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Abstract: This study examines the impact of political connections and government ownership on

accrual  and  real  earnings  management.  Based  on  a  Jordanian  sample  of  310  firm-year

observations, the study finds evidence that politically-connected firms exhibit a higher level of
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real earnings management, compared to non-politically-connected firms. This evidence suggests

that politically-connected firms in Jordan opportunistically manipulate reported income to obtain

a private  gain through the use of  real  activities-based manipulation,  at  the  expense of  other

minority shareholders. This may be caused by  real earnings management activities being less

subject  to  the  risk  of  detection  and  monitoring.  Further,  the  study  finds  evidence  that

government-connected firms engage in a lower level of accrual and real earnings management

compared  to  non-government-connected  firms,  suggesting  a  positive  effect  for  government

ownership on the quality of financial reporting.

Keywords:  Accrual  earnings  management  • Real  earnings  management  •  Political  connections  •

Government ownership.  Financial reporting quality, Jordan.
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1. Introduction 

This study examines the association between political connections, government ownership, and

financial reporting quality based on a Jordanian setting. In particular, it empirically investigates

the impact of political connections and government ownership on the use of accrual and real

earnings  management  to  manipulate  reported  earnings.  Over  the  years,  numerous companies

worldwide included politically-connected managers or board members,  including the likes of

ministers,  parliament  members,  or  even  the  government  itself.  Faccio  (2006)  defines  a

politically-connected company as one of which includes at least one large shareholder or top

manager who is a minister or a parliament member or is otherwise related to a politician or a

political party. Political connections are expected to enhance the company's access to financial

resources and therefore its economic growth (Habib et al, 2018; Karahasan and Bilgel, 2018).

Other  related  benefits  may  include  receiving  government  contracts  and  more  favourable

regulations (Goldman et al., 2009). 

Due  to  the  benefits  expected  from political  connections,  several  studies  covered  the

potential effects of these connections on firms' financial performance or value. Such studies have

found mixed results, with some (e.g.,Wu et al., 2012; Mohammed et al., 2017; Maaloul et al.,

2018) reporting a positive relation, arguably attributed to the power of such political connections

(Maaloul et al., 2018). On the other hand, studies including Jaffar and Abdul-Shukor (2016) and

Saeed  et  al.  (2016)  found  a  negative  relation  between  political  connections  and  firm

performance.  As  related  to  the  effect  of  political  connections  on  the  quality  of  corporate

governance,  several  studies  have  found  that  these  connections  may  negatively  affect  such

governance through effects including less protection for minorities (Dicko, 2017), selection of

audit firms of lower quality (Hu et al., 2017; Habib et al, 2017a), lower risk reporting (Al-Hadi et

al., 2016), and the use of related party transactions for tunnelling purposes (Wang and Lin, 2016;

Habib et al, 2017b; Habib and Muhammadi, 2018). 

Particularly about the effect of political connections on the quality of financial reporting,

different arguments exist, with some suggesting that politically-connected firms provide better

control and monitoring, while others suggest that insiders in such firms may attempt to mislead

investors (Habib et al.,  2018). Empirical research on this issue is limited internationally,  and

provides inconclusive results. Some studies have found negative effects of political connections
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on  earnings  quality  (e.g.  Chaney  et  al.,  2011;  Fan  et  al,  2014),  while  others  have  reported

positive results (e.g. Chi et al., 2016; Bona-Sanchez et al., 2019). 

According to Faccio (2006), the benefits of political connections to companies are more

likely to occur in countries with less stringent regulations in case of political conflicts of interest.

This is generally more likely to occur in less-developed countries. Therefore, this study attempts

to explore the relation between political connections and quality of financial reporting (proxied

by the level of earnings management) in the developing country context of Jordan, taking into

account the particular characteristics of this business context. Jordanian public listed companies

are required to apply International Financial Reporting Standards (IFRS). However, Jordanian

firms are characterised as being closely-held with limited separation of the roles of owners and

managers (Haddad et al., 2015; Abdullatif, 2016) with limited rights of minority shareholders

(Shanikat and Abbadi, 2011). Under such circumstances and under the tribal, collectivist system

prevalent in Jordan, connections between Jordanian companies and political figures are likely to

be common to some extent. Therefore, this study is motivated by attempting to gain knowledge

about how such connections may affect reported earnings quality in a context where demand for

such quality is limited (Abdullatif,  2016) and there are insufficient regulations governing the

roles  of  political  figures  in  managing  and  affecting  the  business  processes  of  Jordanian

companies. 

In  terms  of  government  ownership,  prior  research  shows  little  and  mixed  evidence

concerning the impact of government ownership on the quality of financial reporting. Faccio et

al.  (2006)  for  example  argue  that  public  firms  may  take  advantage  of  their  governmental

connections through having more tax discounts, government subsidies, or preference of awarding

contracts.  Given such privileges,  government-connected firms may have more flexibility  and

power to manipulate their financial information (Fan and Wong, 2002; Ben-Nasr et al., 2015).

On the other hand, other  studies argue that  government  ownership may lead to high quality

financial  reporting  since  government-connected  firms  are  expected  to  receive  high  quality

monitoring and scrutiny by several bodies (e.g. public, parliament, audit firms, representatives of

government, etc.) as compared to non-government-connected firms (Ding et al., 2007; Wang and

Yung, 2011; Capalbo et al., 2014; Hoang et al., 2014; Capalbo et al., 2018). In Jordan, such an

effective and efficient monitoring on financial reporting of state-owned firms is expected, given

that the government and its  various agencies have invested in many public firms to increase
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investment returns and help stimulate the economy. However, taking into account the developing

nature  of  the  Jordanian  capital  market,  government-connected  firms  may  still  have  more

flexibility  and power to  manipulate  their  financial  information,  which in turn may lead to  a

higher level of accrual and real earnings management. While accrual earnings management can

be done by manipulating accruals in the financial statements, political connections can arguably

be  important  means  for  practicing  real  earnings  management  through  constructing  real

transactions with such connections that are mainly aimed at managing earnings rather than being

legitimate business transactions. 

The Jordanian setting represents a unique context to examine such a research question;

notably that, state-owned, closely-held, and family business systems are dominant across public

firms  in  Jordan,  a  high  level  of  agency  conflict  (Type  II)  between  directors-managers  and

minority shareholders is present, the rights of minority shareholders are less protected, and there

is a lower demand for high quality auditing (e.g.,  Al-Sharif  et al.  2015; Haddad et al.  2015;

Abdullatif  2016).   All  above  characteristics  would  lead  to  expand  the  political  connections

among public firms and motivate the use of earnings management practices. This study examines

a Jordanian sample of 310 firm-year observations for public listed industrial companies over the

period from 2011 to 2015. The Jordan Securities Commission (JSC) is the regulatory authority

mainly responsible for issuing regulations on matters regarding financial reporting, auditing, and

corporate governance for Jordanian public listed companies.  It  issued its first  comprehensive

corporate governance code in 2008. Therefore,  the time period for the study was selected in

order to test any potential effects of applying this code on restricting earnings management by

Jordanian public  listed companies.  However,  due to the complications  concerning the global

financial  crisis  and  any  potential  effect  these  factors  might  have  on  the  Jordanian  business

environment, the time period for this study was selected to start from 2011 in order to avoid the

global financial crisis period. 

This  study contributes  to  the literature by the following.  First,  it  shows that  political

connections have a negative impact on the quality of financial reporting. Specifically, politically-

connected firms are found to engage in a higher level of real earnings management, compared to

their  counterparts  that  have no political  connections.  This  evidence  is  consistent  with recent

research  that  politically-connected  firms  engage  in  a  higher  level  of  earnings  management

(Chaney  et  al.,  2011;  Al-Dhamari  and  Ismail,  2015;  Hashemi  et  al.,  2018).  Second,  and
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consistent with findings of Braam et al. (2015), politically-connected firms in Jordan manipulate

reported earnings utilising real earnings management activities, but not discretionary accruals.

This evidence suggests that politically-connected firms prefer real activities over accruals since

such  activities  are  hard  to  detect  and  monitor  by  external  parties.  Third,  the  current  study

presents evidence that government ownership is associated with high quality financial reporting.

The results show that government-connected firms in Jordan utilise lower levels of both accrual

and real earnings management activities, suggesting that state-owned firms provide high quality

financial reporting. This evidence is consistent with prior research (Ding et al., 2007; Hoang et

al., 2014; Capalbo et al., 2018), and can be attributed to the government in Jordan paying close

attention to the quality of financial reporting by their investee firms to meet board objectives of

stimulating economic growth in the country.

This study is structured as follows. Section 2 presents the institutional background of

Jordan. Section 3 discusses the literature review and hypotheses development. Section 4 presents

empirical  design,  sample,  data  sources,  variables  measurement,  and  empirical  models.

Descriptive  statistics,  correlations  matrix,  univariate  analysis,  and  multivariate  analysis  are

presented in Section 5. Section 6 provides additional analysis. Finally, Section 7 presents the

conclusions.

