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The remainder of the paper proceeds as follows. We first explain the construction of the PSCORE and 

the hypothesis development. Then, we describe the methodology used to test the validity of the PSCORE, focusing 

on sample selection, the calculation of empirical proxies for earnings quality, and the multivariate regression 

models. After that, we provide findings and conclusions. 

2 Construction of the PSCORE and hypothesis development 

The PSCORE covers nine aspects of CEO characteristics that have been identified in the existing 

literature as being correlated with earnings quality. Individual characteristics can be categorized into financial 

expertise (experience in role, previous working experience as a chief financial officer, and advanced finance-

related qaualification/certification), reputation (performance during the last three year of CEO tenure, early years 

of service of CEOs in a firm, and press coverage), internal power (CEOs serving as the chairperson of the board 

of directors and CEOs serving as the founder or co-founder of the firms), and age. Our general approach is that 

we create indicator variables taking the value of 1 if previous research has shown that a particular individual factor 

is associated with poor earnings quality, and 0 otherwise. We briefly discuss related literature on each individual 

characteristic in the following paragraphs. 

2.1 Financial expertise 

The existing literature documents financial expertise as a determinant of earnings quality. The financial 

expertise of audit committees has been found to be positively correlated with earnings quality (Bédard et al. 2004; 

Badolato et al. 2014). Similarly, Aier et al. (2005) demonstrate that the financial expertise of chief financial 

officers helps to improve earnings quality, e.g., by reducing earnings restatements. They argue that chief financial 

officers with high financial expertise are less likely to be involved in earnings restatements because they will play 

a better role in designing and implementing internal control and financial reporting processes, resulting in higher 

earnings quality. Financial expertise is also important for CEOs because they have a legal duty to sign off on the 

true and fair financial statements of their companies. For example, Gounopoulos and Pham (2018) find that 

financial expert CEOs help to reduce earnings management around initial public offerings.2 In this paper, we 

expect that the financial expertise of CEOs is likely to be associated with high earnings quality.  

 
2 This evidence is also consistent with the work of Custódio and Metzger (2014), which shows that financial expert CEOs lead 

to favourable financial outcomes for firms. 
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the values of DAMP are the lowest. Previous studies support these findings, since Botsari and Meeks (2008) find 

that using total accruals has a tendency to result in larger discretionary accruals than using working capital 

accruals, and Peasnell et al. (2000)  provide evidence that the Jones and modified-Jones models produce higher 

discretionary accruals than the margin model when cash flows are unusually high. We also observe that the mean 

and standard deviation of the FSD_SCORE for listed companies in the UK from 2005 to 2012 are 0.0324 and 

0.0098 respectively. These are similar figures to those for listed companies in the US reported by Amiram et al. 

(2015).9 In Panel D, the mean and median of the PSCORE are 3.8065 and 4 respectively, suggesting that the 

difference between the PSCOREs of those firms with high PSCORES and those with low PSCORES is not large, 

given that the PSCORE empirically ranges from zero to eight.10 Panel D also displays that the sample has more 

firms without equity issuance than with equity issuance (all medians of SEO and M&A are 0), has more firms 

audited by Big Four than not (median of AUDIT is 1), has more firms not facing financial distress than firms 

facing financial distress (median of DISTRESS is 0), and has more mature firms than young or growth firms 

(median of CYCLE is 0). 

Table 2, which reports Pearson correlations, indicates that all correlations between the PSCORE and the 

proxies for earnings quality are positive and significant at the 1% level, suggesting positive relationships between 

the PSCORE and earnings quality. While there are many insignificant correlations among the independent 

variables, we still test for multicollinearity between the independent variables using variance inflation factors 

(VIFs) obtained from the ordinary least squares regressions. The results (not tabulated) indicate that all VIFs are 

less than 2.47, which is well below 10, the level indicative of multicollinearity as suggested by Neter et al. (1996). 

4.2 Principal component analysis 

We employ principal component analysis to look at whether our methodology for constructing the 

PSCORE is defensible. In Table 3, Panel A shows that most correlation coefficients are very small (absolute 

values are less than 0.15), except for those between pCERT and pCFO (0.4822) and between pEARLY and pROLE 

(0.5159). Many correlations are statistically insignificant. The findings indicate that auto-correlation among 

individual factors is not a concern in constructing the PSCORE. Panel B shows that CEO characteristics have 

 
9 Amiram et al. (2015) report mean and standard deviation of the FSD_SCOREs of listed companies in the US from 2001 to 

2011 to be 0.0296 and 0.0087, respectively. 

10 While the PSCORE theoretically varies from zero to nine, there is no CEO with a PSCORE of nine in the sample. 
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Table 4 Earnings Quality per PSCORE Group 

PSCOREi,t N DACi,t DWACi,t DAMPi,t FSD_SCOREi,t KSi,t 
0 38 0.036 0.029 0.028 0.029 0.080 
1 156 0.059 0.057 0.044 0.029 0.077 
2 443 0.061 0.052 0.048 0.030 0.086 
3 832 0.073 0.056 0.054 0.031 0.085 
4 827 0.078 0.057 0.052 0.032 0.088 
5 662 0.085 0.069 0.069 0.033 0.093 
6 307 0.095 0.077 0.073 0.035 0.101 
7 116 0.111 0.088 0.089 0.036 0.103 
8 14 0.164 0.128 0.084 0.036 0.112 

High (PSCORE=6,7,8) 437 0.102 0.082 0.077 0.035 0.102 
Low (PSCORE=0,1,2) 637 0.059 0.052 0.046 0.030 0.084 

Difference  0.043 0.030 0.032 0.006 0.018 
t-statistics  7.581*** 7.084*** 5.977*** 7.19*** 3.058*** 

Note: This table reports the means by PSCORE for each measure of earnings quality. The last four rows of the 
table show the means of the high-PSCORE and low-PSCORE groups, the mean differences between the two 
groups, and t-statistics obtained from t-tests under the null that the difference is zero.  

Variable definitions are provided in the appendix. *, **, and *** show significance at 10%, 5%, and 1%, 
respectively. 

 

4.4 Multivariate regression results 

This section reports the findings of the main regressions. Table 5 presents the results of the set of regressions 

described in equation (2). Consistent with the hypothesis, we find a positive coefficient on the PSCORE. The 

positive relationships are statistically significant in all models where the dependent variables are DAC (column 

a), DWAC (column b), or DAMP (column c). While the PSCORE coefficients are slightly different across the 

models, the qualitative effects are consistent. In terms of economic significance, the coefficient on DAC suggests 

that a one-unit increase in the PSCORE is associated with an increase of 0.0118 (= 0.309/100*3.8, given that 3.8 

is the mean of the PSCORE, as reported in Table 1) in DAC, which accounts for 15% of its mean (15% = 

0.012/0.0782, given that 0.0782 is the mean of DAC as reported in Table 1). Similarly, an increase in the PSCORE 

of one unit is associated with an increase of 0.0078 in DWAC (or 12.7% of its mean) and of 0.0019 in DAMP (or 

20.5%  of its mean). In general, the findings provide evidence that the PSCORE could act as a red flag regarding 

high levels of abnormal accruals or low earnings quality. The evidence supports Hypothesis 1. 
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