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The purpose of this study is to examine the effect of financial factors on earnings management 

and earnings quality. Moreover, the study examines the role of earnings management as a 

mediator in the effect of the financial factors on earnings quality. It provides some empirical 

evidences from an emerging market, especially from the Jordanian market. The study uses a 

panel data analysis method over a ten-year period (2009-2018). The study population includes 

all Jordanian insurance companies listed in Jordanian market at the end of the year 2019, and 

the study sample consists of 20 Jordanian insurance companies (a complete population), giving 

a total of 200 observations for each variable. The results indicate that all financial factors in 

the model combined affect the earnings management and earnings quality. In addition, 

earnings management negatively affects earnings quality, and earnings management fully 

mediates the effect of financial factors on earnings quality. The study advises that policy 

makers ought to follow good legislation to curb the company's earnings management activities. 

Hence, the policy makers need to apply regulations which enrich the company’s effectiveness 

and efficiency whilst protecting the investors and other interested parties from risk. 
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Introduction 

Both theoretical and empirical researches in accounting have core topics within which are earnings management and 

earnings quality. The idea of earnings management is to show progressive earnings quality that could live up to either 

the requirement of obtaining relevant authorisation from regulators, or the shareholders’ expectation (Ahmadpour & 

Shahsavari, 2016). Chang et al. (2016) mentioned that, in order to provide a channel for the managers of corporations, 

they would need a flexibility in reporting, which could negatively impact earnings quality and its utility in the 

decision-making process. 

After several scandals in financial accounting, a dominant role is played by financial statements and accounting 

information in the decision-making process and in the evaluation of the performance, in addition to the financial 

positioning of corporations by conveying this data and information to potential and current investors and creditors to 

help them in making decisions. For example, Banco Epirito Santo in 2014, British Telecom in 2017 and Dick Smith 

in 2016. The rules in accounting, in addition to the policies and regulations, allow the managers and accountants to 

utilise their judgements and choose certain choices in their financial reports (Du & Shen, 2018; Huynh, 2018). Hence, 

imposing an accrual system is important to show the pertinent and continuous information revolving around the 

financial operation because managers always have the chance to manipulate profits by altering the timing expense 

and revenue recognition (Almasarwah, 2019; Saleh & Al-Sraheen, 2017). Then, accruals occur due to the aggressive 

actions of management against recognition, recording and reporting the financial events, which is an important tool 

for manipulating financial statements.  

https://doi.org/10.35944/jofrp.2020.9.1.014
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Based on Leggett et al. (2016), Warrad (2017) and Huynh (2018), past research has tried to uncover the links 

between earnings quality. Because the accounting information manipulation inversely relates to the quality of 

earnings, it is suggested that it is reason of a company to have its reputation tarnished, which, in turn, would cause 

stagnant and exponential decrease in the future financial performance.  

Hence, empirical studies have endorsed the earnings quality as one of the most authoritative factors in affecting 

the company’s finances (Du & Shen, 2018; Latif et al., 2017; Tabassum et al., 2014). It is argued that the higher the 

quality of earnings reported, the more public confidence and goodwill are gained, in order to gain competitive 

advantage and superior subsequent performance. On the other hand, a second line of research recommended that 

businesses and companies with weak financial results may have more pressure to distort their financial accounting to 

handle their earnings, leading to lower reported earnings quality (Warrad, 2017; Dechow et al., 2010). 

Concerning earnings management and quality, all past studies showed that the aforementioned could face two 

associated difficult challenges in financial reporting, where earnings management is a trait affecting earnings quality 

(Mostafa, 2020; Mostafa & Ibrahim, 2019). Managers make optional accounting choices that are deemed as either 

distorting disclosure or efficient communication of private information. However, manipulation of earnings purposely 

done by managers, within limits, is premised by the Accounting Standards. This may misrepresent the practicality of 

financial reporting to users. In this case, earnings management is portrayed as a practice that can lead to poorer quality 

of earnings if it pinpoints the results of management’s opportunistic use of accruals with the justification of 

misleading users (Alsufy et al., 2020). 