2. The institutional background of Jordan

There are thousands of companies operating in Jordan, of which about 200 are publicly listed. A

common  characteristic  of  Jordanian  companies  is  the  existence  of  closely-held  governance

systems, featuring block shareholders and/or family businesses, even in public listed companies

(Haddad et al., 2015; Abdullatif, 2016; Almarayeh et al., 2020).  While this type of ownership

and governance system may limit agency costs between managers and owners, it is likely to

increase agency costs between majority and minority shareholders (Kallmuenzer, 2015; Marchini

et al, 2018), with the latter not receiving sufficient protection by Jordanian regulations (Solomon,

2010; Shanikat and Abbadi, 2011; Haddad et al., 2015; Abdullatif, 2016). 

To  deal  with  these  agency  issues,  the  Jordanian  government,  through  several  bodies

under  its  control  (such as the Jordan Securities  Commission (JSC) and the Central  Bank of

Jordan (CBJ)) issued several corporate governance codes to ensure better governance, financial

reporting quality,  transparency, and protection of the rights of several stakeholder groups. In

particular,  the JSC, as an umbrella for all  public listed companies,  issued several regulations
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related to listing companies,  including the issuance of a corporate governance code in 2008,

which was later revised in 2017.  The 2008 code provided for issues related to membership of

boards  of  directors  and  audit  committees,  board  independence,  and  some  issues  related  to

disclosure, external auditing, and related party transactions. Regarding related parties, matters

including the effects of blood relatives and other financial connections and interests on company

transactions were covered to some extent in this code (JSC, 2008). The 2017 code was more

detailed than its predecessor. It expanded the previous matters. For example, in addition to the

audit committee, boards of directors became responsible to establish a governance committee

and a risk management committee. Also, it became mandatory for the company’s chairman or

external auditor or CEO to report to the regulatory authorities cases of fraud, significant losses,

or  management  override  in  the  company,  and regulations  on related  party transactions  were

expanded. (JSC, 2017). Despite the requirements of these codes, their effectiveness in practice

may be limited by many Jordanian companies being closely-held and their  ownership highly

concentrated. In addition, while these codes have restricted CEO-duality, it is not uncommon for

the CEO and the chairman of a company’s board of directors to be close relatives. Finally, such

ownership systems may exploit the “comply or explain” option provided by the 2008 code by

limiting  compliance  and replacing  it  by explanations  (Abdullatif  et  al.,  2019).  According to

institutional  theory,  Jordanian companies  may be facing several  types of pressures to follow

governance practices acceptable as normative (normative isomorphism), required by law or by

need  for  funds  (coercive  isomorphism),  or  practised  by  other  organisations  (mimetic

isomorphism) (DiMaggio and Powell, 1983; Kholeif, 2010; Riahi and Khoufi, 2019). Despite

that, and under Jordanian managerial culture and ownership structure, Jordanian companies may

practice  decoupling  by showing an  image  of  adopting  required  corporate  governance  codes,

when they actually  behave differently and fail  to actually implement  most of these practices

(Misangyi, 2016).  

A notable exclusion in the 2008 and the 2017 codes is that they did not mention political

connections  as  a  matter  of  a  particular  interest  that  may  affect  the  quality  of  corporate

governance  and financial  reporting.  This  issue is  interesting,  and has  been a  motivation  for

several researchers to explore the potential effect political connections may have on financial

reporting quality. Jordan is generally referred to as a collectivist society, where family and clan

relations act as primary reference groups, and affect the methods of management in both the
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public and private sectors, leading to centralisation and autocratic leadership styles with high

power distance (Sabri, 2012). With such managerial culture providing top managers with high

powers and authorities and limited accountability, it is well known that personal relations and

networks (frequently referred to as wasta in Jordan) are rooted in many transactions in Jordan

(Al-Ramahi, 2008), including business transactions. Wasta is widely used among businesses in

Jordan to speed up business procedures and gain preferences to services and information, and

even to influence regulations to the advantage of the party using political connections as wasta

(Loewe et  al.,  2008).  Therefore,  many  Jordanian  companies  can  be  described  as  politically

connected  (Kubinec,  2018).  Despite  the  prevalence  of  the  use  of  political  connections  in

Jordanian business, little is studied about the effects of these connections on running business,

corporate governance, or the quality of financial reporting. 

3. Literature review and hypotheses development

3.1 Political connections and earnings management 

Several studies investigated earnings management practices amongst Jordanian firms. Abbadi et

al.  (2016) reported a negative association between corporate governance quality and earnings

management.  With  regard  to  the  impact  of  ownership  structure  on  earnings  management,

Alzoubi (2016) revealed that family, block, managerial, institutional, and foreign ownership have

the potential to restrict earnings management practices amongst Jordanian firms. Similarly, Al-

Haddad and Whittington (2019) found that institutional and managerial ownership restrict the

use of real and accrual earnings management.  The link between executive compensation and

earnings management  was investigated by Alhadab (2018), who found a positive association

concerning accrual-based earnings  management,  and a  negative  association  for  real  earnings

management. There is an abundance of research indicating that political influence is likely to

divert managers from their main objective of maximising shareholders’ wealth (Braam et al.,

2015; Habib et al., 2017b). Furthermore, politically-connected firms could follow policies aimed

at  satisfying  political  objectives,  rather  than  working  towards  achieving  the  interests  of

shareholders, thus diverting resources from the firm to gain private benefits (Cheng et al., 2015).

However, firms with political connections are under higher public scrutiny, and are subject to

more extensive controls and public monitoring compared to non-connected firms (Chaney et al.,

2011). 
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Consequently, managers of politically-connected firms have opportunistic incentives for

earnings management to maintain reputation and reduce political costs (Hu et al., 2012). In this

regard, Ramanna and Roychowdhury (2010) found that US firms with political connections and

more  outsourcing  activities  are  engaging  in  more  income-decreasing  discretionary  accruals.

Chaney  et  al.  (2011),  using  data  from  19  countries,  found  that  the  quality  of  earnings  of

politically-connected firms is significantly poorer than that of their non-connected counterparts.

In Malaysia, Al-Dhamari and Ismail (2015) found that earnings of politically-connected firms

were viewed by investors as being of low quality. 

On the other hand, Harymawan and Nowland (2016) revealed that earnings quality of

politically-connected  firms  increases  as  government  effectiveness  improves,  concluding  that

institutional  factors affect  the association between political  connections  and earnings quality.

However, Braam et al. (2015) reported that politically-connected firms are more likely to use real

earnings management strategies than non-politically-connected firms. The study also found that

when public scrutiny increases, firms with political connections are more inclined to engage in

less  detectable  real  earnings  management  techniques.  Similarly,  Chi et  al.  (2016) found that

Chinese firms with politically-connected CEOs engage in significantly lower levels of accrual-

based earnings management, while they were found to engage in higher levels of real earnings

management. 

In  Indonesia,  Habib  et  al.  (2017b)  reported  that  firms  with  political  connections  use

related parties to tunnel resources, while managing earnings to conceal their tunnelling activities.

In the USA, Xu et al. (2019) reported that firms located in corrupt regions are more likely to

manage  earnings  either  through accrual-based or  real  earnings  management.  The study also

indicated that firms in corrupt regions have less earnings persistence and are more likely to use

positive  discretionary  accruals  to  meet  or  beat  analysts’  earnings  forecasts.   The  literature

suggests that political connections are crucial in countries with developing capital markets, as

governmental institutions provide weak protection for investors and lack of disciplining of those

in power (Feng et al., 2014; Chi et al., 2016). Considering that Jordan is a developing country,

the preceding discussion generally supports the idea that politically-connected firms are more

inclined  to  manage  earnings  to  conceal  the  benefits  that  they  typically  receive  from  their

connections. Hence, the study proposes the following hypothesis:

10



H1: Other things being equal,  politically-connected firms are expected to engage in a higher

level  of  accrual  and/or  real  earnings  management  as  compared  to  non-politically-connected

firms.

3.2 Government ownership and earnings management

Regarding government ownership, the literature provides two competing views. The first argues

that there is a link between government ownership and earnings management,  as it  has been

argued that agency costs are expected to be high in state-owned and politically-connected firms,

given that the government may take the role of both the agent and the principal (Shleifer and

Vishny, 1994; Hashmi et al., 2018). The government acts as an agent, as the actual owner of

state-owned firms is the general public (Ernst, 2004), while the government acts as the principal

assigning the targets and objectives for managers to meet (Rodriguez et al., 2007). 

Government connections may provide a firm with some benefits including government

subsidies,  tax discounts,  market  power awarding of contracts  and so on,  which in  turn may

increase firm’s value (Faccio et al., 2006). However, the government may seek targets that go

against maximising shareholder wealth. Consequently, the government may use firm’s resources

to benefit their supporters, who in turn provide votes, political support, and bribes (Bushman et

al., 2004). 

