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Are Family Firms Reluctant to Report Impairment Losses?
Evidence from Private Firms

Abstract

Purpose
This study examines the reporting of impairment losses in family and non-family private firms.

Socioemotional wealth theory suggests that the reporting practices in family firms may differ

from non-family firms, and may vary among family firms.
Design/methodology/approach

The research question is examined using a large-scale archival study. We use unique register
data on family relationships for Norwegian private firms provided by the CCGR database at Bl

Norwegian Business School.
Findings

Drawing on socioemotional wealth theory, we predict and find that private family firms are
more reluctant to report impairment losses compared to private non-family firms. Our results
also suggest that both the likelihood to report impairment losses and the impairment amounts
increase with board independence in private family firms. We also find some evidence
suggesting that private family firms with a family CEO report lower impairment losses than
private family firms without a family CEO, but this result is less robust and should be

interpreted with caution.



Originality

This study contribute to the accounting literature by examining the reporting of a specific
accrual (impairment losses) in the setting of private family firms. Prior research in this area is

scarce.
Practical Implications

Our results suggest a higher risk of impairment being managed in private family firms than in
private non-family firms, and that independent board members mitigate this tendency
somewhat in private family firms. Awareness of this risk should have practical value for
stakeholders such as non-family owners and creditors, external auditors, supervisory and

monitoring bodies, and regulators.
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1. Introduction

This paper examines impairment reporting practices in private family firms and non-family
firms, and whether CEO characteristics such as family ties with the largest owning family and
board independence affect these impairment reporting practices. Family firms play a major role
in the world’s economy, and the family dimension has shown to be significant when explaining
business phenomena (Prencipe et al., 2014). The literature on accounting practices in family
firms are mainly investigating public firms. Few studies are conducted on private firms (Berzins
et al., 2008; Hope, 2015), even though private firms differ from public firms on many key
characteristics, which suggests a general need for more research (Bar-Yosef et al., 2019).
Private firms do not have publicly traded stocks and rely more on bank financing (Hope, 2015;
Hope & Vyas, 2017). They are typically smaller, have less dispersed ownership, less formal
corporate governance mechanisms, stronger family ownership and involvement, and the
controlling shareholders typically take a more active role in running the business (Asker et al.,

2014; Berzins et al., 2008; Hope & Vyas, 2017).

We use socioemotional wealth (SEW) theory to guide our hypotheses (e.g., Berrone et
al., 2012; Gomez-Mejia et al., 2014; Gomez-Mejia et al., 2007; Gomez-Mejia et al., 2018).
SEW theory predicts that family owners are loss averse to the threat of losing control and
influence over the firm (Berrone et al., 2012; Gomez-Mejia et al., 2014), and sensitive to
reputational concerns (e.g. Berrone et al., 2012; Cennamo et al., 2012; Gomez-Mejia et al.,
2011; Gomez-Mejia et al., 2014). Both of these concerns are likely to affect impairment
reporting practices. Impairment losses typically emerge in situations with poor performance as
they are supposed to reflect expectations of reduced future cash flows (Francis et al., 1996; Kosi
& Valentincic, 2013). These losses will, if recognized, reduce earnings and earnings-based
performance measures. Consequently, family owners may be reluctant to report impairment

losses and to reveal poor performance as this may cause a reputational loss or questions



regarding the family’s control and influence over the firm. Based on this, we hypothesize that
family firms are less likely to report impairment losses, and report lower impairment losses,

compared to non-family firms.

We also examine whether the impairment reporting practices vary among family firms
with certain characteristics. We expect that more family control will reinforce the general
tendency of family firms to avoid the recognition of impairment losses and that less family
control will mitigate this trend. Specifically, we hypothesize that if the CEO is a member of the
largest owning family, the family firm is less likely to report impairment losses and report lower
impairment losses. Finally, we hypothesize that both the likelihood of reporting impairment
losses and the reported impairment loss increase with decreased family board dominance,

measured as the proportion of non-family board members (named board independence).

We use data from Norway, which we believe provides an excellent setting to test our
hypotheses. First, low book-tax alignment (Nobes & Schwencke, 2006) allows us to investigate
impairment decisions distinct from tax motivations (i.e. incentives to report excessive
impairment losses to reduce taxes)?. Second, all the firms in our sample have audited financial
reports,® and they are basically using the same impairment testing procedure.* Third, a

Norwegian setting allows us to use a unique and rich dataset of private firms. These firms are

1 We use the term board independence in this paper to reflect the lack of family presence and dominance on the
board of directors. Thus, we classify any board member that is not a member of the largest owning family as an
independent board member. The extent to which these board members are not truly independent of the family
should work against finding the predicted results.

2 Many studies classify Norway as a country with low book tax alignment (e.g. Nobes and Schwencke, 2006,
Che and Limei, 2015, Hope, 1999; Hoogendoorn, 1996). In contrast, Sundvik (2017) classify Norway as a
country with high book-tax alignment. This difference in classification is probably caused by Sundvik (2017)
focusing on permanent differences. While permanent differences may be small in Norway, temporary differences
are not. Impairment losses, which is the focus of our study, are not under any circumstances tax deductible.

3 Effective May 2011, the smallest firms were allowed to deselect their auditor (cf. Norwegian Limited Liability
Companies Act paragraph 7-6). They are not included in our sample because they have missing observations on
the variables Big4 and InAF (auditor fee).

4 The regulation of impairment losses under Norwegian Generally Accepted Accounting Principles (NGAAP) is
close to 1AS 36 Impairment of Assets. This is the case even for small limited liability firms.
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less likely to be subject to an external demand for timely loss recognition, making impairment

losses more discretionary and susceptible to reporting incentives (Kosi & Valentincic, 2013).

We find that family firms are less inclined to report impairment losses and report lower
impairment losses compared to non-family firms, controlling for economic conditions that
affect the underlying economic impairment. This supports our first hypothesis. Additional
analysis suggests that non-family firms report impairment losses that better reflect future
economic fundamentals such as future cash flows, sales growth, and performance (ROA).
Moreover, the likelihood of reporting impairment losses and the reported impairment loss
increase with board independence (i.e. less family board dominance). We also find that family
firms with a family CEO report lower impairment losses, compared to family firms without a

family CEO. However, this relationship sometimes vanishes in robustness tests.