Jordanian market as an emerging market is characterized by a small proportion of quoted companies, weak 

investor protection, as well as a code law tradition (Abdullatif, 2016; Abdullatif & Al-Khadash, 2010; Francis & 

Wang, 2008). The ownership structure in Jordanian companies is concentrated, and the traditional family character 

prevails in members (Almarayeh et al., 2020). In the term of earnings management and earnings quality, financial 

bonding and personal relations in Jordanian business environment are widespread and affect the decisions selection 

(World Bank, 2004). For example, financial bonding and personal relations affect the auditor selection, and this is 

may reduce the transparency in doing audit tasks, hence the real earnings management practices will be higher 

(Shbeilat & Abdel-Qader, 2018; Abdullatif & Al-Khadash, 2010).  

In addition, the concentrated ownership structure of Jordanian companies causes a low demand for high-quality 

external audits compared to contexts characterized by dispersed ownership (Almarayeh et al., 2020; Abdullatif & Al-

Khadash, 2010), and thus the real earnings management practices in these companies will increase (Niskanen et al., 

2011). Besides, the higher earnings management practices and lower earnings quality in Jordanian companies refer 

to the fact, the governance and controlling level in these companies under the low level, where prior studies (e.g. 

Chang & Sun, 2009) argued that there are negative and positive relationships between governance practices with 

earnings management practices and earnings quality, respectively. 

From the context, this study assists the global literature in several ways. To begin with, this study is the first of its 

kind to explore earnings management as the role of mediator in affecting financial factors on the quality of earnings. 

Particularly, empirical literature (e.g. Al-Mousawi & Al-Thuneibat, 2011; Al-khabash & Al-Thuneibat, 2008) 

conducted that Jordanian companies have indicated that most Jordanian companies have practiced their earnings 

management in their statements. As a consequence of such a practice this would decreasing the value of a company, 

its transactions and its reputation (Sraheen & Saleh, 2017; Abbadi et al., 2016). The second way this paper helps the 

literature is by showing the explanatory power of earnings quality and management in developing markets. Finally, 

this paper may possibly be beneficial as a supporting major factor for regulatory action, specifically the actions that 

impact the decision-making of the managers. Hence, the outcomes contain significant inferences for supervisors and 

regulators. Comprehending how financial factors impact earnings management and increase the quality of financial 

reporting, will be very beneficial to them. 

The rest of this study follows a certain structure, which goes as such. The next section is the literature review and 

hypotheses development. Section 3 shows the measurements of this study, which are the research model and selecting 

the samples. After that Section 4 debates the analysis of the regression and finally, the findings are summarised in 

Section 5.  
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Literature Review and Hypotheses Development 

Underlying Theories  

The conceptual framework of the current study is based on two underlying theories, namely agency theory and 

signalling theory. The next two sections provide some explanations about these theories that link with this study. 

Agency Theory 

The theory of the agency is defined as an arrangement between one or more of the parties, identified as a principal, 

which binds the other party, identified as an agent, with a view to transferring control of the interests of the company, 

which also involves the distribution of authority in the decision-making process to the agents (Jensen & Meckling, 

1976; Davidson et al., 2004). The main problem of agency theory is agency conflict. Agency conflict comes from the 

conflicting interests between the principals (the owners) and the agents (management). The principals are interested 

in maximising their profit, which is also the interest of the management (Okolie, 2014; Okolie et al., 2013). When it 

comes to information of earnings, the conflict of agency could lead to dysfunctional behaviour by management, such 

as earnings management. The separate interests of the principals (owners) and the agents (management) may become 

a source of dispute, as certain agents may not behave perfectly in the best interests of the principal. Incompatible 

desires can lead to inefficiencies and financial losses on the part of each stakeholder. This leads to the principal-agent 

problem. 