Similarly, Bushman et al. (2004) argued that state-owned firms may manipulate corporate

information to conceal inappropriate activities, as disclosing financial information of high quality

may put these under the microscope. In this regard, Guedhami et al. (2009) claimed that firms

with high state ownership are characterised with low corporate transparency, as managers are

expected to conceal any expropriation activities undertaken by politicians. Chaney et al. (2011)

indicated that state-owned firms lack corporate transparency and are more likely to have low-

quality earnings. Studies that support a positive relationship between government ownership and

earnings management include Chen et al. (2008), Ben-Naser et al. (2015), Guo and Ma (2015),

Poli, (2015). 

On  the  other  hand,  some  research  findings  highlight  the  possibility  of  a  negative

association between government ownership and earnings management. In this regard, it has been

argued that state-owned firms are subject to high public scrutiny by several groups including

owner representatives, consumer associations, non-specialist media representatives and even the
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general  public  (Capalbo  et  al.,  2018).  Studies  that  suggest  a  negative  relationship  between

government ownership and earnings management include Ding et al. (2007), Wang and Yung

(2011), Capalbo et al. (2014), and Hoang et al., (2014). In Jordan the government invested in the

capital  market  to  increase  economic  growth,  thereby  creating  new  jobs  and  reducing

unemployment.  However,  taking into  account  the developing nature of  the Jordanian  capital

market, government-connected firms may still have more flexibility and power to manipulate

their  financial  information.  Given the Jordanian settings and the above discussion that  state-

owned firms may be inclined to manage earnings, the study proposes the following hypothesis:

H2: Other things being equal, government-connected firms are expected to engage in a higher

level of accrual  and/or real earnings management  as compared to non-government-connected

firms.

4. Empirical design

4.1 Sample and data sources

The initial sample of this study consists of all Jordanian industrial firms that were publicly listed

on the Amman Stock Exchange (ASE) over the period from 2011 to 2015. The global credit

crisis  that occurred over the period from 2007 to 2009 has a severe negative impact  on the

financial markets and, therefore, the period of this study starts from 2011 to avoid such potential

effects.  Further,  service  public  firms are excluded from the sample since they do not  report

information  about  inventory  and  cost  of  goods  sold  that  are  required  to  measure  abnormal

production  costs-based  manipulation  (Roychowdhury,  2006).  This  study  also  follows  prior

research and excludes all financial firms (e.g., banks, insurance firms, real estate firms) from the

sample due to the differences in the process of financial reporting (Fan, 2007; Cheng et al., 2011;

Al-Dhamari and Ismail,  2015; Attia et al.  2016; Chi et al.,  2016; Harymawan and Nowland,

2016; Hashmi et al., 2018).

The website of the ASE (ase.com.jo) was used to download all financial data (e.g. total

assets, operating cash flows, sales, etc) that are required to estimate the proxies of accrual and

real earnings management. However, data related to proxies of political connections, government

ownership, audit quality, corporate governance, managerial shareholding, and any other missing

financial variables were manually collected from firms’ annual reports. After applying all above
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restrictions to firms with necessary data for the analysis, the final sample of this study consists of

310 firm-year observations over the period from 2011 to 2015. 

4.2 Variable measurement 

4.2.1 Measurement of earnings management

Following prior literature, two standard proxies for earnings management are used by this study;

accrual earnings management,  which occurs through discretionary accruals, and real earnings

management,  which occurs through real activities (Cohen and Zarowin, 2010; Farooqi et al.,

2014; Alhadab and Clacher,  2018).  This study also follows recent  studies that  examined the

association  between  political  connections  and  earnings  management  (Braam  et  al.,  2015;

Harymawan  and  Nowland,  2016;  Hashmi  et  al.,  2018)  and  uses  the  absolute  value  of

discretionary  accruals  (ABSDA)  and  the  absolute  value  of  the  aggregated  measure  of  real

earnings management (ABSREM) as proxies of earnings manipulation. This is due to fact that the

focus  of  this  study  is  not  on  examining  the  direction  of  earnings  manipulation  (income-

increasing  vs.  income-decreasing),  but  rather  on  examining  the  total  impact  of  political

connections and government ownership on the quality of financial reporting (measured by the

absolute level of earnings management).  Thus, a higher level of the absolute value suggests a

higher level of earnings manipulation,  considered as an indicator of lower financial reporting

quality,  and vice versa (Dechow et  al.,  2010).   A detailed  explanation  about  the process of

estimating both accrual and real earnings management is included in Table 1. 

Table 1 about here

4.2.2 Measurement of political connections and government ownership

This study follows Faccio (2006) and defines political connections (POLCONNCT) as a dummy

variable that equals to one if a firm politically connected, and zero otherwise. “A company is

considered as politically connected if at least one of its large shareholders (anyone controlling at

least  10% of  the  voting  shares)  or  one  of  its  top  officers  (CEO,  president,  vice-president,

chairman, or secretary) is a member of parliament, a minister or the head of state, or is closely

related  to  a  top  politician  or  party”  (Faccio,  2006,  p.  370).   This  definition  of  political

connections  is  widely used by recent  studies that  have investigated  the relationship  between

political connections and financial reporting quality (Al-Dhamari and Ismail, 2015; Braam et al.,

2015; Attia et al. 2016; Chi et al., 2016; Harymawan and Nowland, 2016; Hashmi et al., 2018).

Concerning government ownership, the current study follows prior research and uses a dummy
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variable (GOVCONNCT) that equals one if the government has a direct ownership in a firm, and

zero otherwise (Adhikari et al., 2006). 

4.2.3 Empirical models and control variables

To examine the impact of political connections (the first hypothesis) and government ownership

(the second hypothesis) on the use of accrual and real earnings management, the study follows

Braam et al. (2015), Harymawan and Nowland (2016), and Hashmi et al. (2018) by using the

following models.

EM=α+γ∗POLCONNCT    +β *Z+ε (1 )

EM=α+γ∗GOVCONNCT    +β *Z+ε (2)

Where the dependent variable (EM) is a proxy for the absolute value of discretionary accruals

(ABSDA)  and  the  absolute  value  of  the  aggregated  measure  of  real  earnings  management

(ABSREM).  The  main  independent  variables  of  interest  are  proxies  of  political  connections

(POLCONNCT)  and  government  ownership  (GOVCONNCT).  As  defined  before,

(POLCONNCT) is a dummy variable that equals one if a firm is politically connected, and zero

otherwise, while (GOVCONNCT) is a dummy variable that equals one if the government has a

direct ownership in a firm, and zero otherwise.

In  terms  of  control  variables,  both  models  1  and  2  include  the  same set  of  control

variables (Z) that are found to be important determinants of utilising both accrual-based and real

earnings management. Starting with external auditors, the model includes a control variable for

audit quality (BIG4), which is a dummy variable that equals one if the audit firm is one of the

Big Four, and zero otherwise. Prior research shows that high quality audit firms mitigate the use

of accrual-based manipulation which, in turn, may lead their clients to engage in a higher level of

real activities-based manipulation (Cohen and Zarowin, 2010; Alhadab and Clacher, 2018).

The  model  also  controls  for  growth  opportunities  by  controlling  for  firms’  specific

characteristics that are found to be highly correlated with proxies of accrual and real earnings

management (Dechow et al., 1995; Dechow et al., 1996; Fan, 2007, Meek et al., 2007; Kohlbeck

and Mayhew, 2017). These growth characteristics are leverage ratio (LEV) calculated as total

debt divided by total assets, firm’s size (SIZE) calculated as the natural logarithm of total assets,
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firm’s profitability proxied by both the return on assets (ROA) and a loss dummy (LOSS) that

equals one if a firm reports a loss and zero otherwise, and cash flows from operations (CFO).  

Further, prior research indicated that an effective mechanism of corporate governance is

expected to play a significant role to monitor and reduce earnings manipulation (Klein, 2002;

Meek et al.,  2007; Osma, 2009; Kohlbeck and Mayhew, 2017). Thus, the model controls for

characteristics of the board of directors by adding a control variable for board independence

(BOARDIND), calculated as the number of outside directors on the board, CEO duality (CEO),

measured as a dummy variable that equals one if the positions of CEO and board chairman are

held by the same person or a close relative (i.e. father/son or brothers) and zero otherwise, and

size of audit committee (AUCOMSIZE) calculated as the total number of directors on the audit

committee.

The model also includes a control variable for managerial shareholding (MLDGRSHH),

calculated as the percentage of shares owned by the managers,  given that the agency theory

suggests that managers may engage in earnings management to obtain a private gain when they

have strong incentives (Jensen and Meckling, 1976). Finally, the model controls for industry

(IND) and time (Year) effects by adding dummy variables. 

5. Empirical analysis 

5.1. Descriptive statistics

This section outlines the results of descriptive statistics,  the distribution of the sample firms,

univariate analysis and regression tests. Table 2 provides an analysis of the sample by year and

firm type. In particular, Panel A of Table 2 shows that a total of 310 firm-year observations were

investigated over five years (2011-2015); of which 243 observations are politically connected,

while  the  rest  (67  observations)  are  not  politically  connected.  Panel  B of  Table  2  indicates

whether firms are government-connected and shows that while 74 observations are government-

connected, 236 observations are not government-connected.

