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Article II investigates the role of the discretionary environment for earnings management, using several measures of
governance and contextual mechanisms. The findings of this article show that the discretionary environment matters in
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environment has the potential to refine measures of earnings management and mitigate the mixed inferences made from
these measures in the literature. Hence, this study contributes to the literature by augmenting accrual-based earnings
management models with governance and contextual mechanisms.

Article III examines the role of managerial traits in the active management of capital structure within the boundaries of
a system of financial and governance constraints. The findings of this article show that the managerial discretionary index
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Introduction 

 

 

 

Recent developments in the corporate governance literature suggest that different governance 

mechanisms and organizational contexts constitute a system that jointly affects corporate 

affairs, for example, earnings management by managers and the capital structure of firms 

(Aguilera, Filatotchev, Gospel, and Jackson 2008; Garcia-Meca and Sanchez-Ballesta 2009; 

Ward, Brown, and Rodriguez 2009; Jiraporn et al. 2012). One of the primary reasons for 

designing different governance mechanisms is to minimize the agency costs of managerial 

discretion. These mechanisms substitute and/or complement each other in relation to different 

corporate affairs. For instance, Jensen (1986) suggests that debt governance restrains 

managerial discretion in a less efficient market for corporate control. These substituting 

and/or complementing mechanisms as a means of governance have various effects on 
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corporate affairs in different governance and organizational environments. Once a governance 

mechanism within a system of governance changes, for example, by putting stronger industry 

regulation in place or making changes in the composition of the board of directors, the 

effectiveness of this mechanism will change accordingly. The overall effectiveness of the 

substituting and/or complementing governance mechanisms thus evolves (Aguilera et al. 

2008; Ward, Brown, and Rodriguez 2009; Millar 2014). This view implies that the 

effectiveness of new governance mechanisms will depend on the mechanisms that are already 

in place. Moreover, any changes to mechanisms already in place will have an impact on the 

effectiveness of the other prevalent mechanisms in corporate affairs. This implication 

suggests that the agency cost of managerial discretion is limited to the overall effect of a 

system of interdependent mechanisms, which this dissertation refers to as the discretionary 

environment. 

This dissertation consists of three articles on governance mechanisms, earnings management, 

and capital structure. The articles are connected through the concept of the discretionary 

environment. In Article I, ‘The Joint Effect of Industry Regulation and Corporate Governance 

on Earnings Management’, I investigate the substitution and complementary effects of 

corporate governance and industry regulation on earnings management. In Article II, 

‘Discretionary Environment and Earnings Management’, I examine how the discretionary 

environment affects firms’ earnings management practices by estimating an accrual-based 

governance-augmented earnings management (GAEM) model. The GAEM model estimates 

measures of earnings management by relaxing two underlying assumptions of accrual-based 

models. Finally, in Article III, ‘Bounded Rationality and Active Management of Capital 

Structure’, I examine the role of managerial discretion in the active management of capital 

structure within the boundaries of a constraint system. 
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The literature on corporate governance, earnings management, and capital structure 

constitutes a broad field of research, and several parts of the literature are relevant to the 

articles in this dissertation. The governance literature is essential to all three articles. The first 

article adds to the governance literature that introduces the bundle perspective of governance, 

which defines governance mechanisms as a system (e.g. Aguilera et al. 2008; Ward, Brown, 

and Rodriguez 2009; Aguilera, Desdender, and Castro 2011; Millar 2014). The interplay 

between the governance mechanisms constitutes a joint effect that varies according to the 

quality of the mechanisms. The joint effect depends on whether the mechanisms can be 

characterized as just substitutes or complements. Until recently, these mechanisms were 

investigated and hypothesized to be mutually exclusive effects in the literature (perfect 

substitutions or perfect complements). Bebchuk and Weisbach (2010) tout the possibility of 

the co-occurrence of substitution and complement effects of two or more governance 

mechanisms within a governance bundle on corporate affairs. Moreover, they call for an 

empirical investigation of this joint effect. In the first article, I hypothesize that corporate 

governance and industry regulation have both substitute and complement effects on earnings 

management. 

The other body of literature relevant to this dissertation is linked to the governance literature, 

and it aims to explain earnings management practices with governance mechanisms. Garcia-

Meca and Sanchez-Ballesta (2009) carry out a meta-analysis of 35 studies within this body of 

the literature. They emphasize the need to explicitly consider the legal and institutional setting 

in the analysis of the effect of governance mechanisms on earnings management practices. 