In the field of earnings management under agency theory, empirical research (e.g., Jiraporn et al., 2008) have 

established agency theory as a method for discriminating among the opportunistic and advantageous uses of earnings 

management. They indicated that companies where earnings management is handled to a greater (less) degree would 

incur less (more) agency costs. Based on the agency theory, management gives rise to an opportunity for managers 

to pick and apply accounting figures and strategies that will maximize their own wealth. This topic has become more 

relevant in recent years as more companies are listed on the stock market as public companies (Kazemian & Sanusi, 

2015). 

Earnings management often concerns the efforts of business executives or the misuse of earnings by executives 

in financial statements (Tangjitprom, 2012), where agency conflict occurs when executives opportunistically exploit 

earnings management in their own favor (Sun et al., 2010). Information asymmetry could lead to earnings 

management growing. Management gain more information and are better versed with the condition of the company 

compared to owners (Davidson et al., 2004). This opinion results in opportunist acts taken by earnings management 

based on their information asymmetry, in order to self-benefit. This study will inspect earnings management as 

information signalling to portray the business model of the company, and financial health.  

Signalling Theory 

The development of signalling theory was originally to explain the asymmetrical information in the labour market 

(Spence, 1973). In addition to that, it is also used to examine voluntary discovery in the reporting of corporations 

(Ross, 1977). This theory debates the fact that the presence of asymmetric information could also be a reason that 

moral corporations use financial information to send market signals (Ross, 1977). Any information disclosed to the 

market by the managers reduces asymmetrical information, which is deemed as a positive market signal. Market 

efficiency means, to some degree, that investors are rational at any given time and that values, based on a single stock 

or market, essentially integrate all the available information (Fama, 1970). However, as a result of the information 

asymmetry between management and owners, managers are working on their own behalf to select accounting 

strategies and calculations and, in exchange, can mask the true economic worth of the company. Prior et al. ( 2007) 

suggest that managers can take discretionary action to manipulate earnings in an effort to transmit favorable or 

unfavorable information on the future prospects of the company to capital markets. The chance to manage reported 

earnings captures the financial reserves of the company and shifts in business stock valuation, which are discretionary 

from actual cash flows (Sun et al., 2010). Earnings management may signal to investors the possibility of improve 

earnings and cash flow in the future. 

The management of a company engage in earnings management with the intention of signalling their performance 

(Sun & Rath, 2008). Furthermore, signalling theory shows that managers edit and change earnings to show the 

companies’ inside information and their prospect (Connelly et al., 2011). Thus, aiding as a signalling mechanism, 



I. Saleh, M. A.  Afifa, F. Haniah / ACRN Journal of Finance and Risk Perspectives 9 (2020) 198-216 

201 

which is why managers partake in earnings management, in order to create a growing and smooth string of earnings 

over a period, which enables them to alter the price of the stock.  

Financial Factors Affecting Earnings Management and Earnings Quality 

The policy selection of accounting by managers from current accounting standards is known as earnings management, 

where they naturally are able to attain maximum utility and corporate value. Based on a few international comparative 

studies, earnings management has shown to be significant and productive (Almarayeh et al., 2020; Habib et al., 2013; 

Wysocki, 2011). Companies are able to utilise multiple strategies of earnings management that is accruals-based in 

order to manage their earnings (Braam et al., 2015). The discretion of management betters the ability of earnings, in 

term of accrual earnings management; allow it to portray economic value. Evidence of pervasive smoothing of income 

is present, allowing room for improvement of the perseverance and expectedness of reported earnings.  

According to Subrmanyham (1996), the reflection of earnings in economic value and assistance in predicting 

future cash flows, earning and dividends is due to managerial accrual discretion. Subramanyam (1996) found 

evidence that is dependable on this hypothesis, suggesting that discretionary accruals enhance informational content 

to earnings. Lipe (1990) proposed that a technique to reduce earnings variability is earnings management, giving the 

stockholder an advantage to reduce their uncertainty allowing room to improve the predictability of future earnings. 