Table 2 about here

Table 3 investigates the sample firm by both industry and type. Panel A of table 3 shows

that  politically-connected  firms  are  dominated  by  the  mining  and  extraction  industries  with

23.87% of the sample firms. This is followed by both food and beverage industries and chemical

industries, each consisting of 14.4% of the total sample firms. On the other hand, panel A of

Table  3 illustrates  that  non-politically-connected  firms  are  dominated  by  food and beverage
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industries with 22.39% of the sample firm. Other sectors are similarly represented within the

sample range from 8% to 12.35% for politically-connected firms, and from 7% to 18% for non-

politically-connected firms (see Panel A of Table 3). Similar to Panel A, Panel B of table 3

shows that government-connected firms are dominated by the mining and extraction industries

with 39.19% of the sample firms. This is followed by textiles, leathers and clothing industries

which consist of 20.27% of the sample firms. On the Other hand, panel B of Table 3 illustrates

that non-government-connected firms are dominated by mining and extraction industries with

17.37% of the sample firm. Other sectors are similarly represented within the sample range from

6%  to  13%  for  government-connected  firms  and  from  6%  to  17%%  for  non-government-

connected firms (see Panel B of Table 3).

Table 3 about here

 Table 4 illustrates descriptive statistics for all variables examined in this study. With

respect to the accrual and real earnings management, Table 4 shows that ABSDA, ABSREM1 and

ABSREM2 report  means of 0.058, 0.045 and 0.053; medians of 0.039, 0.037 and 0.045; and

standard deviations of 0.062, 0.035 and 0.038, respectively, indicating a somewhat high level of

discrepancy among the sample firm in terms of accrual and real earnings management practices.

In general, descriptive statistics (mean values) for the measures of discretionary accruals and real

earnings management are consistent with prior research (Cohen et al., 2008; Badertscher 2011;

Braam et al. 2015). In addition,  Table 4 shows that 78.4% of the sample firm are politically

connected, while 23.9% are government connected. Further, Table 4 details descriptive statistics

for the control variables used in the current study to ensure that results obtained are not related to

missing variables. For example, it can be seen from Table 4 that BIG4 and LEV have means of

0.358 and 36.676 respectively (see Table 4 for other variables’ details).

Table 4 about here

5.2 Univariate analysis

Table 4 indicates that high variability (i.e. standard deviation) exists among variables examined

in the current study, especially those of interest including  ABSDA,  ABSREM1 and  ABSREM2

among the sample firm. Hence, a t-test was conducted as to examine whether accrual and real

earnings  management  practices  are  significantly  different  among  politically/government-
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connected firms and non-politically / non-government-connected firms. An analysis of Table 5

Panel A indicates that  ABSDA, ABSREM1 and  ABSREM2 are significantly different between

politically-connected  and non-politically-connected  firms with t-value of  2.790, -1.779 and -

1.752 (respectively).  Panel B of Table 5 points out slightly different results, which indicate that

ABSDA, ABSREM1 and  ABSREM2 are insignificantly different among government-connected

and non-government-connected firms. Finally, Panel B of Table 5 illustrates that both BIG4 and

SIZE are significantly and negatively different among the sample firm in this panel. The results

reported in Table 5 are not assured or straightforward to draw conclusions about effect of firms’

political  and  governmental  connections  on  accrual  and  real  earnings  management  practices.

Hence, the following part of this study presents a regression analysis for the variables of interest.

Table 5 about here

5.3 Multivariate analysis 

Prior to the regression analysis, a correlation test was conducted as to ensure that regression

assumptions  are  met.  Table  6  provides  a  Pearson  correlation  matrix  among  the  variables

employed in the current study. An analysis of Table 6 reports a significantly positive correlation

between  ABSREM1 and  ABSREM2 with a coefficient of 0.375. In addition,  Table 6 shows a

statistically positive correlation between POLCONNCT and GOVCONNCT with a coefficient of

0.280.  Table  6  also  indicates  a  negative  association  between  accrual  earnings  management

(ABSDA) and political connection (POLCONNCT) with coefficients of -0.153. In general, the

correlation coefficients between real earnings management proxies were significantly positive,

indicating that firms appear to use both measures to manipulate earnings.

Table 6 about here

5.3.1 Political connections and earnings management

This section examines the association between political connections and earnings management

practices. Table 7 indicates that ABSDA and POLCONNCT do have an insignificantly negative

association  with  a  coefficient  of  -0.015,  indicating  that  politically-connected  firms  are  not

engaging in accrual earnings management. However, this was not the case for  ABSREM1 and

ABSREM2,  which  reported  a  statistically  positive  association  with  POLCONNCT  with

coefficients of 0.011 and 0.013 and p-values of 0.05%, respectively, indicating that politically

connected firm are engaging in real earnings management. In addition, Table 7 shows that firm
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size (SIZE) has a significantly positive relationship with ABSREM2 with a coefficient of 0.003

and p-value of less than 10%. Further, Table 7 also indicates that BOARDIND had a significantly

negative association with ABSREM 2 with a coefficient of -0.003 and a p-value of less than 5%.

Finally,  Table 7 reported adjusted-R2s of  0.052, 0.18 and 0.124 for  ABSDA,  ABSREM1 and

ABSREM2,  respectively,  indicating  that  real  earnings  management  is  better  explained  by

politically-connected firms than by accrual earnings management.

 

According  to  the  results  presented  above,  the  first  hypothesis  of  study  is  partially

accepted, indicating that politically-connected firms are expected to engage in a higher level of

real  earnings  management  as  compared to  non-politically-connected  firms.  These  results  are

consistent with those of Braam et al. (2015), who examined a sample of public firms from 30

countries and found evidence that politically-connected firms use real earnings management but

not accrual earnings management to manipulate reported income when there is a high level of

public monitoring and a high risk of detection. Braam et al. (2015) attributed the preference of

real activities over accruals to the fact that real earnings management is harder to detect and

monitor.

Further. the results are also consistent with the extant literature that found that politically-

connected  firms  have  statistically-lower  earning  quality  when  compared  to  non-politically-

connected  firms  (Al-Dhamari  and  Ismail,  2015;  Chaney  et  al.,  2011;  Ramanna  and

Roychowdhury,  2010; Hashemi et  al.,  2018). The extant  literature argued that such earnings

management practices are motivated by  great benefits to politically-connected firms, including

preferential  access  to  lenders  (Johnson and Mitton,  2003;  Leuz  and Oberholzer-Gee,  2006),

lower cost of raising fund (Houston et al., 2014), access to government indentures (Goldman et

al., 2009), and lower levels of monitoring and oversight (Faccio, 2006).  

Table 7 about here

5.3.2 Government ownership and earnings management.

This section tests the association between government connections and earnings management

practices. The results of this test are reported in Table 8. An analysis of Table 8 indicates that

GOVCONNCT has  statistically  negative  associations  with  both  ABSDA and  ABSREM2 with

coefficients of -0.033 and -0.013 and p-values of 0.01 and 0.05, respectively, suggesting that
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government-connected  firms  are  engaging  in  lower  levels  of  accrual  and  real  earnings

management.  These  results  confirm  the  second  hypothesis  of  this  study  that  government-

connected firms are expected to engage in lower levels of accrual and real earnings management

as compared to non-government-connected firms. Further, Table 8 also reports the results for

other control variables and shows associations with both ABSDA and ABSREM that are similar to

those reported in Table 7. Finally, Table 8 reported adjusted-R2s of 0.071, 0.167 and 0.12 of

ABSDA, ABSREM1 and ABSREM2 models. 

It is worth noting that the findings of the current study that government-connected firms

have significantly higher earnings quality is consistent with prior research, which indicates that

state-owned firms are subject to high quality scrutiny by several internal and external parties

(e.g. audit firms, institutional shareholders, owner representatives, consumer associations, and

the general  public),  and therefore such state-owned firms will  provide high quality  financial

reporting. (e.g., Ding et al., 2007; Fan et al., 2007; Wang and Yung, 2011; Capalbo et al., 2014;

Hoang et al., 2014; Capalbo et al., 2018).

Table 8 about here

5.3.3 Political connections, government ownership, and earnings management.

To ensure that the results in Tables 7 and 8 are sustainable, this section regressed both political

and  government  connections  (POLCONNCT and  GOVCONNCT)  on  earnings  management

proxies (ABSDA, ABSREM1 and ABSREM2). Table 9 reports the results and supports the results

of  Tables  7  and  8,  in  that  politically  (government)-connected  firms  exhibit  lower  (higher)

financial reporting quality. In particular, Table 9 illustrates a statistically positive relationship

between  POLCONNCT and  real  earnings  management  (ABSREM1  and  ABSREM2)  with

coefficients of 0.011 and 0.017 and p-values of 0.05 and 0.01, respectively. Similarly, Table 9

shows significantly negative relationships between GOVCONNCT and accrual (ABSDA) and real

(ABSREM2) earnings management, with coefficients of -0.030 and -0.018 and p-values of less

than 0.05, respectively.  In terms of the models’ explanatory power, Table 9 reported adjusted-

R2s of 0.07, 0.177 and 0.143 of ABSDA, ABSREM1 and ABSREM2 models, respectively. 

