective in reducing EM in the final stages than
in the maturity stage; hence, it fulfills its role of monitoring and mitigating behaviors not aligned with the
principal’s interests. It is so because, at these stages, managers are strongly motivated to get involved in
EM (Krishnan et al., 2021) to convince stakeholders about the company’s prospects (Hussain et al., 2020;
Roma et al., 2021). Thus, as LCS appears to influence the relationship between CG and EM, H, fails to
be rejected, at least in part, suggesting that the ability of CG to mitigate EM practices is enhanced in the
initial and maturity stages compared to the final life cycle stages; such enhancement was found to occur
only in the initial life cycle stages.

However, we must consider the magnitude of the coefficients found for the CG variable (-0.000704),
for the moderating variable of the initial LCS (0.000630), and maturity (0.000743). As they presented
values very close to zero, this may signal that LCS contributes little to enhancing or reducing a company’s
governance ability to mitigate EM practices, even if it presents a highly statistically significant relationship.

As for the control variables, size presented a negative and statistically significant relationship with
EM, indicating that the larger a company, the lower the adoption of EM. Costa Filho et al. (2018), Roma et
al. (2021), and Soschinski et al. (2021) found similar results. Likewise, the higher a company’s profitability,
the higher its EM tends to be, corroborating the findings by Moras and Klann (2020), Schuster & Klann
(2019), and Souza & Moraes (2019). However, unlike previous evidence, no significant relationship was
found between sales growth and EM (Costa Filho et al., 2018; Soschinski et al., 2021).

Debt was found to have a positive and statistically significant relationship with EM, suggesting that
more indebted companies tend to engage in EM more frequently. This finding corroborates the literature,
in which higher levels of leverage encourage managers to manage earnings to meet debt clauses (Gu
& Rosett, 2005; Duarte, Galdi & Damasceno, 2020), generating a greater volume of financial expenses
(discretionary) that allow manipulation (Souza & Moraes, 2019); corroborating evidence presented by
Souza and Moraes (2019) and Morés and Klann (2020).

Finally, the results from the robustness analysis through OLS regression were similar to those found
using Heckman’s selection model; decreased statistical significance of the relationships was found only in
one instance. Such a result is possibly explained by selection bias since the lambda variable in Heckman’s
model proved significant. Therefore, it appears that the influence of LCS on the relationship between CG
and EM remains even when other econometric configurations are used in the analysis.
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5. Final Considerations

This study aimed to analyze the influence of life cycle stages (LCS) on the relationship between
corporate governance (CG) and earnings management (EM) among publicly held companies in Latin
America. Thus, the hypothesis proposed was that the CG’s ability to mitigate EM practices is enhanced in
the initial and maturity stages compared to the final life cycle stages.

Data from 271 companies in Latin America from 2011 to 2021 show the CG’s effectiveness in
reducing EM. Moreover, evidence was found that in the initial (introductory and growth) and maturity
stages, companies tend to manage their earnings less frequently than companies in the final stages (shake-
out and decline), where a higher level of EM was found. Hence, this result suggests that the adoption of
EM practices differs according to a company’s LCS.

A positive and significant relationship was found in the analysis of the moderating effect of LCS on
the CG and EM relationship for the initial and maturity stages. The sum of the interaction coeflicient with
the CG variable for the initial stages did not ratify a positive relationship, indicating an increase in the
governance’s ability to mitigate EM in the initial stages compared to the final ones. Thus, CG mechanisms
proved to be more effective in the initial stages for aligning interests, monitoring, and, consequently,
reducing opportunistic practices on the part of managers.

Likewise, a positive and significant influence of the maturity stage was found on the relationship
between CG and EM. The sum of the interaction coefficient with the CG variable confirms this positive
relationship. Therefore, governance’s ability to mitigate EM is reduced at this stage compared to the final
stages. Thus, LCS appears to influence the relationship between CG and EM, indicating that the objective
of this study was achieved. Furthermore, the results suggest that governance effectiveness in reducing
opportunistic practices may be enhanced or reduced at different stages of a company’s development.
Therefore, the hypothesis proposed here fails to be rejected, at least in part.

Nonetheless, it is important to consider the magnitude of the coefficients found for the CG
variable (-0.000704) for the moderating variable of the initial (0.000630) and maturity (0.000743) stages,
considering that both presented values close to zero. This fact suggests that LCS contributes little to
enhancing or reducing governance’s ability to mitigate EM practices, even if they present a statistically
significant relationship.

Additionally, larger companies were found to manage results less frequently, and the companies’
return on assets and debt are positively related to EM. Finally, no significant relationship was found
between sales growth and EM.

Therefore, the evidence presented in this study contributes to the literature and supports a better
understanding of how conflicts of interest and information asymmetry may be reduced in the contractual
relationship throughout the OLC via CG practices, helping to explain the conflicting results of previous
studies on the CG and EM relationship. Thus, organizations should pay attention to their LCS when
refining control and risk management mechanisms, which might contribute to the effectiveness of these
mechanisms in aligning interests within the company.

Furthermore, this study provides empirical and market-wise results using aggregated CG measures,
given that previous studies analyzed these mechanisms in isolation, often making only dichotomous
analyses. Additionally, our analyses do not focus on a specific scenario only (Bao & Lewellyn, 2017);
instead, a broader context was considered, including emerging countries; such a perspective provides
more robust results.

The theoretical and practical implications arising from this study’s findings are significant for both
companies and their respective stakeholders, as the results highlight the importance of CG as an effective
mechanism for reducing EM in Latin American companies and reinforce the relevance of transparency,
accountability, and control structures practices.
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For companies, the findings suggest that implementing and improving CG practices might be
effective strategies to mitigate managers’ opportunistic practices. Such practices are especially relevant
at a company’s early stages when the relationship between governance and EM is more pronounced.
Companies may use these results as a guide when adopting measures intended to ensure greater alignment
of interests between shareholders, directors, and managers and better monitor management activities.

Stakeholders, including shareholders, investors, creditors, and regulators, can use this study’s
findings to indicate the effectiveness of CG practices in Latin American companies. Understanding
that governance contributes to reducing EM might influence an organization’s investment, financing,
and monitoring decisions. Furthermore, the fact that a company’s development stage might impact the
relationship between its governance practices and EM shows the need for differentiated governance
approaches at different stages of an organizationss life cycle.

In the broader context, these results advance the literature on CG and EM, providing valuable
insights into how these mechanisms interact at different stages of company development. Hence, these
results can influence the formulation of public policies and regulatory guidelines, promoting more effective
governance practices and encouraging a culture of transparency and responsibility among companies.

In summary, the results of this study provide theoretical contributions to the academic milieu and
are also expected to benefit companies by implementing solid CG practices in different LCS. These findings
can potentially guide business strategies and investment decisions, promoting greater trust and efficiency
in Latin American financial and business markets.

Despite this study’s contributions, some limitations must be considered. First, the CG proxy adopted
here significantly diminished the study sample, considering many companies did not present CG scores.
Additionally, EM was analyzed only from the perspective of discretionary accruals; other forms of EM,
such as actual activities, were not analyzed. Likewise, only a single model estimated discretionary accruals.
Nonetheless, the results were sensitive to the estimated model, considering that the OLS model was inferior
to the Heckman model despite the relationships maintaining the same direction and statistical significance.
Therefore, any generalizations based on the results of this study must consider such limitations.

Nevertheless, these limitations do not invalidate the findings; rather, future studies should consider
them as a starting point. Therefore, further research could expand the sample and analyze countries
with more developed economies, in addition to using other EM models and/or proxies for the quality of
accounting information.
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