In addition, earnings quality is a marker of financial reporting quality. The earnings quality consists of a 

discretionary and a nondiscretionary portion (Francis et al., 2004). The discretionary component is based on the 

process of financial reporting, while, in contrast, the nondiscretionary component is determined by the environment 

and business model. In terms of long-term future operating performance, as well as the company’s valuation, earnings 

quality is a good measure and indicator. High quality earnings in a company can precisely indicate the current 

operating performance or its value. Therefore, high-quality earnings are often referred to as sustainable earnings. On 

the other hand, low quality earnings occur when they are managed. Managed earnings are the result of management's 

deliberate interference in the financial reporting process in order to achieve any private benefits (Schipper, 1989). 

Empirical literature (such as: Cheng et al., 2019; Chan et al., 2015; Ecker et al., 2006; Francis et al., 2005; Easley 

& O’Hara, 2004; Dechow & Dichev, 2002) discussed the role of earnings quality in the business environmental. 

Cheng et al. (2019) and Chan et al. (2015) documented that there is positively link between earnings quality and 

investors' confidence about earnings information, where the earnings quality provides true information about financial 

misstatements, and this is will increase investors' confidence about earnings information. They also confirmed that 

the investors can use earnings quality as an indicator to predict future companies’ returns. Francis et al. (2005) 

mentioned that there is negative relationship between earnings quality and cost of capital. The higher the earnings 

quality is, the lower the cost of capital is; because the costs of equity and costs of debt will be lower with the discounts 

that provided to the companies as a result of higher earnings quality in their information (Beyer et al., 2019; Perotti 

& Wagenhofer, 2014). 

Moreover, Mitra (2016) documented that company-specific return volatility is negatively affected by earnings 

quality, where the earnings quality uses to predict future dividend-paying ability, thus the investors can use it in 

preparing financial forecasts about the returns (Dempster & Oliver, 2019). Healy and Whalen (1999) discussed that 

there is positive relationship between earnings quality affected by managerial behavior and the companies’ 

performance, where the higher earnings quality refers to the sound managerial behaviour, and this is will improve the 

companies’ performance (Machdar et al., 2017). Machdar et al. (2017) added that the operational performance in the 

companies positively and negatively affected by earnings quality and real earnings management, respectively. 

With regard to prior literature, a variety of financial variables were included in the model, which indicate the 

characteristics of a company and their incentives of earnings management, and that may affect the quality of earnings. 

Company size: Company size was regularly used in past research of earnings management. Although Jeong and 

Rho (2004) and Nuryaman (2009) suggest that larger companies tend to alter earnings to report more predictable 

earnings, some other studies (Krishnan, 2003; Park & Shin, 2004; Piot & Janin, 2007; Sánchez-Ballesta & García-

Meca, 2007) indicate that large companies participate in earnings management to a much lower extent. Such mixed 

researches imply that there is no a direct correlation between the relationship of the company’s size and their earnings 

management.  

Working capital: The difference between a company’s current assets and its current liabilities is referred to as 

working capital. Its function is primarily to support the company’s daily financial operations, such as the payment of 

salaries, wages and other business expenses, the purchase of stock, as well as the financing of credit sales. Working 

capital may be described as the available capital for a company's day-to-day activities represented by its net current 

assets (Adeniji, 2008).  

https://scialert.net/fulltextmobile/?doi=rjbm.2012.61.69#83324_b
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The working capital is the central nervous system of a company and can directly address a companies’ investment 

in short-term assets. Assets that can be transformed in an accounting year are known as current assets. Akinsulire 

(2008) refers to working capital as the items needed for the day-to-day production of products to be sold by a company 

whereby it is described as total surplus current assets over current liabilities. According to Kothari et al. (2004), 

managers are usually expected to reserve accruals for use in prospective earnings management, instead of 

substantially achieving incentive earnings expectations. 