Additionally, they pinpoint the need to improve earnings management measures and the use 

of diverse governance measures in this body of literature. 
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The second article in this dissertation relates closely to the first two bodies of the literature 

mentioned above. In addition, it relies on another fundamental strand of earnings management 

literature that develops and modifies the measures of earnings management practices. The 

second article extends the accrual-based earnings management model introduced by Kothari, 

Leone, and Wasley (2005) by augmenting different measures of governance and 

organizational mechanisms. The idea of this extended model is supported by the strand of the 

earnings management literature that strives for enhanced measures of earnings management 

practices to make better inferences from these measures (Dechow, Ge, and Schrand 2010; 

Dopuch, Mashruwala, Seethamraju, and Zach 2012; Owens, Wu, and Zimmerman 2017). This 

strand of literature questions two basic assumptions of the accrual-generating process (AGP) 

regarding how the measures of earnings management practices are estimated in practice. The 

two assumptions are (i) the intra-industry homogeneity of the AGP, which means that firms in 

the same industry have similar AGPs across cross sections, and (ii) the firm stationarity of the 

AGP, which means that each firm’s AGP is reasonably stable (Dopuch et al. 2012; Owens, 

Wu, and Zimmerman 2017). 

The third article in the thesis relies on a central and novel theme in behavioural economics 

and its approach to agency theorists’ and economists’ rationally motivated behaviour of 

agents, such as managers. The frontiers of this research field propose that cognitive 

limitations to processing information within a finite time bound managers’ rationality (Simon 

1972, 1976, 1997; Schilirò 2012).1 Accordingly, the bounded rationality of agents will affect 

their decision making in meeting stakeholders’ objectives. Therefore, under bounded 

                                                      

1 See Schilirò (2012), cited by Simon (1972, p. 162): “Theories that incorporate constraints on the information-

processing capacities of the actor may be called theories of bounded rationality”. 
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rationality, agents make satisficing decisions, second best, or satisfactory and sufficient 

decisions.  

The body of literature relevant to the third article is that on capital structure. A strand of this 

literature argues that the explanation for variations in firm capital structure should be sought 

in their the firms’ cross sections, in other words, in the active management of capital structure 

across firms (Lemmon, Roberts, and Zender 2008; Parsons and Titman 2008; DeAngelo and 

Roll 2015; Graham, Leary, and Roberts 2015; Gygax, Hazledine, and Martin 2017). Recently, 

a few studies have considered managerial traits, such as managerial discretion, chief executive 

officer power, and managerial overconfidence, as potential explanations of the active 

management of capital structure (Parsons and Titman 2008). The third article in this 

dissertation examines the relation between a managerial discretionary index and leverage 

growth to investigate the active management of capital structure. 

 

 

Article Summaries 

 

Article I 

Article I, ‘The Joint Effect of Industry Regulation and Corporate Governance on Earnings 

Management’, investigates the joint effect of governance mechanisms on earnings 

management. 
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A body of governance literature introduces the bundle perspective on governance mechanisms 

or governance as a system (e.g. Aguilera et al. 2008; Ward, Brown, and Rodriguez 2009; 

Aguilera, Desdender, and Castro 2011; Millar 2014). Viewing governance as a system has 

implications for the investigation of its effect on earnings management. By this view, whether 

a mechanism is effective or the extent to which it will be effective depends on the interplay 

between governance and organizational environments (Rediker and Seth 1995; Becher and 

Frye 2011). The joint effect is characterized and distinguished as substituting or 

complementing effects in the earlier literature (Rediker and Seth 1995; Becher and Frye 

2011). This distinguishing view causes inconsistencies in the findings and their inferences on 

the substitution and complement effects in the literature. The mechanisms substitute and 

complement each other and will gain importance or lose relevance; however, they will seldom 

become entirely ineffective. This result is consistent with what Bebchuk and Weisbach (2010) 

introduce as the potential co-occurrence of substitution and complement effects, where they 

call for an empirical investigation of this possibility, which the first article investigates by 

testing the joint effect of the two governance mechanisms as both substitution and 

complement effects. 

I examine three scenarios for substitution and complement effects by investigating the joint 

effects of corporate governance and industry regulation on earnings management. In the first 

scenario, both of these effects occur simultaneously. This is consistent with the possibility 

Bebchuk and Weisbach (2010) mention and, because of this co-occurrence, I call them 

imperfect substitution and imperfect complement effects. Second, only one of the substitution 

or complement effects is possible, similar to the studies of Rediker and Seth (1995) and 

Becher and Frye (2011). The substitution and complement effects are perfect, since they are 
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hypothesized as mutually exclusive in the literature. Third, there is no substitution or 

complement effect. 