Indeed,  Tables  7  and  8,  Table  9  show  that  combining  both  POLCONNCT and

GOVCONNCT in the same model leads to improved statistical significance of coefficients and
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models’ power to explain the cross variations of using accrual and real earnings management. In

terms of accrual earnings management, the explanatory power across Table 8 and 9 is typical. 

Table 9 about here

6. Additional analysis: 

6.1 Self-selection bias.

One main concern with topics of political connections is self-selection that raises as firms self-

select whether to be politically  connected (Habib et al.,  2018), which in turn may affect the

estimation of regressions (Clatworthy et al., 2009; Lawrence et al., 2011; Alhadab and Clacher,

2018). To address the above issue, the current study uses the propensity matching process, as this

approach is found to be the most superior technique to overcome self-selection bias when proxies

of earnings management are included in the analysis (see Alhadab and Clacher, 2018). Thus, the

following logit model is used in the first stage to estimate the probability of being politically

connected. 

POLCONNCT=a0+ β2BIG 4+β3LEV +β4 ¿ β¿5ROA+β7LOSS+ IND+Year+εi ,t (3)

The dependent variable is a proxy of political connections (POLCONNCT) that is defined as a

dummy variable that equals one if a firm is politically connected, and zero otherwise. All other

variables are as previously defined.  In the second stage, the predicted value is obtained from the

above logit regression (Model 3) to match each politically-connected firm with a non-politically-

connected firm. The match is performed without replacement and within a maximum distance of

0.10 between the  two predicted  values  to  ensure a  very  conservative  matching.   The above

matching  process  led  to  a  matching  sample  of  128  firm-year  observations  (64  politically

connected firm vs. 64 non-politically connected observations). After that, the following model is

estimated to the full matched sample. 

EM=α+γ∗POLCONNCT  + χ∗GOVCONNCT    +β *Z+ε ( 4 )

Where the dependent variable (EM) is a proxy for the absolute value of discretionary accruals

(ABSDA)  and  the  absolute  value  of  the  aggregated  measure  of  real  earnings  management

(ABSREM).  The  main  independent  variables  of  interest  are  proxies  of  political  connections

(POLCONNCT)  and  government  ownership  (GOVCONNCT).  As  defined  before,

(GOVCONNCT) is a dummy variable that equals one if the government has a direct ownership in
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the  firms,  and zero  otherwise,  and  (Z) represents  the  same set  of  control  variables  that  are

previously added and defined in Model (1). 

Table I in the appendix presents the results of the main analysis (Model 4).  The reported

results in Table I confirm that the earlier results of Tables 7, 8 and 9 still hold after controlling

for the self-selection bias. In particular, Table I in the appendix shows that politically-connected

firms engage in a higher level  of real  earnings management,  and that government-connected

firms engage in a lower level of accrual and real earnings management. In particular, Table II

reports  a  significant  association  between  politically-connected  firms  and  ABSREM2 with  a

coefficient of 0.020 and a p-value of less than 0.05. Further, Table II indicates a statistically

negative relationship between government  connect  firms and each of  ABSDA and  ABSREM2

with coefficients of -0.046 and -0.039 and p-values of less than 0.05, respectively. 

6.2 The trade-off between accrual and real earnings management  

Prior  studies  show  that  firms  may  trade-off  between  the  use  of  accrual  and  real  earnings

management according to the costs and/or benefits of each of these techniques (e.g. Zang, 2012;

Braam et al., 2015). Thus, we follow Braam et al. (2015) and use a logistic regression to examine

whether political connection and government ownership have any effect on the trade-off between

accrual and real earnings management. The following logistic model is therefore used. 

 

REM high∧DACC low   or  REM low∧DACC high=α+γ∗POLCONNCT  + χ∗GOVCONNCT    +β *Z+ε (5 )

Where REMhigh&DACClow is a dummy variable that equals 1 if REMhigh = 1 & DACClow = 1 and

zero otherwise;  REMhigh is a dummy variable that equals 1 if the aggregated measure of real

earnings management (REM) is greater than the industry-year median and zero otherwise; REM

is the sum of abnormal discretionary expenses, abnormal production costs and abnormal cash

flows from operations;  DACClow  is a dummy variable that equals 1 if discretionary accruals are

less  than  the  industry-year  median  and  zero  otherwise.  In  addition,  REMlow&DACChigh  is  a

dummy  variable  that  represents  an  opposite  combination  of  accrual  and  real  earnings

management as explained above (That is, firms with lower level of real earnings management

and higher level of accrual earnings management). All other variables are as previously defined.

Table II in the Appendix reports the results of this analysis and shows no significant associations

between  POLCONNCT and  GOVCONNCT on one hand, and REM&DACC on the other hand,
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suggesting  that  Jordanian  firm  are  not  trading  off  between  accrual  and  real  earnings

management.

6.3 Additional measures of discretionary accruals and government ownership. 

For robustness  we repeat  the analysis  using  two additional  models  to  estimate  discretionary

accruals; the performance model of Kothari et al. (2005) and the piecewise linear model of Ball

and  Shivakumar  (2008).  The  estimation  process  using  these  models  is  explained  in  the

Appendix.  The  unreported  results  show  no  significant  association  between  accrual  earnings

management and both POLCONNCT and GOVCONNCT, this may suggest that these models do

not fit the data to capture accrual-based manipulation as compared to the modified Jones model.

In terms of  government  ownership,  and as  a  robustness  test,  we also use  the  percentage  of

government ownership as a proxy to examine the impact of government ownership on earnings

management. The unreported results show that politically-connected firms are more engaged in

real earnings management than accrual earnings management, confirming the results in Table 9. 

7. Conclusion

This study examines the impact of political connections and government ownership on quality of

financial reporting based on a Jordanian sample of public firms that consists of 310 firm-year

observations over the period from 2011 to 2015. 

The findings of the current study contribute to the literature by providing the following

evidence.  First,  political  connections  are  found to  have  a  negative  impact  on  the  quality  of

financial reporting by industrial public firms in Jordan. In particular, the study finds evidence

that politically-connected firms exhibit a higher level of real earnings management as compared

to non-politically-connected firms. This evidence is consistent with prior research (Chaney et al.,

2011; Al-Dhamari and Ismail, 2015; Hashemi et al., 2018) and considered as an indicator for a

lower level of financial reporting quality.  Second, the findings show that politically-connected

firms  in  Jordan  prefer  to  utilise  real  earnings  management  activities  rather  than  accruals

accounting to manipulate earnings. This evidence is consistent with that of Braam et al. (2015) in

that politically-connected firms choose real activities because they are less subject to monitoring

and detection by external parties. Third, the study finds evidence that government ownership is

associated with a higher level of financial reporting quality. In particular, the findings show that
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government-connected firms engage in a lower level of accrual and real earnings management,

as compared to non-government-connected firms.  These findings are also consistent with those

of  prior  research  that  report  that  state-owned  firms  are  expected  to  provide  higher  quality

financial reporting. (Ding et al., 2007; Hoang et al., 2014; Capalbo et al., 2018). Given the nature

of  the  Jordanian  business  environment,  where  a  generally  collective  system  prevails  and

organisations  are  characterised  with  centralisation  and  high  power  distance,  giving  the  top

managers  and large shareholders  unique powers at  the expense of smaller  shareholders,  it  is

arguable that many managers would exploit such powers and use their political connections in

creating transactions that aim to manage earnings and mask financial reality. This argument may

contribute to interpreting the occurrence of real earnings management in Jordanian politically-

connected firms. 

In terms of policy implications, the findings of this study are of great interests to the JSC,

which is mainly responsible to ensure that Jordan’s capital market is designed and operated in

such  a  way  to  protect  investors’  rights.  Politically-connected  firms  in  Jordan  are  found  to

opportunistically manipulate reported income to obtain a private gain through the use of real

activities-based  manipulation  at  the  expense  of  other  shareholders  (especially  the  minority

shareholders).  Notably,  real  earnings  management  activities  are  found to  be  associated  with

greater levels of future negative stock returns, negative operating performance, and probability of

failure (See Alhadab et al., 2015). Therefore, the JSC and other Jordanian regulators have to

expand  their  efforts  in  monitoring  Jordanian  companies,  especially  politically-connected

companies, as to how and why transactions conducted with political connections take place, and

expand the disclosure requirements for such transactions.  In addition,  future revisions of the

codes of corporate governance in Jordan may provide some restriction on political connections in

companies,  in  addition  to  expanding  provisions  for  disclosure  and  transparency  regarding

transactions with political connections. The findings of this study also have direct implications

for international and local investors who are interested in maximising their future returns. In

particular,  the findings suggest that investors could prefer to invest in state-owned Jordanian

firms,  as  such  firms  are  found  to  engage  in  a  lower  level  of  accrual  and  real  earnings

management activities. Therefore, efforts should be made by Jordanian regulators and company

boards  to  improve  governance  practices  in  private  Jordanian  companies  to  improve  their

potential as investment targets.
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Table 1
Definition of the variables 
Variable Definition

ABSDA The absolute value of discretionary accruals.