Leverage: Leverage is used to calculate the amount necessary to fund a company. Many studies determined that 

companies suffering financially often manage earnings downwards to exploit restructuring debt (Bassiouny et al., 

2016; Gombola et al., 2016; Iman & Nejad, 2015). Thus, leverage has a positive relationship with earnings 

management. In addition, Alzoubi (2017) examined the impact of debt financing on earnings management and found 

that high debt would increase earnings management risk. However, another perspective considers highly leveraged 

companies are under close examination from their lenders, which, therefore, decreases earnings management (Park 

& Shin, 2004). 

Cash: Companies avoid external capital due to information asymmetry and managers accumulate excess cash to 

pursue their own interest, according to pecking order theory. Managers are carrying less cash due to their desire for 

investment spending. Earnings management through discretionary accruals reduces cash valuations (Alhadab et al., 

2015; Sun et al., 2012). Managers of struggling companies attempt to meet their objectives without considering the 

negative impact on the value of the company, by engaging in income increasing activities. From a shareholders’ 

perspective, high resource allocation control by managers results in concerns regarding whether the excess cash 

invested in a project will increase the company value. Managers are using earnings management for signalling 

purpose and excess cash enables the managers to manipulate the earnings and, thereby, earn more profits (Kolb, 

2006).  

Growth: It is the valuation that demonstrates how much the company has grown from the time the company was 

founded to the current point in time. Zouari et al. (2012) stated that, with high growth, managers tend to lower 

companies’ profits, which will then be allocated at a time when the company is experiencing a decrease in growth. 

Therefore, based on this backdrop, empirical studies found a positive relation between the company’s growth rate 

and earnings management (Albersmann & Hohenfels, 2017; Gul et al., 2009; Menon & Williams, 2004; Sáenz-

González & García-Meca, 2014). 

Company performance: Profitability ratios are used to measure the company's ability to obtain profit during a 

certain period. According to Gunawan et al. (2014), the manager would accept earnings management to increase 

company’s performance. Besides, Abdul Rahman and Ali (2006) indicated that companies with poorer performance 

are more motivated to manipulate earnings. However, other studies (e.g. DeGeorge et al., 1999) documented that 

highly successful businesses tend to manipulate their earnings figures. Furthermore, Sucuahi and Cambarihan (2016) 

examined the impact of company performance on earnings quality and found that company performance has a positive 

impact on earnings quality. On the other hand, Ali (2015) and Debnath (2017) found that company performance 

affects earnings management negatively. Therefore, the current study anticipates a relationship between company 

performance and earnings management.  

Earnings per share: Almaryani et al. (2016) found that the financial reports were affected by earnings management 

practices, as well as the earnings management practices will affect the share prices and the shares return for those 

companies. Beneish and Vargus (2002) mentioned that, in the short term, the shares return was not disclosed by 

investors due to their perception that increasing the income leads to positive reactions in the market regarding earnings 

management. Baber et al. (2006) also mentioned that accrual components tend to deceive investors in the short term. 

In addition, Cruz and Luiz (2015) argued no significant impact for earnings management on short-term shares return, 

wherein it does not respond to evidence of earnings management. This is because the incentives around earnings 

management are well-understood by market participants. Moreover, it appears that investors are able to ‘see through’ 

financial data and, therefore, are able to manage their expectations in the presence of earnings management.  

On the other hand, Sayari et al. (2013) argued that there is a negative effect for earnings management practices in 

large companies on their shares’ return. In comparison, the earnings management activities in those companies have 

been eroded, but the yield on their shares has improved, although the management activities have not appeared in 

small companies. Balsam et al. (2002) revealed that the stock price has been negatively affected by earnings 

management. This is because investors use the financial and nonfinancial information in order to take their investment 

decision. They also re-evaluate reported accounting information, and, thus, make adjustment for investment decision 

as to stock prices. On the basis of the above arguments, the current study presents the following hypotheses: 

 

https://scialert.net/fulltextmobile/?doi=rjbm.2012.61.69#83325_b
https://scialert.net/fulltextmobile/?doi=rjbm.2012.61.69#83325_b
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H1: Company’s size, working capital ratio, current liabilities to total assets ratio, cash to current assets ratio, 

company’s growth, ROA, and EPS affect earnings management. 