The empirical analysis is performed on an unbalanced panel data sample of U.S. companies 

for the period 2006–2009. The financial and accounting data are obtained from financial 

reports available from Orbis (Bureau van Dijk) to estimate the earnings management 

measures. The corporate governance data are from the Institutional Shareholder Services and 

the industry regulation data are from RegData. The use of a quantified index for regulation 

differentiates this study from others that use indicator variables motivated by arguments on 

whether an industry is relatively loosely or tightly regulated. 

The findings of the first article are consistent with the first scenario. I use the methodology of 

Rediker and Seth (1995) and Becher and Frye (2011) to estimate the joint effect; however, I 

apply this method to four different firm categories with combinations of low and high levels 

of governance and industry regulation to estimate the variations in the joint effects and find 

evidence of imperfect substitution and complement effects. Further, I find that the rate of 

substitution between these two mechanisms on earnings management to be diminished, which 

is a property of imperfect substitution and complement effects. 

The implications of the findings of this study are important to investors and analysts who use 

accrual-based earnings management measures to predict future firm performance. Changes in 

governance mechanisms, such as introducing new corporate governance guidelines or 

deregulation, affect firm earnings management policy. These changes also affect the interplay 

of these mechanisms, which, in turn, changes the joint effect of these mechanisms on earnings 

management. Regulators and policymakers should be aware of the interplay between 

governance and organizational environments and consider it in their policy making. 
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This article contributes to the governance and earnings management literature by testing and 

presenting evidence of imperfect substitution and complement effects between corporate 

governance and industry regulation on earnings management practices. The results show that 

the rate of substitution between industry regulation and corporate governance diminishes as 

the quality of governance mechanisms increases. The findings also show that industry 

regulation has a statistically significant effect on earnings management. A minor contribution 

of this study is the use of a quantified measure of industry regulation instead of indicator 

variables to test the hypotheses related to the substitution and complement effects. 

 

Article II 

Article II, ‘Discretionary Environment and Earnings Management’, investigates the role of the 

discretionary environment for earnings management, using several measures of governance 

and contextual mechanisms. 

The reported earnings of firms indicate their profitability, and the quality of earnings is crucial 

to determine how profitable the firms are. The AGP of firms is subject to managerial 

discretionary objectives to regulate or smooth future earnings, and, therefore, earnings are not 

always a true picture of a firm’s economic prospects. Analysts and investors use accrual-

based earnings management measures to determine the quality of earnings and to predict the 

economic prospects of firms. The accrual-based earnings management models decompose 

accruals as a measure of total discretion into two components to estimate measures of 

unobservable managerial discretionary objectives and discretionary practices (Jones 1991; 

Kothari, Leone and Wasley 2005): accounting accruals and managerial accruals. Kothari, 

Leone, and Wasley (2005) present one of the most frequently used accrual-based models 
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(henceforth the KLW model) by considering the role of performance in earnings management. 

In this study, I augment the KLW model with a set of measures of a system of governance and 

organizational mechanisms, and I refer to them as the discretionary environment, and I label 

the new model the GAEM model. 

The traditional accounting and financial determinants of total accruals are referred to as 

accounting accruals in the KLW model and likewise in the GAEM model. I use the 

governance and organizational mechanisms’ measures to construct a consistent measure of the 

discretionary environment. I call this portion of accruals measured by the discretionary 

environment governed accruals. The residuals of the extended model that are explained by 

neither the traditional determinants of total accruals nor the measures of the discretionary 

environment are called non-governed accruals. I thus add the discretionary environment to 

the accrual-based KLW model. This extended model measures the effect of a system of 

governance and organizational mechanisms on accruals and potentially enhances the 

inferences made in the literature using the earnings management measures estimated by the 

GAEM model. 

Previous studies concerned with the quality of measures of earnings management point out 

that the consistency of the measures is an issue (Garcia-Meca and Sanchez-Ballesta 2009; 

Dechow, Ge, and Schrand 2010). Some of the earnings management measures are estimated 

with a time-series approach, whereas others are based on cross sections. A few studies apply 

longitudinal (panel) data and combine the time-series and cross-sectional approaches to 

prevent loss of information through time and cross sections. In this article, I use the latter 

approach, which better suits modelling the discretionary environment as measured by a set of 

governance and organizational mechanisms that vary through both time and across cross 
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sections. The use of the longitudinal approach increases the power of the regression-based 

models. 