Our study responds to the call for more research on accounting practices in family and
non-family firms, specifically impairment losses (Prencipe et al. (2014, p. 380), and the call for
more research on accounting practices in private firms in general (Bar-Yosef et al. (2019). We
complement the literature on impairment losses in private firms (e.g. Garrod et al., 2008; Kosi
& Valentincic, 2013) by examining differences between private family and non-family firms in
a setting of low book-tax alignment. The research on impairment losses in family firms is
limited, and in private family firms, it is, to the best of our knowledge, non-existent. We
demonstrate that private family firms are less inclined to report impairment losses and report
lower impairment losses than private non-family firms, but that this tendency is weaker with
less family board dominance (i.e. more board independence). These are, as far as we know, new

research findings.

The paper proceeds as follows: Section 2 outlines the literature and hypotheses
development. Section 3 describes the research design and summary statistics. Main results,

robustness tests and additional tests are presented in Section 4, while Section 5 concludes.
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2. Literature Review and Hypotheses
2.1 Impairment Losses and Earnings Quality

Most prior research on accounting practices in family firms has been on public firms, not
private firms (Paiva et al., 2016). Evidence from public firms generally suggests that the accounting
practices in family firms differ from those in non-family firms, but the direction of this relationship
remains unclear. Several studies, conducted on US data, suggest that family ownership is
associated with higher earnings quality and better financial disclosure practices than non-family
firms (e.g. Ali et al., 2007; Chen et al., 2014; Jiraporn & DaDalt, 2009; Tong, 2007; Wang,
2006). The results for public family firms, however, are less conclusive when the investigation
is carried out on data from other countries (e.g. Achleitner et al., 2014; Cascino et al., 2010;
Greco et al., 2015; Ho & Shun Wong, 2001; Prencipe et al., 2011; Prencipe et al., 2008; Yang,
2010). For instance, Prencipe et al. (2008) find evidence suggesting that compared to non-
family firms, family firms are less likely to smooth earnings, but more likely to inflate earnings
to avoid debt covenant violations. Achleitner et al. (2014) examine German listed firms and
find that family firms engage in less real earnings management, but more income decreasing
accrual-based earnings management than non-family firms. Very few studies have examined
whether earnings quality differs between family and non-family firms in private firms, and the
scarce research that does exist, provides inconclusive evidence. Borralho et al. (2019) find less
abnormal accruals in private family firms compared to private non-family firms, while Kvaal
et al. (2012) find more income decreasing abnormal accruals in private family firms compared
to private non-family firms. Kvaal et al. (2012) further document that private family firms

manage earnings upwards when leverage is high.

The recognition of impairment losses is intended to increase the informativeness of
earnings by signaling expectations of reduced future cash flows to outside parties (Kosi &

Valentincic, 2013). However, the recognition of impairment losses is found to be highly



discretionary, which may harm the informativeness of earnings. Impairment losses generally
suffer from significant measurement uncertainty and lack of verifiability, and consequently they
are at risk of being opportunistically reported (Alciatore et al., 1998; Beatty & Weber, 2006;
Francis et al., 1996; Kothari et al., 2010; Lapointe-Antunes et al., 2008; Ramanna, 2008;
Ramanna & Watts, 2012; Riedl, 2004; Stenheim & Madsen, 2016; Zang, 2008). Prior studies
demonstrate that impairment losses are not always faithfully reported (e.g. Francis et al., 1996;
Ramanna, 2008; Ramanna & Watts, 2012; Riedl, 2004; Zang, 2008). They are found to be
associated with proxies of earnings management incentives rather than proxies for economic

impairment (Francis et al., 1996; Greco et al., 2015; Kosi & Valentincic, 2013; Riedl, 2004).

Even though evidence on impairment reporting practices is scarce in the family firm
literature, a notable exception is Greco et al. (2015), which examine public firms. Their findings
suggest that managers of non-family firms compared to family firms have stronger incentives
to report impairment losses for earnings management purposes in order to maximize personal
wealth, for instance through compensation contracts or through signaling smooth earnings

streams to outsiders.

These findings do not necessarily speak for private family and private non-family firms.
A substantial literature has demonstrated that accounting practices, hereby designated earnings
management incentives in private firms, differ from those in public firms (e.g. Ball &
Shivakumar, 2005; Burghstahler et al., 2006; Hope et al., 2013), which have the general
implication that findings on accounting practices in public firms may not reflect these practices
in private firms (Hope et al., 2012). Earnings management incentives caused by compensation
contracts and signaling to outsiders are likely to be of less concern in private firms compared
to public firms (Burghstahler et al., 2006). The external demand for timely and accurate
recognition of impairment losses in earnings is lower in private firms, making impairment

losses especially prone to managerial discretion (Kosi & WValentincic, 2013). Personal
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attachment to the firm and discretionary power over the firm are typically stronger in private
firms, suggesting that socioemotional wealth considerations may guide decision making in

these firms (Berrone et al., 2012).

2.2 Socioemotional Wealth Theory and the Reporting of Impairments

Socioemotional wealth theory originated from within the field of family firm research.
It predicts that socioemotional wealth is the main reference point for family principals and that
their actions and decisions will be influenced by their desire to avoid any socioemotional wealth
loss (e.g., Berrone et al., 2012; Berrone et al., 2010; Gomez-Mejia et al., 2011; Gomez-Mejia
et al., 2014; Gémez-Mejia et al., 2007). An important dimension of SEW is that family owners
are loss averse to the threat of losing some of their control and influence over the firm (Berrone
et al., 2012; Gomez-Mejia et al., 2014). Such perceived threats to the family’s ultimate control
may trigger family principals to manage earnings to ensure their continued control over the firm
(Gomez-Mejia et al., 2014). An example of a situation where family control could be threatened
is when the firm performs poorly. Poor performance may induce criticism and questions
regarding the way the family manages the firm. In order to conceal poor performance, family

principals may minimize the reported impairment amount.

SEW theory also predicts that family principals may be sensitive to reputational
concerns due to family principals’ strong identification with the firm (e.g. Berrone et al., 2012;
Cennamo et al., 2012; Gomez-Mejia et al., 2011; Gomez-Mejia et al., 2014). The family firm
becomes the family’s pride and heritage, and the family name may be associated with the family
firm as well. Large write downs and consequently large losses may result in reputational costs
for family firms (Greco et al., 2015), motivating family owners to avoid reporting impairment
losses. Financial reports of all Norwegian private limited liability firms can easily be accessed
by anyone online, even the smallest firms. For instance, neighbors, competitors, friends, and

anyone else in the community who know of the firm can easily access their financial reports



and see that they perform poorly. Consequently, poor reported performance can affect the
private family firm reputation negatively even when it is not well-known nationally. This may

motivate family owners to avoid large write downs.