H2: Company’s size, working capital ratio, current liabilities to total assets ratio, cash to current assets ratio, 

company’s growth, ROA, and EPS affect earnings quality. 

Earnings Management and Earnings Quality 

Details on the results of the company, which is given to shareholders, is often difficult to grasp in terms of its 

efficiency and consistency. Based on Leland and Pyle (1977), the state of information asymmetry refers to a conflict 

of interest between management and owners of the company. Furthermore, Huang and Skantz (2008) and Li (2014) 

reported that as insiders, managers use the information advantage to the disadvantage of external owners as a group, 

since managers and principals (owners) have separate priorities. However, the information provided by managers 

does not agree with the real requirements, since managers want their own incentives to be sought. In the other hand, 

one of the major indicators for accurately assessing a company's worth is earnings quality (Li, 2014). 

Dechow et al. (2010) clarified that high earnings quality offers more knowledge on the success of a business that 

is important to a particular decision taken by a particular decision-maker. Furthermore, Demerjian et al. (2013) 

believed that the high earnings quality accurately reflects the company’s operating performance. With that, 

McNichols (2002) and Beyer et al. (2019) documented that earnings management affects the magnitude of investors' 

uncertainty. At the same time, ignoring the possibility of reporting distortions affect earnings quality, because the 

bias in the estimates plays an important role in the reporting quality that is provided to investors.  

In line with the previous studies, the purpose of this study is to investigate the influence of earnings management 

on the quality of earnings, and then the role of earnings management as a mediator in the impact of financial factors 

on the quality of earnings. It provides some empirical evidences. Some previous studies, such as McNichols (2002), 

recommended for future research providing more empirical evidence in the field of the earnings management and 

earnings quality, and more explanations about it. Thus, the study hypotheses are formulated as follows: 

 

H3: Earnings management negatively affects earnings quality. 

H4: Earnings management mediates the effect of company’s size, working capital ratio, current liabilities to total 

assets ratio, cash to current assets ratio, company’s growth, ROA, and EPS on earnings quality. 

Methodology 

This section includes an overview of the methods used in the study to analyze the effects of financial factors on the 

earnings management and earnings quality of insurance companies, using models of multivariate regression and 

econometrics. This section starts by discussing population and sample of the study, measurement of variables, and 

testing the validity of data for statistical analysis. 

Population and Sample 

Study population includes all Jordanian insurance companies listed in Jordanian market at the end of the year 2019, 

which totalled 24 companies. Four Jordanian insurance companies are omitted from the sample population because 

those companies do not have adequate data to cover the study period. The study covered the period from the year 

2009 to the year 2018, and uses a panel data basis. On the other hand, our sample consists of 20 Jordanian insurance 

companies, giving a total of 200 observations for each variable. 

Measurement of Variables 

This study aims to investigate the effect of financial factors on both the earnings management and earnings quality, 

respectively. Then, it investigates the role of earnings management as a mediator in the effect of financial factors on 

earnings quality. The model of this study presents as the following figure: 
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Figure 1. Study model 

The current study focuses on the key financial factors supported by the previous literature and that are believed to be 

of interest for interested parties, namely company’s size (Size), working capital ratio (WC), current-debt to total 

assets ratio (CDtoTS), cash to current assets ratio (CAtoCS), growth, return on assets (ROA), and earnings per 

share (EPS). These factors are measured as follows: 

Size measured by natural logarithm (ln) of total assets (Devin et al., 2019), including total current assets and total 

non-current assets in the company (Devin et al., 2019; Kieso et al., 2012), as in the following equation: 

Size i. t = ln. (Total Assets) 

where, Size is natural logarithm for the company i for the year t. 