ABSREM1 The first aggregated measure of real earnings management, 
calculated as the absolute value of the sum of abnormal 
discretionary expenses and abnormal production costs.

ABSREM2 The second aggregated measure of real earnings management, 
calculated as the absolute value of the sum of abnormal 
discretionary expenses and abnormal production costs.

POLCONNCT A  dummy  variable  that  equals  one  if  the  firm  is  politically
connected, and zero otherwise, using the measure by Faccio (2006)
(see section 4.2.2).  

GOVCONNCT A dummy variable that equals one if the government has a direct 
ownership in the firm, and zero otherwise.

BIG4 A dummy variable that equals one if the audit firm is one of the Big 
Four, and zero otherwise.

LEV The financial leverage ratio, calculated as total debt divided by total 
assets.

SIZE The natural logarithm of total assets

ROA The profitability ratio of return on assets, calculated as net income 
divided by total assets.

CFO Operating cash flows

BOARDIND The percentage of outside directors on the board, calculated by 
dividing the number of outside directors by the number of total 
directors on the board

CEO A dummy variable that equals one if the CEO is the board chairman,
or if both share the same family name (e.g. brothers or father/son), 
and zero otherwise.

AUCOMSIZE The number of directors on the audit committee.

MGRSHHLD The total ownership percentage of shares owned by managers.

37



Table 2
Distributions of sample by year and firms’ types 
Panel A: Distributions of sample (firm-year observations) by year and firms’ types 
(politically connected vs. non-politically connected)

Connected firms Non-connected firms Pooled sample
Year Freq. Percent % Freq. Percent % Freq. Percent % 
2011 48 19.75 14 20.9 62 20
2012 49 20.16 13 19.4 62 20
2013 49 20.16 13 19.4 62 20
2014 49 20.16 13 19.4 62 20
2015 48 19.75 14 20.9 62 20
Total 243 100 67 100 310 100

Panel B: Distributions of sample (firm-year observations) by year and firms’ types 
(government connected vs. non-government connected)

Connected firms Non-connected firms Pooled sample
Year Freq. Percent % Freq. Percent% Freq. Percent % 
2011 14 18.92 48 20.34 62 20
2012 15 20.27 47 19.92 62 20
2013 15 20.27 47 19.92 62 20
2014 15 20.27 47 19.92 62 20
2015 15 20.27 47 19.92 62 20
Total 74 100 236 100 310 100

Note: This table presents Distributions of sample by year and firms’ types. Panel A presents distributions based
on firms’ types of politically connected vs. non-politically connected. Panel B presents distributions based on
firms’ types of government connected vs. non-government connected. Definitions of all variables are presented
in Table 1.
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Table 3
Distributions of sample by industry and firms’ types
Panel A: Distributions of sample (firm-year observations) by industry and firms’ types (politically connected vs. non-politically 
connected)

Connected firms Non-connected firms Pooled sample
Industry Freq. Percent % Freq. Percent % Freq. Percent %

Pharmaceutical and Medical 
Industries 20 8.23 10 14.93 30 9.68
Chemical Industries 35 14.4 5 7.46 40 12.9
Paper and Cardboard Industries 25 10.29 5 7.46 30 9.68
Food and Beverages 35 14.4 15 22.39 50 16.13
Construction 30 12.35 - - 30 9.68
Electrical Industries 20 8.23 10 14.93 30 9.68
Mining and Extraction Industries 58 23.87 12 17.91 70 22.58
Textiles, Leathers and Clothing 20 8.23 10 14.93 30 9.68
Total 243 100 67 100 310 100

Panel B: Distributions of sample (firm-year observations) by industry and firms’ types (government-connected vs. non-government-
connected)

Connected firms Non-connected firms Pooled sample
Industry Freq. Percent % Freq. Percent % Freq. Percent %
Pharmaceutical and Medical 
Industries 10 13.51 20 8.47 30 9.68
Chemical Industries - - 40 16.95 40 12.9
Paper and Cardboard Industries 5 6.76 25 10.59 30 9.68
Food and Beverages 10 13.51 40 16.95 50 16.13
Construction - - 30 12.71 30 9.68
Electrical Industries 5 6.76 25 10.59 30 9.68
Mining and Extraction Industries 29 39.19 41 17.37 70 22.58
Textiles, Leathers and Clothing 15 20.27 15 6.36 30 9.68
Total 74 100 236 100 310 100

.
Note: This table presents distributions of the sample by industry and firms’ types. Panel A presents distributions based on firms’ types of politically-connected vs. non-
politically-connected. Panel B presents distributions based on firms’ types of government connected vs. non-government connected. Definitions of all variables are presented 
in Table 1.
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Table 4
Descriptive statistics for whole sample

Mean S. D Minimum Q1 Median Q3 Maximum

ABSDA 0.058 0.062 0.001   0.014 0.039 0.082 0.345

ABSREM1 0.045 0.035 0.001  0.013 0.038 0.082 0.103

ABSREM2 0.053 0.038 0.001 0.019 0.045 0.095 0.108

POLCONNCT 0.784 0.412 0.000 1.000 1.000 1.000 1.000

GOVCONNCT 0.239 0.427 0.000 0.000 0.000 0.000 1.000

BIG4 0.358 0.480 0.000 0.000 0.000 1.000 1.000

LEV 36.676 23.684 0.490 16.730 32.840 53.950 107.110

SIZE 16.552 1.494 12.910 15.846 16.530 17.560 20.803

ROA 0.012 0.108 -0.287 -0.038 0.009 0.054 0.399

LOSS 0.387 0.488 0.000 0.000 0.000 1.000 1.000

CFO 0.061 0.151 -0.241 -0.013 0.044 0.103 0.932

BOARDIND 5.423 1.970 1.000 4.000 5.000 7.000 10.000

CEO 0.145 0.352 0.000 0.000 0.000 0.000 1.000

AUCOMSIZE 2.087 1.559 0.000 0.000 3.000 3.000 7.000

MGRSHHLD 0.483 0.278 0.000 0.260 0.470 0.673 0.998

N 310
Note: This table presents the descriptive statistics for all sample firms. Definitions of all variables are presented 
in Table 1.
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Table 5
Comparison of main variables based on firms’ types: political and governmental connections
Panel A: Comparison of variables’ means between politically-connected and non-politically-

connected groups.
Mean

Variable connected Non-connected t-statistics
ABSDA 0.053 0.077 2.790***
ABSREM1 0.047 0.038 -1.779**
ABSREM2 0.055 0.046 -1.752**
BIG4 0.362 0.343 -0.284
LEV 36.279 38.113   0.560
SIZE 16.608 16.349 -1.256
ROA 0.010 .0163 0.396

Panel B: Comparison of variables’ means between government-connected and  non-

government-connected groups.
Mean

Variable connected Non-connected t-statistics
ABSDA .049874 .061259 1.3601
ABSREM1 0.042 0.046 0.805
ABSREM2 0.047 0.055 1.405
BIG4 0.608 .279661 -5.359***
LEV 39.488 35.79377 -1.1716
SIZE 17.296 16.3184 -5.107***
ROA 0.004  0.014 0.682

Note:  This  table  presents  comparison  of  main  variables’  means  between  politically-connected  and  non-
politically-connected  groups,  and  between  government-connected  and  non-government-connected  groups.
Definitions of all variables are presented in Table 1 ***, ** and *, indicate that estimates are significant at the
1%, 5%, and 10% levels, respectively.
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    Table 6

ABSDA ABSREM1
BSREM
2

POLCONN
CT

GOVCONN
CT BIG4 LEV SIZE ROA LOSS CFO

BOARDIN
D CEO

AUCOMSIZ
E

MGRSHHL
D

ABSDA 1

ABSREM1 -0.109 1

ABSREM2 0.042 0.375*** 1

POLCONNCT

-
0.153*

*

0.112 0.106 1

GOVCONNCT -0.086 -0.051 -0.089 0.280*** 1

BIG4 0.001 -0.007 0.044 0.028 0.295*** 1

LEV 0.030 -0.010 -0.031 -0.038 0.064 0.069 1

SIZE
-0.064 0.088 0.142* 0.084 0.275*** 0.198*

**
0.114* 1

ROA
-0.013 0.199*** 0.081 -0.019 -0.040 0.039 -

0.323***
0.243*** 1

LOSS 0.022 -0.179** -0.021 -0.039 0.052 -0.018 0.314*** -0.187** -0.671*** 1

CFO 0.049 0.014 0.005 -0.022 -0.043 0.053 -0.145* 0.086 0.300*** -0.201*** 1

BOARDIND
-0.001 -0.143* -0.131* 0.260*** 0.391*** 0.108 -

0.282***
0.229*** 0.050 -0.017 0.090 1

CEO -0.011 0.180** 0.123* 0.035 -0.190*** -0.054 0.134* -0.016 0.091 0.037 0.089 -0.106 1

AUCOMSIZE
-0.108 -0.102 -0.025 0.117* 0.140* 0.045 -0.102 0.181** 0.008 0.036 0.027 0.145* -

0.119*
1

MGRSHHLD 0.111 0.023 -0.003 -0.194*** -0.028 -0.024 -0.094 0.001 0.137* -0.098 0.066 -0.212*** -0.084 -0.038 1

    Correlations matrix
Note: This table presents Pearson correlation matrix for main variables. Definitions of all variables are presented in Table 1. ***, ** and *, indicate that estimates are significant at the 
1%, 5%, and 10% levels, respectively.
.
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Table 7
The association between political connection sand accrual and real earnings management