Being accused of manipulating earnings, e.g. avoiding impairment losses, will also
negatively affect the reputation of family firms. However, they will only suffer reputational
losses if they are actually accused of avoiding impairment losses, and the accusation reaches
the public. Impairment losses are highly discretionary, and even external auditors are not always
capable of detecting understated impairment losses. When they do detect such understated
losses, it may not be known to the public that these losses were understated in the first place, as

long as the family firm complies with the auditors’ requests to increase these losses.

Furthermore, SEW theory incorporates prospect theory, which suggests that family
owners will be loss averse to lose SEW, implying that family owners will accept risks to avoid
a loss in SEW (e.g. Berrone et al., 2012; Gomez-Mejia et al., 2011; Gomez-Mejia et al., 2007).
Family owners may then be willing to manage earnings to avoid this SEW loss, i.e., they are
willing to risk an even greater SEW loss (i.e., if earnings management is detected) to avoid the
loss in SEW triggered by reporting impairment losses (i.e. they are willing to take risk to avoid

a sure loss). Based on this discussion, we propose the following hypotheses:

Hypothesis 1a: Family firms are less likely to report impairment losses compared to

non-family firms.

Hypothesis 1b: Family firms report lower impairment losses than non-family firms.

If the family firm has engaged a family member to serve in the CEO position, family
control and influence over the firm increases compared to a situation where the family firm has
an external CEO. This makes it easier for the family members to make decisions based on

socioemotional wealth considerations (Stockmans et al., 2010). In the case of family CEOs, the



CEO’s interests are better aligned with those of the dominant (family) shareholder (Yang,
2010). Thus, a family CEO is likely to reinforce the general earnings management strategy of

the controlling family (Kvaal et al., 2012).

Evidence on public family firms suggests a negative association between family CEO
and earnings management (i.e., aggregated discretionary accruals) (Wang, 2006; Yang, 2010),
while a study investigating private family firms suggests that a family CEO reinforces the
general earnings management strategy of the controlling family (Kvaal et al., 2012). If the
general tendency of family firms is to report lower impairment losses compared to non-family
firms, we expect that the presence of a family CEO, as opposed to a CEO who is not a member

of the controlling family, will reinforce this reporting behavior. Formally stated:

Hypothesis 2a: Family firms are less likely to report impairment losses if the CEO is a
member of the controlling family compared to family firms where the CEO is not a member of

the controlling family.

Hypothesis 2b: Family firms report lower impairment losses when the CEO is a member
of the controlling family compared to family firms where the CEO is not a member of the

controlling family.

The board of directors plays an important role in corporate governance. Board
independence has been found to be an efficient corporate governance mechanism to reduce
earnings management behavior (e.g. Klein, 2002; Peasnell et al., 2005; Prencipe & Bar-Y osef,
2011). In the case of family firms, we define independent board members as members who are
not related to the controlling family. Independent board members can monitor the family
members and prevent them from making reporting decisions based on socioemotional wealth
concerns. Thus, independent board members are likely to mitigate the general earnings

management strategy of the controlling family (Kvaal et al., 2012). Conditional on that the
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general reporting strategy of family firms is to report lower impairment losses, independent

(i.e., non-family) board members should moderate this reporting behavior. Formally stated:

Hypothesis 3a: Family firms are more likely to report impairment losses as the

proportion of non-family board members increases.

Hypothesis 3b: Family firms’ reported impairment losses increase as the proportion of

non-family board members increases.

3. Research Design and Summary Statistics
3.1 Sample

Our data are obtained from the CCGR database at the Bl Norwegian Business School. Family
relationships are determined through blood lines, marriage, and adoption. It spans back four
generations and extends out to third cousins. There are 3 316 306 firm-year observations in the
database for the period of 2001 to 2015. In order to exclude the smallest firms with little
economic significance, we require a minimum of 2 million NOK (consumer price adjusted) in
yearly sales to be included in the sample.® After eliminating firms with less than 2 million NOK,
public firms, unlimited liability firms, financial firms, and firms with missing information on
family relationships and other variables, our final sample consists of 510 741 firm-year
observations. All the firm-year observations have audited financial reports®. The details of the

sample selection process are outlined in Table 1.

[Insert Table 1 about here]

5 We chose 2 million NOK instead of 1 million NOK, which has been used as a cut-off in previous research on
Norwegian private firms (e.g. Che & Langli, 2015). This is because very few of the firm-years in the group
between 1 million NOK and 2 million NOK report impairment losses (less than 0.07%). Thus, including these
firm-year observations would reduce the power of our tests.

5 Effective May 2011, the smallest firms were allowed to deselect their auditor (cf. Norwegian Limited Liability
Companies Act paragraph 7-6). They are not included in our sample because they have missing observations on
the variables Big4 and InAF (audit fee).

11



3.2 Variable Measurement and Methodology

We specify the following regression equations to test our first hypotheses:

(1) ImpDec;; = By + f1FamilyFirm + B,preROA;; + f3GROWTH;  + B,preSIZE;,
+ BspreDebtRatio; + PeHist; + B;Big4; . + PglnAF;,
+ BoSecondLargest; + BiolnFirmAge;, + Year fixed ef fects
+ Industry fixed ef fects + &,

(2) ImpAsset;,
= o + p1FamilyFirm + B,preROA; + f3sGROWTH;, + p,preSIZE;,
+ pspreDebtRatio; . + PgHist;, + [;Big4; . + PglnAF;,
+ foSecondLargest; s + BrolnFirmAge;, + Year fixed ef fects
+ Industry fixed ef fects + &; ¢

Where ImpDec is a dummy variable reflecting the impairment decision. It takes the value 1 if
the firm has reported impairment losses that year and O if not. ImpAsset indicates the
impairment amount divided by lagged total assets multiplied by 100. It reflects the
impairment of fixed assets (both tangible and intangible assets) and is defined here as a
positive amount. FamilyFirm is a dummy variable that equals 1 if the firm is defined as a
family firm and O if not. Prior studies examining family firms have often used the level of
family ownership to define whether the firm is a family firm or not (e.g. Chau & Gray, 2010;
Che & Langli, 2015; Ding et al., 2011; Pazzaglia et al., 2013; Yang, 2010). In private firms,
where ownership concentration and family ownership is higher than in public firms, it is
natural to use 50% as a cutoff to separate family firms from non-family firms (e.g. Che &
Langli, 2015; Stockmans et al., 2010; Sundkvist et al., 2020). We get data on the size of
family ownership directly from the CCGR database and create the variable FamilyFirm based
on these data. FamilyFirm equals 1 if family ownership exceeds 50%, and O otherwise. The
size of family ownership in the database is calculated using ultimate ownership and thus

includes indirect ownership as well as direct ownership.