Evidence in the governance literature encourages studying governance-related hypotheses in a 

non-stationary environment, which affects the choice of regression-based estimation methods 

(Noe and Rebello 2012). I test the data for panel non-stationarity and panel cointegration and 

find evidence in support of both. Hence, I apply a non-stationary panel cointegrated 

regression method to estimate the components of the KLW and GAEM models. This 

regression method is able to produce firm-specific coefficients for the determinants of total 

accruals (the accounting and financial variables, as well as the measures of the discretionary 

environment specific to the GAEM model), which, to some extent, captures the heterogeneity 

in the AGP. Further, the accounting and governed accruals in the GAEM model are better 

estimated. Consequently, the residuals or the non-governed accruals are not contaminated by 

omitted variables and reflect managerial discretionary practices outside the framework of 

accepted accounting standards and the boundaries of governance and organizational 

mechanisms or the discretionary environment. In addition, the residuals of this model are firm 

specific and vary through time and cross sections, which mitigates the problem associated 

with the two assumptions of the firm stationarity and industry homogeneity of accruals. 

The findings of this article show that the discretionary environment matters in explaining 

earnings management practices. Therefore, the use of a tractable and quantifiable measure of 

the discretionary environment has the potential to refine measures of earnings management 

and mitigate the mixed inferences made from these measures in the literature. 
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Article III 

Article III, ‘Bounded Rationality and Active Management of Capital Structure’, examines the 

role of managerial traits in the active management of capital structure within the boundaries 

of a system of financial and governance constraints. 

Recent studies in the capital structure literature investigate cross-sectional variations in capital 

structure to explain differences in firms’ financial policies (DeAngelo and Roll 2015; 

Graham, Leary, and Roberts 2015; Gygax, Hazledine, and Martin 2017). The firms’ leverage 

is understood to behave in a mean-reverting fashion. For instance, Lemmon, Roberts, and 

Zender (2008) confirm that the leverage is stable over time. However, they find that 

traditional determinants of capital structure explain only a small fraction of the firms’ capital 

structure. DeAngelo and Roll (2015) have suggested that managerial traits can explain cross-

sectional variations in capital structure. Capital adjustment models are popular tools to study 

these variations in the literature (e.g. Frank and Goyal 2008). 

The two competing theories of capital structure are trade-off theory, which originated from 

the work of Kraus and Litzenberger (1973), advocating that the financing decisions of debt 

and equity are based on a cost–benefit analysis, and the pecking order theory of Myers and 

Majluf (1984), which, in contrast, suggests a preferred order of debt over equity financing. 

The motivations of the financial policies underlying these theories are based on agency theory 

and managers’ rationality in value maximization for stakeholders and/or prioritization of their 

own private benefits. However, the business and organizational environment affects these 

financing decisions, and managers do not make fully rational financial decisions. Therefore, 

these decisions are made within complementary states, bounded rationality (Simon 1976, 

1997; Schilirò 2012). The evidence shows that the two competing theories are limited to 

explaining firms’ financial policies only by managerial rationality under the firms’ financial 
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and governance constraints (Myers 1984; Lemmon and Zender 2010; Jiraporn, Kim, Kim, and 

Kitsabunnarat 2012; Morellec, Nikolov, and Schurhoff 2012). 

In this article, the bounded rationality is derived from the boundaries of a system of financial 

and governance constraints. These boundaries circumscribe the cognitive ability of managers 

to make rational decisions, and, therefore, they make satisfying and sufficient decisions, or so-

called satisficing decisions. The active management of capital structure is derived from these 

decisions. I estimate the satisficing decisions’ effect by using managers’ traits that potentially 

carry information about their satisficing decisions. I call this effect the satisficing effect and 

use the capital adjustment model of Frank and Goyal (2008) as a base model to estimate it. I 

make two adjustments to the base model. First, I replace leverage levels by leverage growth. 

The reason is that capital adjustment models are used to estimate the speed of adjustment to 

the target leverage, and, to estimate the satisficing effect, I assess the intensity of the active 

management of capital structure, which is better measured by leverage growth. Second, I add 

managerial traits to the model to consider managers’ satisficing decisions and measure their 

effects. 

I also use a multivalued utility function to frame the satisficing decisions within the constraint 

system and to investigate the active management of capital structure in relation to the two 

theories of capital structure. This multivalued utility function is elliptical with dual foci. The 

inner ellipse is the indifference ellipse and represents the satisficing choices of managers (the 

association between managerial traits and capital structure), and the outer ellipse is the 

constraint ellipse, which represents the constraint system measured by financial and 

governance constraints. 
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The findings of this article show that the managerial discretionary index as a measure of 

managerial traits is associated with leverage growth and the satisficing effect is statistically 

significant. The results also show that the association is nonlinear under some combinations 

of financial and governance constraints (relatively low and high constraints), and linear in 

others. The indifference utility framework used in this study improves the analysis to 

emphasize the differences between satisficing effects and whether these are in line with one of 

the two competing theories of capital structure. 