VARIABLES ABSDA ABSREM1 ABSREM2
Constant 0.095* 0.035 0.028

(1.831) (1.468) (1.040)
POLCONNCT -0.015 0.011** 0.013**

(-1.443) (2.174) (2.127)
BIG4 -0.001 -0.002 0.001

(-0.158) (-0.420) (0.279)
LEV 0.000 -0.000 -0.000*

(1.279) (-0.402) (-1.742)
SIZE -0.002 0.000 0.003*

(-0.657) (0.192) (1.818)
ROA 0.011 0.042* 0.019

(0.169) (1.878) (0.757)
LOSS -0.001 -0.001 0.006

(-0.063) (-0.182) (0.969)
CFO 0.021 -0.010 0.003

(0.600) (-1.014) (0.242)
BOARDIND 0.001 -0.000 -0.003**

(0.574) (-0.373) (-2.200)
CEO 0.003 0.015** 0.009

(0.291) (2.223) (1.341)
AUCOMSIZE -0.004 -0.001 -0.000

(-1.543) (-0.407) (-0.130)
MGRSHHLD 0.022 0.012 -0.002

(1.323) (1.431) (-0.219)
Industry dummies Yes Yes Yes
Year dummies Yes Yes Yes
N 304 304 304
R-squared 0.121 0.240 0.188
Adj. R-squared 0.052 0.180 0.124

Notes: This table reports the results of regressions of the political connections proxy on accrual and real 
earnings management. All models are controlled for industry and year effects. Robust t-statistics are in 
parentheses.  ***, ** and *, indicate that estimates are significant at the 1%, 5%, and 10% levels, 
respectively.
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Table 8
The association between government connections and accrual and real earnings 
management

VARIABLES ABSDA ABSREM1 ABSREM2
Constant 0.055 0.042* 0.018

(1.012) (1.678) (0.642)
GOVCONNCT -0.033*** 0.003 -0.013*

(-2.810) (0.524) (-1.865)
BIG4 0.003 -0.002 0.003

(0.411) (-0.569) (0.573)
LEV 0.000* -0.000 -0.000

(1.667) (-0.355) (-1.202)
SIZE -0.001 0.000 0.003*

(-0.269) (0.057) (1.936)
ROA 0.011 0.038* 0.012

(0.170) (1.714) (0.450)
LOSS 0.002 -0.002 0.005

(0.169) (-0.390) (0.843)
CFO 0.017 -0.011 -0.001

(0.487) (-1.067) (-0.040)
BOARDIND 0.004 -0.000 -0.001

(1.298) (-0.014) (-0.558)
CEO -0.005 0.017** 0.008

(-0.526) (2.504) (1.172)
AUCOMSIZE -0.004 -0.000 0.001

(-1.607) (-0.078) (0.480)
MGRSHHLD 0.026 0.010 -0.004

(1.570) (1.166) (-0.399)
Industry dummies Yes Yes Yes
Year dummies Yes Yes Yes
N 304 304 304
R-squared 0.138 0.227 0.184
Adj. R-squared 0.071 0.167 0.120

Notes: This table reports the results of regressions of government connections proxy on accrual and real 
earnings management. All models are controlled for industry and year effects. Definitions of all variables 
are presented in Table 1. Robust t-statistics are in parentheses.  ***, ** and *, indicate that estimates are 
significant at the 1%, 5%, and 10% levels, respectively.
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Table 9
The association between political connections, government control and accrual and real 
earnings management

VARIABLES ABSDA ABSREM1 ABSREM2
Constant 0.060 0.035 0.007

(1.079) (1.363) (0.235)
POLCONNCT -0.008 0.011** 0.017***

(-0.772) (2.130) (2.823)
GOVCONNCT -0.030** -0.001 -0.018**

(-2.536) (-0.095) (-2.592)
BIG4 0.003 -0.002 0.004

(0.339) (-0.401) (0.801)
LEV 0.000* -0.000 -0.000

(1.674) (-0.367) (-1.192)
SIZE -0.001 0.000 0.004**

(-0.324) (0.203) (2.167)
ROA 0.009 0.042* 0.017

(0.132) (1.871) (0.686)
LOSS 0.001 -0.001 0.007

(0.085) (-0.176) (1.125)
CFO 0.016 -0.010 0.000

(0.477) (-1.012) (0.029)
BOARDIND 0.004 -0.000 -0.001

(1.385) (-0.298) (-0.978)
CEO -0.003 0.015** 0.005

(-0.361) (2.156) (0.725)
AUCOMSIZE -0.004 -0.001 0.000

(-1.412) (-0.397) (0.040)
MGRSHHLD 0.024 0.012 -0.001

(1.461) (1.431) (-0.056)
Industry dummies Yes Yes Yes
Year dummies Yes Yes Yes
N 304 304 304
R-squared 0.141 0.240 0.208
Adj. R-squared 0.070 0.177 0.143

Notes: This table reports the results of regressions of political and government control proxies on accrual 
and real earnings management. All models are controlled for industry and year effects. Definitions of all 
variables are presented in Table 1. Robust t-statistics are in parentheses.  ***, ** and *, indicate that 
estimates are significant at the 1%, 5%, and 10% levels, respectively.
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Appendix

 1.Measurement of accrual and real earnings management 

This study uses a cross-sectional regression for each industry-year group to measure proxies of

accrual and real earnings management. Following prior research (e.g., Rosner, 2003; Iqbal et al.,

2009;  Alhadab  et  al.,  2015),  each  industry-year  group  should  have  a  minimum  of  six

observations in order to be included to the estimation process. 

1.1 Measurement of accrual earnings management 

To estimate discretionary accruals, this study applied a corrected version of the Jones (1991)

model as suggested by Dechow et al. (1995). Thus, in the first stage the normal accruals are

estimated using the following cross-sectional regression for each industry-year group that have a

minimum of six observations. 

TA i , t

ASSETS i , t-1
=α 0+β 1 1

ASSETS i , t-1
+β 2

ΔSALES i , t

ASSETS i , t-1
+β 3 PPEi ,t

ASSETSi , t-1
+ε (1 )

Where:

 TA i,t   is total accruals calculated as earnings minus cash flows from operations, 

ASSETSt-1 is total assets at the beginning of the year, 

∆SALES i,t  is the change in sales, and 

PPE i,t is the gross value of property, plant and equipment.

In the second stage, the estimated coefficients α0, β1, β2, β3 and β4 from equation (1) are used to

estimate normal accruals (NAi,t) for all firms in each year and industry as follows,

NA i , t=α̂ 0+ β̂ 1 1
ASSETS i , t

+ β̂ 2
ΔSALES i , t  - ΔREC i , t

A SSETS i ,t
+ β̂3

PPE i , t
A SSETS i ,t

(2)

Where:

∆ RECi,t  is the change in receivables during the year. 

Discretionary accruals (DAi,t) are measured as the difference between total accruals and fitted

normal accruals as follows.

47



DA i , t=( TA i , t

Assets i , t )−NA i , t (3 )

For  the  purpose  of  the  analysis  this  study uses  the  absolute  value  of  discretionary  accruals

(ABSDA).

1.2 Measurement of real earnings management 

This  study  follows  Roychowdhury  (2006)  and  measures  three  proxies  of  real  earnings

management  that  are  abnormal  operating  cash  flows,  abnormal  discretionary  expenses,  and

abnormal production costs. These proxies are widely used in accounting research to measure the

effect of real activities manipulation (Cohen and Zarowin 2010; Braam et al., 2015; Chi et al.,

2016; Alhadab and Clacher, 2018).

To estimate proxies of real earnings management, a cross-sectional regression is used for

each industry-year group with a minimum of six observations. The following models developed

by Roychowdhury (2006) are used to estimate the three proxies of real activities. 