12



We include several proxies for economic factors that may affect the impairment amount.
Performance is likely to affect impairment losses (Francis et al., 1996; Riedl, 2004). We include
two variables to control for performance: preROA and GROWTH. preROA measures return on
assets before impairment losses, that is, pre-impairment net income, scaled by lagged total
assets. The variable GROWTH measures growth in sales as the percentage change in sales from
year t-1 to year t. preSIZE is measured as the natural logarithm of pre-impairment total assets.
Prior research documents that larger private firms report higher impairment losses (Kosi &
Valentincic, 2013). preDebtRatio is measured as the ratio of total debt to pre-impairment total
assets. Prior research on private firms documents that the debt ratio is associated with

impairment losses (Kosi & Valentincic, 2013).

The variable Hist reflects prior impairments by the firm and is measured as lagged
ImpAsset. Prior research has demonstrated that the likelihood of reporting impairment losses
increases if the firm has a history of reporting impairment losses (Elliott & Hanna, 1996). We
use two proxies for audit quality: Big4 and InAF. Big4 is a dummy variable that equals 1 if the
firm is audited by one of the Big 4 auditing firms and O if not. The use of a Big 4 auditor has
been shown to improve audit quality in private firms (Che et al., 2020). InAF is the natural
logarithm of audit fees and is used as a proxy for audit effort (Hope et al., 2012). SecondLargest
is measured as the fraction of ownership of the second largest shareholder, regardless of
whether the second largest shareholders is a family member or not, and is included in the model
to control for ownership concentration, as this might affect the opportunity for both managers
and the largest shareholder to behave opportunistically and affect reported impairment losses.
FirmAge is included to control for the generational effect in family firms, as the emphasis on
socioemotional wealth goals is likely to vary across family generations (Stockmans et al., 2010).
This variable is measured by the natural logarithm of the number of years since a firm’s

foundation date.
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We specify the following regression equations to test H2a, H2b, H3a, and H3b:

(3) ImpDec;; = By + f1FamilyCEO;, + ,BoardInd;,
+ p3preROA; . + f,GROWTH;  + BspreSIZE; . + fspreDebtRatio; .
+ B;Hist; + PgBig4;: + PolnAF; + B1oSecondLargest;
+ Bi1InFirmAge;, + fi2Family_Ownership;, + Year fixed ef fects
+ Industry fixed ef fects + €;;

(4) ImpAsset;,
= fo + p1FamilyCEO;, + B,BoardInd;
+ B3preROA;; + fLGROWTH,; + BspreSIZE; . + fspreDebtRatio;
+ p;Hist; . + PgBig4;, + PolnAF;, + B1oSecondLargest;,
+ p11InFirmAge;: + f1.Family_Ownership;, + Year fixed ef fects
+ Industry fixed ef fects + &; ¢

The response variables and control variables are the same as in equation (1) and (2), except that
FamilyOwnership is here included as an additional control variable, as the level of family
ownership spans from above 50% to 100% in the sample, and prior research suggests that the
level of family ownership is associated with earnings quality in private family firms (Sundkvist
etal., 2020). The test variables are FamilyCEO and BoardInd. FamliyCEO is a dummy variable
that equals 1 if the CEO belongs to the largest owning family and O if not. The data for this
variable are retrieved directly from the database. BoardInd measures the ratio of board members
who are not a member of the largest owning family. Specifically, it is the number of board
members who are not a member of the controlling family divided by the total number of board

members.

The variables preROA, preSIZE, GROWTH, preDebtRatio, and InAF are winsorized at

the 1% and 99" percentile. The dependent variable, ImpAsset, and the lagged version of this
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variable, hist, are winsorized at the 99" percentile of non-zero values.” We control for year and
industry fixed effects in all our regressions. The standard errors are adjusted for serial
correlation and heteroscedasticity by using the Huber-White Sandwich Estimator, clustered at
the firm level (e.g. Petersen, 2009). Equation (1) and (3) are logistic regression models and
equation (2) and (4) are tested using ordinary least squares (OLS) regression. Hla and H1lb
imply a negative coefficient of FamilyFirm, H2a and H2b imply a negative coefficient of

FamilyCEO, and H3a and H3b imply a positive coefficient of BoardInd.

" There are 226 firm-year observations with reported impairment reversals in our sample, which we set to zero.
The results do not change if these observations instead are excluded from the sample or included as they are.
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3.3 Summary Statistics

Table 2 presents the summary statistics. Panel A presents descriptive statistics for family firms,
while panel B presents descriptive statistics for non-family firms. ImpDec is higher in non-
family firms (0.02) compared to family firms (0.01), implying that about 1% of the firm-year
observations of family firms and 2% of the firm-year observations of non-family firms have
reported impairment losses during the sample period. Average ImpAsset is 0.05 for family firms
and 0.08 for non-family firms. This implies that reported impairment losses for family firms in
our sample is on average 0.05% of lagged total assets for family firm observations and 0.08%

of lagged total assets for non-family firms.®

[Insert Table 2 about here]

Non-family firms in our sample are on average larger (26.6 million NOK vs. 15.76
million NOK in total pre-impairment assets) and have higher GROWTH (13% vs. 9%). They
are also more likely to be audited by a Big 4 audit firm (30% vs. 23% of the sample) and have
higher audit fees (42.97 vs. 34.88 thousand NOK). preROA is on average 9% for family and
10% for non-family firms. preDebtRatio is on average 75% for both family and non-family
firms. Non-family firms have a history of higher impairment losses, with an average Hist of
0.07 for non-family firms and 0.04 for family firms. Family firms are on average older (15.05
vs. 13.84 years) and the ownership stake of the second largest shareholder is 28% in non-family
firms and 18% in family firms. In family firms, 77% of the firm-year observations have a family

CEO, average board independence is 20% and average family ownership is 90%.