This article contributes to the literature by investigating managerial traits under bounded 

rationality. I extend the capital adjustment model of Frank and Goyal (2008) to estimate the 

satisficing effect, or the intensity of the active management of capital structure. I substitute for 

leverage levels with leverage growth and add managerial traits as a determinant of variations 

in firms’ active management of capital structure. I also use an indifference utility framework 

to explain variation in managers’ debt aversion with their satisficing behaviour inferred from 

the constraint system. The association between measures of managerial traits and capital 

structure implies other determinants besides the traditional determinants of capital structure 

that have the potential to explain variations in the capital structure of firms. 

 

Concluding remarks 

The objective of this dissertation is to investigate the discretionary environment in three sole-

authored articles. First, I examine how mechanisms within the discretionary environment 

interact in relation to earnings management. Second, I investigate how the discretionary 

environment can be quantified and whether it affects total discretion. Finally, I analyze 
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whether managerial discretion bounded to financial and governance constraints affects the 

active management of capital structure. 

The reader will find the results of all three articles attesting to the importance of the 

governance and organizational environments in the empirical analysis of firm earnings 

management and capital structure. The use of only two governance mechanisms in the first 

article provides a simplified picture of how several mechanisms could interact in reality and 

how important it is to understand the interplay of these mechanisms before considering each 

and every mechanism’s effect on firm characteristics in isolation. Future studies could 

examine the interaction of other mechanisms to shed light on their interplay with their effect 

on the earnings management and capital structure choices of managers. Others could critically 

examine the methodological approach to estimate the different effects, for instance, 

substitution and complement effects, of different mechanisms on firms. 

The importance of governance and organizational environments has implications for 

modelling different corporate phenomena. In the second article, modelling earnings 

management augmented by governance and organizational environment measures not only 

statistically confirms the significance of these mechanisms, but also shows the possibility of 

considering these mechanisms in similar modelling attempts. Future studies could consider 

the identification of the most relevant mechanisms to model new and existing mechanisms 

relevant to earnings management practices. 

Finally, the last article is an attempt to empirically model the effect of satisficing decisions in 

a capital structure framework. The effect of managerial traits on capital structure decisions are 

often studied under the agent rationality assumption of agency theory. In the last article, in 

line with recent developments in the literature, bounded rationality is defined as the limited 
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cognitive ability of managers in decision making within the boundaries of governance and 

organizational environments. In this article, I have chosen to develop a relative measure of 

managerial discretion confined to the governance and organizational environments to measure 

the satisficing effect in an empirical model. Other measures of managerial traits could also be 

used to capture and investigate this effect in future studies. The empirical model presented in 

the last article facilitates the measurement of the satisficing effect using different measures of 

managerial traits. 
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Sammanfattning 

 

Denna avhandling är en sammanställning av tre artiklar som handlar om resultatmanipulering, styrning 

och kapitalstruktur. Utöver dessa tre artiklar etablerar det inledande kapitlet länken mellan dessa artiklar 

och sammanfattar dem. 

Artikel I undersöker den gemensamma effekten av styrningsmekanismer på resultatmanipulering. 

Denna studie hittar bevis som stödjer ofullständig substitution och kompletterande effekter av 

företagsstyrning och branschreglering på resultatmanipulering. 

Artikel II undersöker rollen för den diskretionära miljön för resultatmanipulering med hjälp av flera mått 

på styrning och kontextuella mekanismer. Resultaten av denna artikel visar att den diskretionära miljön 

är viktig när det gäller att förklara praxis för resultatmanipulering. Därför har användningen av ett 

spårbart och kvantifierbart mått på den diskretionära miljön potentialen att förfina mått på 

resultatmanipulering och förklara de oeniga slutsatserna i litteraturen. Följaktligen bidrar denna studie 

till litteraturen genom att förstärka periodiseringsbaserade resultatmanipuleringsmodeller med styrning 

och kontextuella mekanismer. 

Artikel III undersöker ledaregenskapers roll för den aktiva förvaltningen av kapitalstrukturen inom 

ramen för ett system med ekonomiska- och styrningsbegränsningar. Resultaten av den här artikeln visar 

att indexet för diskretionärt beteende som ett mått på ledaregenskaper är förknippat med en ökning på 

skuldsättningen och den så kallade satisficingeffekten är statistiskt signifikant. Resultaten visar också 

att sambandet är icke-linjärt under vissa kombinationer av ekonomiska- och styrningsbegränsningar 

(relativt låga och höga begränsningar) och linjära i andra. 

 

 