OCF i , t
ASSETS i , t-1

=α 0+β 1 1
ASSETS i , t-1

+β 2
SALES i , t

ASSETS i , t-1
+β 3 ΔSALES i , t

ASSETSi , t-1
+ε ( 4 )

DISX i ,t

ASSETS i , t-1
=α 0+β 1 1

ASSETS i , t-1
+β 2

SALES i , t-1
ASSETS i , t-1

+ε (5)

PRODCST i ,t

ASSETS i , t-1
=α 0+β 1 1

ASSETS i , t-1
+β 2

SALES i , t

ASSETS i , t-1
+β 3 ΔSALES i , t

ASSETS i , t-1
+ β 3 Δ SALES i , t-1

ASSETS i , t-1
+ε (6 )

Where:

OCF i,t  is cash flows from operations, 

SALES i,t  is sales in the current year, 

SALES i,t-1 is sales in the previous year,  

DISXit is  the  sum  of  research  and  development  expense,  selling,  general  and

administrative expense, and advertising expense for firm i in period t , 

PRODCST i,t  is the sum of cost of goods sold and the change in inventories for firm i in year t.
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Following Cohen and Zarowin (2010), Farooqi et al. (2014), and Alhadab and Clacher, (2018),

abnormal  operating  cash  flows  represent  the  residual  from model  2,  abnormal  discretionary

expenses  represent  the  residual  from model  3,  and  abnormal  production  costs  represent  the

residual from model 4. To have consistent interpretation both abnormal operating cash flows and

abnormal discretionary expenses are multiplied by -1. 

To examine the total effect of real activities manipulation, this study uses the absolute

value of the aggregated measures of real earnings management (ABSREM1 and ABSREM2). As

consistent with prior research (Cohen and Zarowin, 2010; Farooqi et al., 2014; and Alhadab and

Clacher,  2018),  ABSREM1  is  calculated  as  the  sum of  abnormal  discretionary  expenses  and

abnormal production costs, while ABSREM2 is calculated as the sum of abnormal discretionary

expenses and abnormal operating cash flows. 

2. Additional models to estimate discretionary accruals. 

2.1 Kothari et al. (2005)’s model 

Following  Kothari  et  al.  (2005), normal  accruals  are  estimated  using  the  following  cross-

sectional regression for each industry-year group that have a minimum of six observations. 

TA i , t

ASSETS i , t-1
=α 0+β 1 1

ASSETS i , t-1
+β 2

ΔSALES i , t
ASSETS i , t-1

+β 3 PPEi ,t
ASSETSi , t-1

+β 5  ROA i , t +ε (7)

Where:

ROAi,t represents return .

The estimated coefficients  α0,  β1,  β2,  β3, β4 and  β5 from equation (7) are used to estimate

normal accruals (NAi,t) for all firms in each year. Discretionary accruals (DAi,t) are measured as

the difference between total accruals and fitted normal accruals as follows (as explained above in

section 1.1 Measurement of accrual earnings management). For the purpose of the analysis this

study uses the absolute value of discretionary accruals (ABSDA-KOTH).
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2.2 Ball and Shivakumar (2008)’s model

 Following Ball and Shivakumar (2008), normal accruals are estimated using a cross-sectional

regression of the piecewise linear variant of the Jones (1991) model for each industry-year group

that has a minimum of six observations, and as follows. 

TA i , t=α0+ β 1ΔSALES i , t + β 2PPE i , t+ β3CFO i , t + β 4DCFO i ,t +β 5DCFO i , t ¿CFO i , t + εi , t (8 )

Where:

CFO i,t represents cash flows from operations.

DCFO i,t represents a dummy variable equals to one if the firm reports negative operating cash

flows, and zero otherwise. 

The coefficient estimates from equation (8) are used to estimate normal total accruals for all

firms in each year and industry as follows,

NTA i ,t=^ α 0+^ β 1ΔSALESi , t +^β 2 PPE i , t+^ β 3 CFOi ,t +^ β 4 DCFO i , t +^ β 5 DCFO i , t ¿CFO i ,t ( 9)

Discretionary accruals (DA) are measured as the difference between total accruals and

fitted  normal  accruals.  For  the  purpose  of  analysis  this  study  uses  the  absolute  value  of

discretionary accruals (ABSDA-BALL).
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Table I
The association between political connections, government control and accrual and real earnings 
management after controlling for self-selection bias 

VARIABLES ABSDA ABSREM1 ABSREM2
Constant -0.068 -0.011 -0.011

(-0.733) (-0.269) (-0.248)
POLCONNCT 0.005 0.005 0.020**

(0.301) (0.849) (2.369)
GOVCONNCT -0.046** 0.001 -0.039***

(-2.212) (0.120) (-3.322)
BIG4 -0.008 0.011* -0.000

(-0.578) (1.837) (-0.028)
LEV 0.000 0.000 0.000

(0.800) (1.161) (1.539)
SIZE 0.008 0.001 0.003

(1.525) (0.312) (1.174)
ROA 0.063 0.040 -0.016

(0.706) (1.283) (-0.450)
LOSS 0.005 -0.005 -0.001

(0.330) (-0.625) (-0.091)
CFO 0.021 -0.026** -0.011

(0.441) (-2.357) (-0.501)
BOARDIND 0.003 0.002 0.001

(0.506) (0.682) (0.217)
CEO -0.001 0.037*** -0.005

(-0.072) (3.122) (-0.384)
AUCOMSIZE -0.004 0.001 -0.001

(-0.766) (0.270) (-0.495)
MGRSHHLD 0.023 0.010 0.000

(1.039) (0.905) (0.011)
Industry dummies Yes Yes Yes
Year dummies Yes Yes Yes
N 125 125 125
R-squared 0.163 0.385 0.253
Adj. R-squared -0.017 0.252 0.091

Notes: This table reports the results of regressions of the political and government control proxies on accrual and 
real earnings management after controlling for the self-selection bias. All models are controlled for industry and 
year effects. Robust t-statistics are in parentheses.  ***, ** and *, indicate that estimates are significant at the 1%, 
5%, and 10% levels, respectively.
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Table II
Political connections, government control and the trade-off between accrual and real earnings 
management

VARIABLES REMHigh&DACCLow REMHigh&DACCLow

Constant 2.209 4.563*
(0.978) (1.689)

POLCONNCT 0.595 -0.604
(1.347) (-1.085)

GOVCONNCT -0.614 0.580
(-0.981) (1.047)

BIG4 0.478 -0.789**
(1.226) (-2.058)

LEV 0.031*** -0.003
(2.943) (-0.440)

SIZE -0.243* -0.039
(-1.905) (-0.250)

ROA -0.621 4.924*
(-0.309) (1.756)

LOSS 0.417 -1.190***
(0.942) (-2.611)

CFO -1.240 0.513
(-1.367) (0.381)

BOARDIND 0.183 0.045
(1.524) (0.287)

CEO -0.147 -0.264
(-0.307) (-0.517)

AUCOMSIZE -0.097 0.007
(-0.820) (0.048)

MGRSHHLD 1.238* -2.612***
(1.745) (-2.982)

Industry dummies Yes Yes
Year dummies Yes Yes
N 304 304
Wald-χ2 29.76   51.96
Pseudo R2 0.1085 0.2026

Notes: This table reports the results of regressions of the political and government control proxies on accrual and
real earnings management. All models are controlled for industry and year effects.  Where  REMhigh&DACClow is a
dummy variable that equals 1 if  REMhigh =1 & DACClow =1 and zero otherwise;  REMhigh is a dummy variable that
equals 1 if the aggregated measure of real earnings management (REM) is greater than the industry-year median and
zero otherwise; REM is the sum of abnormal discretionary expenses, abnormal production costs and abnormal cash
flows from operations;  DACClow  is a dummy variable that equals one if discretionary accruals are less than the
industry-year  median  and  zero  otherwise.  REMlow&DACChigh  is  a  dummy  variable  that  represents  an  opposite
combination of accrual and real earnings management as explained above.  Robust t-statistics are in parentheses.
***, ** and *, indicate that estimates are significant at the 1%, 5%, and 10% levels, respectively.
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	Panel A: Comparison of variables’ means between politically-connected and non-politically-connected groups.
	Mean
	Variable
	connected
	Non-connected
	t-statistics
	ABSDA
	0.053
	0.077
	2.790***
	ABSREM1
	0.047
	0.038
	-1.779**
	ABSREM2
	0.055
	0.046
	-1.752**
	BIG4
	0.362
	0.343
	-0.284
	LEV
	36.279
	38.113
	0.560
	SIZE
	16.608
	16.349
	-1.256
	ROA
	0.010
	.0163
	0.396
	Panel B: Comparison of variables’ means between government-connected and non-government-connected groups.
	Mean
	Variable
	connected
	Non-connected
	t-statistics
	ABSDA
	.049874
	.061259
	1.3601
	ABSREM1
	0.042
	0.046
	0.805
	ABSREM2
	0.047
	0.055
	1.405
	BIG4
	0.608
	.279661
	-5.359***
	LEV
	39.488
	35.79377
	-1.1716
	SIZE
	17.296
	16.3184
	-5.107***
	ROA
	0.004
	0.014
	0.682