Table 2, panel C, reports correlation coefficients for the whole sample of private firms
(used to test H1a and H1b), while panel D of Table 2 reports the correlation coefficients for the
subsample of family firms only (used to test H2a, H2b, H3a and H3b). We see that the

correlations among the test and control variables are reasonably low. We also see that the test

8 ImpAsset is measured as the impairment amount divided by lagged total assets multiplied by 100.
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variable FamilyFirm is negatively correlated with ImpDec and ImpAsset in panel C. From panel
D, we note that the test variable FamilyCEO is negatively correlated with both ImpDec and
ImpAsset, ant that the test variable IndBoard is positively correlated with both ImpDec and

ImpAsset. This provides some preliminary support for our hypotheses.

4. Results
4.1 Main Results

Table 3 reports the results from the main tests. Panel A presents the results for the whole sample,
testing Hla and H1b. The first two columns of panel A present the results from regressing
ImpDec on test and control variables using logistic regression (equation (1)). Our test variable,
FamilyFirm, is negative and significant at the 1% level (B1=-0.271, z-statistics=-6.99). This
suggests that, after controlling for economic factors that are likely to affect the decision to report
impairment losses, family firms are significantly less likely to report impairment losses
compared to non-family firms. This supports H1a. The last two columns of panel A report the
results from regressing ImpAsset on test and control variables using OLS (equation (2)). The
variable FamilyFirm is negative and significant at the 1% level (f1=-0.015, t-statistics=-3.75),
suggesting that family firms report significantly lower impairment losses even after controlling
for economic factors that are likely to affect the reported impairment amount. This supports

H1b.

[Insert Table 3 about here]
Table 3, panel B, reports the results from the regression within the family firm segment, testing
H2a, H2b, H3a and H3b. The first two columns of panel B report the results from regressing
ImpDec on test and control variables for family firms only (equation (3)). The coefficient of
FamilyCEO is not significant. Thus, we do not get support for H2a. The coefficient of BoardInd
is positive and significant ($2=0.418, z-statistics=4.97), suggesting that family firms are more

likely to report impairment losses as board independence increases. This provides support for
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H3a. The last two columns of panel B present the results from regressing ImpAsset on test and
control variables (equation (4)). The variable FamilyCEOQ is significantly negative (f1=-0.021,
t-statistics=-3.65), suggesting that family firms with a family CEO report lower impairment
amounts compared to family firms where the CEO is not a family member. This supports H2b.
The coefficient of BoardInd is positive and significant ($2=0.048, t-statistics=4.80), suggesting
that the amount of reported impairment losses increases with board independence in family

firms, providing support for H3b.

4.2 Robustness tests

We perform several untabulated robustness tests. First, we employ a propensity score matching
design to test the differences between family firms and non-family firms. We find that the main
results hold. Second, we perform a tobit regression where a zero-inflated dataset is better
accounted for. Most of our main results hold, but the variable FamilyCEO is no longer
significant. Third, we use an alternative definition of family firms where we exclude firms with
only one family owner. Again, most of the main results hold, but the variable FamilyCEO is
insignificant. Taken together, this suggests that the findings for FamilyCEO is less robust.
Fourth, we examine changes in family firm status and family CEO status. These tests reveal
that firms that change status from a family firm to a non-family firm are more likely to report
impairment losses in the period after the change has taken place. Similarly, family firms that
change from a family CEO to a non-family CEO are more likely to report impairment losses in
the period after they change to a non-family CEO. We do not find significant differences in the
impairment amount using OLS regression, but we do find higher impairment amounts after the
change (from family firm to non-family firm or from family CEO to non-family CEO) when
using tobit regression. Finally, we test the economic significance of our results by focusing on
a specific situation where there is likely to be a need for impairment. Specifically, we examine

the rapid decline in oil prices starting in 2014 and use this as an exogenous shock that was likely
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to trigger a need for reporting impairment losses in oil price exposed firms. We run the test
models in a sample of oil firms for the period 2014-2015. We find that the average marginal
effect of FamilyFirm is -0.09, i.e., the likelihood of reporting impairment losses was 9
percentage point higher for non-family firms, suggesting that our results are economically

meaningful as well.

4.3 Future Economic Fundamentals

Evidence from public firms suggests that family firms report impairment losses that better
reflect future economic fundamentals, probably because non-family firms have incentives use
impairment losses as an earnings management tool (i.e. income smoothing and big bath
accounting) (Greco et al., 2015). Such incentives are likely to be smaller in private firms
compared to public firms (Burghstahler et al., 2006), and thus, we expect opposite results for
private firms, i.e. family firms’ reported impairment losses have a weaker association with

future economic fundamentals.

We examine this by testing whether the association between reported impairment losses
and future economic fundamentals differ between family and non-family firms. Based on prior
research, we identify future cash flows, performance (ROA), and sales growth as important
future economic fundamentals, which should be negatively associated with current impairment
(Gordon & Hsu, 2018; Greco et al., 2015; Kosi & Valentincic, 2013). We test whether family
and non-family firms differ in this regard by interacting future cash flows, future sales growth
and future ROA with FamilyFirm, as presented in the model below.

(5) ImpAsset;
= Po + B1FamilyFirm;, + B,EconFund; ., + fsFamilyFirm;;,
* EconFund; ¢4 + P4preROA; . + fsGROWTH,; , + fepreSIZE;

+ B;preDebtRatio;, + fghist + ByBig4; . + f10nAF;;
+ B11SecondLargest;, + BpInFirmAge;  + &+
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EconFund is economic fundamentals and is one of the three variables CFO; .1, GROWTH; 411
or preROA;¢11. CFO; ¢4 is cash flows from operations in year t+1, measured as net income
before extraordinary items minus total accruals for firm i in year t+1, scaled by pre-impairment
total assets in year t%°. GROWTH; ., is measured as the percentage change in sales from year
t to year t+1. ROA; ;1 is measured as net income in year t+1 scaled by pre-impairment total

assets in year t.!

[Insert Table 4 about here]
Table 4 reports the results from this regression. The coefficients of CFO; 41, GROWTH; ;44
and preROA, ;. are all negative and significant, while the coefficients of the interaction terms
FamilyFirm * CFO; 441, FamilyFirm x GROWTH,;,,, and FamilyFirm » preROA; ;,, are
positive and significant. Taken together, this suggests that the negative association between the
impairment amount and future economic fundamentals such as cash flows from operations,
sales growth, and ROA is weaker for family firms compared to non-family firms. As the
associations between impairment losses and these economic fundamentals are expected to be
negative, weaker associations in family firms can be interpreted as indications of impairment
losses better reflecting economic impairment losses in non-family firms than in family firms.
This is consistent with the theory underlying our hypotheses, which suggests a general

reluctance to report impairment losses in family firms.

9 We use tobit regression to better handle the large amount of zero-observations in our dataset (i.e. firms that
have not reported impairment losses). An alternative could be to run the regression for the sample of firms which
have reported impairment losses only. However, this may cause selection bias to interfere with our results
because family firms which have been successful in avoiding reporting impairment losses will not be included in
this sample.

10 A substantial portion of the firms in our sample is not required to issue cash flow statements. Consequently,
we calculate cash flows using the balance sheet method. Total accruals= changes in non-cash current assets less
changes in current non-interest-bearing liabilities+depreciation expenses+impairment losses.

11 We adjust for the impairment amount for numbers measured in the event-year. For instance, ROA; ;41

use net income year t+1 and pre-impairment assets year t, while preR0OA; . use pre-impairment net income year t
and total assets year t-1.
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5. Discussion

Impairment losses indicate that the firm will generate less cash flows in the future (Francis et
al., 1996; Kosi & Valentincic, 2013), which provides a powerful, yet negative, signal to the
stakeholders of the firm. As stated earlier, family owners may be reluctant to report
impairment losses and to reveal poor performance as this may cause reputational losses or
questions regarding the family’s control and influence over the firm. Our findings support this
notion. We find that family firms are less likely to report impairment losses and report lower
impairment losses compared to non-family firms, controlling for economic conditions that
may affect the underlying economic impairment. These findings support our first hypothesis.
Additional analysis also reveals that compared to family firms, non-family firms report
impairment losses that better reflect future economic fundamentals. This finding contrasts
previous findings from public firms suggesting that family firms are the ones which report
impairment losses more consistent with future economic fundamentals (i.e., Greco et al.,
2015). Private firms are different from public firms in many respects, implying that findings
from public firms may not be generalizable to private firms. Our findings highlights this
important implication as these findings differ from findings in public firms (i.e., Greco et al.,
2015).

In some countries, impairment losses are tax-deductible, which may lead to incentives
to overstate rather than understate impairment losses. Previous studies on private firms have
investigated the role of impairment losses as an instrument for tax deduction (Garrod et al.,
2008; Kosi & Valentincic, 2013). Our study contrasts these previous studies by investigating a
setting with low book-tax conformity and by comparing family with non-family private firms.

Impairment reporting practices may vary among family firms with certain
characteristics. More power and influence concentrated in the hands of the family facilitate a

reporting behavior that better suits the family’s needs and desires. We hypothesize that if the
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CEO is a member of the largest owning family, the family firm is less likely to report
impairment losses and report lower impairment losses. A family CEO gives rise to more
influence and opportunities to alter the financial reporting. In a similar vein, less family board
dominance may prevent the family from managing earnings to serve their own interests. Thus,
we hypothesize that less family dominance (i.e. more board independence) is associated with
more and higher impairment losses.

Our findings support our hypotheses on board independence, but the findings
regarding family CEO are less robust. We find that family firms with a family CEO report
lower impairment losses, compared to family firms without a family CEO. However, we find
no significant differences in the likelihood of reporting impairment losses for family firms
with family CEQOs and non-family CEOs. Furthermore, in robustness tests, we find no
significant association with family CEOs and the impairment losses using tobit regression, or
when we exclude sole-owners from the sample. This suggests that the main findings regarding
family CEOs are less robust and should be interpreted with caution.

Our results have several practical implications. The results suggests that the risk of
impairment losses being managed is somewhat higher in private family firms than in private
non-family firms. Impairment losses hold important information about future economic
prospects, which is information of high importance for investors and creditors. Non-
controlling family owners and creditors should be aware of the risk of manipulated
impairment losses when the firm is controlled by one single family. Consequently, by
identifying this risk, our study may help stakeholders of private family firms to protect
themselves from opportunistic behavior of the controlling family. The results are also
important to external auditors and other supervisory and monitoring bodies trying to prevent
and detect earnings management. External auditors, for instance, are assessing the risk of

material mistakes caused by e.g. earnings management, and they will carry out the audit based

22



on this assessment. Our findings suggest that the risk of impairment losses being managed is
higher for family private firms than non-family private firms, implying that external auditors,

in general, should be more on alert when carrying out audits in private family firms.

6. Concluding Remarks

This paper investigates the reporting of impairment losses in family and non-family private
firms. The overall results suggest that family firms are less likely to report impairment losses
and report lower impairment losses compared to non-family firms, and that the reporting of
impairment losses vary with family power and influence among private family firms.
Specifically, we find that board members who are not family members are positively associated
with both the likelihood of reporting impairment losses and the impairment amount. There is
also some evidence suggesting that a family firm with a family CEO reports lower impairment
losses than a family firm where the CEO is not a family member, though these findings are less

robust.

Since the true economic impairment is unobservable, it is necessary to use proxies to control
for whether impairment losses are faithfully reported or not. We base our proxies on prior
research (e.g. Francis et al., 1996; Greco et al., 2015; Riedl, 2004), but the validity of our results
depends on the extent to which these proxies capture true economic impairment.

This study is conducted on a setting with low book-tax conformity. Future research should
examine whether these results are generalizable to a high book-tax conformity setting. In such
a setting, firms may have incentives to manage earnings downwards in order to reduce tax
payments, and it would be interesting to examine whether family firms’ desires to reduce tax

payments outweighs their desires to avoid reporting poor performance.
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Tables
Table 1. Sample Selection

Sample Selection Firm-years
Observations in the CCGR database for the years 2001-2015 3316 306
Exclusion criteria
Firms with sales less than 2 million NOK in at least one year 2520 703
Public firms or unlimited liability firms 85 085
Financial firms 4032
Firm-years with missing values on family ownership 119 303
Firm-years with missing values on other variables 76 442
510 741

Number of firm-years

28



Table 2. Summary Statistics

Panel A: Descriptive Statistics for Family Firms

N Mean SD p5 p25 p50 p75 p95
ImpDec 339 816 0.01 0.09 0.00 0.00 0.00 0.00 0.00
ImpAsset 339 816 0.05 0.98 0.00 0.00 0.00 0.00 0.00
preROA 339 816 0.09 0.17 -0.16 0.01 0.07 0.17 0.39
Audit Fee (TNOK) 339 816 34.88 30.63 10.00 18.00 26.00 40.00 89.00
Total Assets (MNOK) 339 816 15.76 40.70 0.91 2.27 4.73 11.65 60.13
preDebtRatio 339 816 0.75 0.27 0.31 0.59 0.77 0.89 1.13
GROWTH 339 816 0.09 0.32 -0.26 -0.05 0.04 0.16 0.58
Hist 339 816 0.04 0.91 0.00 0.00 0.00 0.00 0.00
Big4 339 816 0.23 0.42 0.00 0.00 0.00 0.00 1.00
SecondLargest 339 816 0.18 0.18 0.00 0.00 0.15 0.33 0.50
FirmAge 339 816 15.05 12.78 2.00 6.00 12.00 20.00 37.00
FamilyCEO 339 816 0.77 0.42 0.00 1.00 1.00 1.00 1.00
Boardind 339 816 0.20 0.29 0.00 0.00 0.00 0.50 0.75
Family _Ownership 339 816 0.90 0.16 0.55 0.83 1.00 1.00 1.00




Panel B: Descriptive Statistics for Non-family Firms

N Mean SD p5 p25 p50 p75 p95
ImpDec 170 925 0.02 0.12 0.00 0.00 0.00 0.00 0.00
ImpAsset 170 925 0.08 1.25 0.00 0.00 0.00 0.00 0.00
preROA 170 925 0.10 0.18 -0.17 0.01 0.07 0.18 0.43
Audit Fee (TNOK) 170 925 42.97 41.69 10.00 19.00 30.00 48.00 129.00
Total Assets (MNOK) 170 925 26.60 61.14 1.01 2.76 6.55 19.08 125.81
preDebtRatio 170 925 0.75 0.26 0.33 0.60 0.76 0.89 1.11
GROWTH 170 925 0.13 0.39 -0.27 -0.04 0.05 0.19 0.81
Hist 170 925 0.07 1.16 0.00 0.00 0.00 0.00 0.00
Big4 170 925 0.30 0.46 0.00 0.00 0.00 1.00 1.00
SecondLargest 170 925 0.28 0.15 0.07 0.17 0.25 0.40 0.50
FirmAge 170 925 13.84 13.29 2.00 5.00 11.00 18.00 35.00
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Panel C: Pearson’s Correlation Matrix for the Whole Sample

vl V2 v3 v4 v5 V6 v7 v8 v9 v10 vil v12
ImpDec vl 1.00
ImpAsset V2 0.52"" 1.00
FamilyFirm v3 -0.03™  -0.01™ 1.00
preROA v4 -0.03™  -0.02""  -0.02™" 1.00
GROWTH v5 0.00" -0.00™  -0.06™  0.23™ 1.00
preSIZE V6 0.09™  0.03™ -0.12"" 0.03"  0.06™ 1.00
preDebtRatio V7 -0.00™  0.01™  0.00™ -0.28"" 0.05" -0.23"" 1.00
Hist v8 0.10™ 013" -0.01™ -0.02" -0.00™  0.02™  0.03" 1.00
Big4 V9 0.05"*  0.03™ -0.077" -0.04™ 0.01™ 022" -0.03™ 0.03™ 1.00
InAF v10 0.08™"  0.02™ -0.10"" -0.05™ -0.02™ 055 -0.05™ 0.02™  0.16™ 1.00
SecondLargest v1l -0.01™ -0.00™ -0.29™ 0.03™ 001" -004™ 0017 -001™ -0.05" -0.02" 1.00
InFirmAge v12 0.01™ -0.01™ 0.06™ -0.02"™ -0.25™" 0.24™ -0.21™ -0.00"™ 0.02" 021" -0.02"™ 1.00
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Panel D: Pearson’s Correlation Matrix for the Subsample of Family Firms Only

vl v2 v3 \Z! v5 V6 v7 v8 v9 v10 vll v12 vl3 vl4
ImpDec vl 1.00
ImpAsset v2  0.53™ 1.00
FamilyCEO v3  -0.02" -0.02" 1.00
BoardInd v4  0.04™ 0.03™ -0.33™ 1.00
preROA v5  -0.02"™ -0.01™  0.04™ -0.04™" 1.00
GROWTH V6 -0.00 -0.00™  -0.02™  0.03™  0.24™ 1.00
preSIZE v7 0.06™  0.02" -0.18™ 0.24™ 0.03™ 0.06™ 1.00
preDebtRatio v8 0.00" 0.01™ -0.02" 0.02 -0.30™ 0.05"" -0.23"" 1.00
Hist V9 0.11™ 0.14™ -0.02 0.02" -0.01™  -0.00" 0.01™  0.03™ 1.00
Big4 vi0  0.03™  0.02™ -0.09"™ 0.09™ -0.03" 0.01™ 018" -0.01™ 0.02" 1.00
InAF vil  0.06™  0.02™ -0.12" 0.24™ -0.06™ -0.03"" 053" -0.04™ 0.02" 012" 1.00
SecondLargest v12 -0.00 -0.00 -0.02"  0.07™ 0.00" -0.00 0.05™  -0.02" -0.00 -0.01™  0.04™ 1.00
InFirmAge vi3 0.01™ -0.01™ -0.01™ 0.02™ -0.02" -0.22"" 025" -0.20™" -0.01™ 0.02 0.22""  0.04™ 1.00
Family Ownership v14 -0.01™ -0.01™ 0.20™ -0.47" -0.01™ -0.03" -0.10™ -0.01™ -0.01™ -0.03"™ -0.10™ -0.32"" -0.00 1.00

Panel A presents descriptive statistics (mean, standard deviation, the 5th, 25th, 50th, 75th, 95th percentiles) for family firms.
Panel B presents descriptive statistics (mean, standard deviation, the 5th, 25th, 50th, 75th, 95th percentiles) for non-family firms.
Panel C provides the Pearson correlations for the whole sample of private firms (used to test Hla and H1b).

Panel D provides the Pearson correlations for the subsample of family firms only (used to test H2a, H2b, H3a and H3b).

The variables are defined in Section 3.2. * (**) *** indicates significance at the 10 (5) 1 percent levels using two-tailed tests.
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Table 3. Regression Results for ImpDec and ImpAsset on Test and Control Variables

Panel A: Family vs. Non-family Firms — Hla and H1b  Panel B: Family Firms — H2a, H2b, H3a and H3b

ImpDec ImpAsset ImpDec ImpAsset

Coefficients z-stat Coefficients t-stat Coefficients z-stat Coefficients t-stat
FamilyFirm -0.2717 (-6.99) -0.015™" (-3.75)
FamilyCEO 0.010 (0.18) -0.021™ (-3.65)
Boardind 0.418™" (4.97) 0.048™" (4.80)
preROA -1.363™ (-10.19) -0.083™" (-4.22) -0.859"" (-4.89) 0.025 (0.81)
GROWTH 0.004 (0.10) -0.023™ (-3.45) -0.044 (-0.64) 0.003 (0.24)
preSIZE 0.403™ (21.48) 0.025™ (10.29) 0.312" (13.24) 0.020™" (6.80)
preDebtRatio 0.055 (0.70) 0.019" (1.83) 0.250" (2.50) 0.018" (1.80)
Hist 0.114™ (17.71) 0.136™ (7.48) 0.128™ (13.98) 0.187" (5.17)
Big4 0.330™ (8.68) 0.037 (8.31) 0.205™ (4.01) 0.021™ (3.75)
InAF 0.278™ (8.60) 0.006" (1.72) 0.321" (7.56) -0.001 (-0.35)
SecondLargest -0.499™ (-4.47) -0.032"™ (-3.55) -0.276" (-1.86) -0.018 (-1.34)
InFirmAge -0.133" (-6.46) -0.025™ (-10.82) -0.099" (-3.56) -0.015™ (-5.57)
Family_Ownership 0.065 (0.40) 0.004 (0.21)
Year fixed effects Yes Yes Yes Yes
Industry fixed effects Yes Yes Yes Yes
Constant -11.522"" (-39.09) -0.299"" (-8.33) -10.723™" (-26.24) -0.232"" (-4.96)
N 510 734 510 741 339 775 339 816
adj. R 0.019 0.027
pseudo R? 0.095 0.069

This table presents the test for H1, H2 and H3. Panel A presents the results for Hla and H1b (equations (1) and (2)), addressing differences between family and non-
family firms. Panel B presents the results for H2a, H2b, H3a and H3c (equations (3) and (4)), addressing variations among family firms. The first two columns of panel
A present the coefficients and corresponding z-statistics of regressing ImpDec on test and control variables using logistic regression. The last two columns of panel A
present the results of regressing ImpAsset on test and control variables using ordinary least squares (OLS) regression. The test variable of interest in panel A is FamilyFirm.
The first two columns of panel B present the coefficients and corresponding z-statistics of regressing ImpDec on test and control variables using logistic regression. The
last two columns of panel A presents the results of regressing ImpAsset on test and control variables using ordinary least squares (OLS) regression. The test variables of
interest in panel B are FamilyCEO and BoardInd, and the regressions are run in a sample of family firms only. The variables are defined in Section 3.2. Fixed effects on
year and industry are included. The t-and z-statistics are adjusted for within-cluster correlation using the Huber-White Sandwich Estimator. * (**) *** indicates
significance at the 10 (5) 1 percent levels using two-tailed tests.
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Table 4. Future Economic Fundamentals

Panel A: CFO Panel B: GROWTH Panel C: ROA
ImpAsset ImpAsset ImpAsset
Coefficients t-stat Coefficients t-stat Coefficients t-stat

Familyfirm -0.018™ (-4.08) -0.018™ (-4.11) -0.022"" (-4.35)
CFOt+1 -0.058™" (-4.73)
FamilyFirm* CFOt+1 0.035™ (2.45)
GROWTH¢+1 -0.082" (-6.46)
FamilyFirm* GROWTH+1 0.042™ (2.83)
ROA¢+1 -0.183™ (-8.49)
FamilyFirm* ROA+1 0.093™ (4.02)
preROA -0.043™ (-2.20) -0.061™" (-3.16) 0.003 (0.11)
GROWTH -0.025™" (-3.96) -0.024™ (-3.86) -0.027" (-4.31)
preSIZE 0.025™ (10.75) 0.026™" (11.13) 0.025™" (10.69)
preDebtRatio 0.003 (0.32) 0.005 (0.53) 0.007 (0.82)
Hist 0.139™ (7.27) 0.139™ (7.27) 0.139™ (7.27)
Big4 0.035™ (8.17) 0.035™ (8.16) 0.035™ (8.13)
InAF 0.005 (1.43) 0.004 (1.22) 0.005 (1.43)
SecondLargest -0.031™ (-3.54) -0.032" (-3.66) -0.029™ (-3.36)
InFirmAge -0.022™" (-9.88) -0.023™" (-10.26) -0.021™" (-9.80)
Year fixed effects Yes Yes Yes
Industry fixed effects Yes Yes Yes
Constant -0.299™" (-8.87) -0.312"" (-9.27) -0.298™" (-8.87)
N 501 236 501 236 501 236
adj. R? 0.022 0.022 0.022

This table presents the results from equation (5). Panel A presents the coefficients and corresponding t-statistics from regressing ImpAsset on test and
control variables using ordinary least squares (OLS) regression. The economic fundamentals variable of interest in this regression is future CFO. Panel
B presents the coefficients and corresponding t-statistics from regressing ImpAsset on test and control variables using ordinary least squares (OLS)
regression. The economic fundamentals variable of interest in this regression is future GROWTH. Panel C presents the coefficients and corresponding
t-statistics from regressing ImpAsset on test and control variables using ordinary least squares (OLS) regression. The economic fundamentals variable
of interest in this regression is future ROA. Fixed effects on year and industry are included. The t-statistics are adjusted for within-cluster correlation

using the Huber-White Sandwich Estimator. * (**) *** indicates significance at the 10 (5) 1 percent levels using two-tailed tests.
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