WC is also called the current ratio. It is calculated through total current assets divided by total current-debt (Al 

Qaisi et al., 2016), as in the following equation: 

WC i. t =
Total Current Assets

Total Current Debt
 

where, WC is for the company i for the year t. 

CDtoTS ratio is determined on the basis of total current-debt divided by total assets and displays the proportion 

of assets funded by current-debt (Mboi et al., 2018), as the following equation: 

CDtoTS i. t =
Total Current Dept

Total Assets
 

where, CDtoTS is for the company i for the year t. 

CAtoCS refers to an indicator that helps the interested parties to consider the proportion of cash residing in current 

assets, as well as it is a prudent indicator of a company's ability to pay off liabilities (Shehadeh, 2011). It is calculated 

through cash to total assets (Cleary & Sonmez, 2016), as in the following equation: 

CAtoCS i. t =
Cash

Total Current Assets
 

where, CAtoCS is for the company i for the year t. 

Growth factor is calculated by the percentage change in total assets for the company during the study period 

(DeAngelo et al., 2006), as in the following equation: 

Growth i. t =
Total Assets at the Current period −  Total Assets for Previous period

Total Assets for Previous period
 

where, Growth is for the company i for the year t. 

Financial 

Factors 

Earnings Quality Earnings 

Management 
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ROA is an indicator for a profitability that provides how much earnings a company is able to generate from its 

total assets (Brigham & Besley, 2011; Devin et al., 2019; Kabajeh et al., 2012; Kathuo, 2015; Zutter & Gitman, 2012). 

ROA is measured by the following equation:  

ROAi. t =
Company′s Earnings (Net income)

Total Assets
 

where, ROA is for the company i for the year t. 

As well, EPS is a company's earnings per outstanding share of common stock for a company (Almumani, 2014; 

Geetha & Swaaminathan, 2015), as in the following equation: 

EPSi. t =
Company′s Earnings (Net income)

Number of Common Stock Shares it has Outstanding
 

where, EPS is for the company i for the year t. 

In addition, the study used modified Jones model to measure the earnings management (Dechow et al., 1995; 

Jones, 1991). The modified Jones model was used by prior researches, such as Niu (2006), Chang and Sun (2009), 

Jaggi et al. (2009), Sun et al. (2010), Sun and Liu (2011), Al Saedi (2018), and Almarayeh et al. (2020). This model 

is used to calculate non-discretionary accruals to detect earnings management, and, thereby, Alluzi (2013) has 

documented that the modified Jones model is the best in this area. According to the modified Jones model, earnings 

management (EM) is calculated through the following steps: 

 

Step 1: Measure total accruals by the difference between operating net profit and operating cash flow through the 

following equation: 

TACCi.t = ONIi.t – OCFi.t 

where, TACCi.t is total accruals for the company i for the year t, ONIi.t is operating net profit for the company i for 

the year t, as well as OCFi.t is operating cash from for the company i for the year t. 

 

Step 2: Non-discretionary accruals (NDACCi.t) are calculated by the following regression equation of the sample for 

each year. 

TACCi.t/Ai.t-1=a1(1/Ai.t-1)+a2((▲REVi.t-▲RECi.t)/Ai.t-1)+a3 (PPEi.t/Ai.t1)+ ɛ 

NDACCi.t/Ai.t-1= a1(1/Ai.t-1)+a2 ((▲REVi.t-▲RECi.t)/Ai.t-1)+a3 (PPEi.t/Ai.t-1) 

where, TACCi.t is total accruals for the company i for the year t, ▲REVi.t is the change in revenue for the company 

i for the year t, ▲RECi.t is the change in receivables for the company i for the year t, PPEi.t is the properties, plants 

and equipment for the company i for the year t, Ai.t-1 is total assets for the company i for the year t-1, ɛ is the random 

error, and NDACCi.t is non-discretionary accruals for the company i for the year t. 

 

Step 3: Discretionary accruals are measured by the following equation: 

DACCi.t = (TACCi.t/Ai.t-1) – (NDACCi.t/Ai.t-1) 

where, DACCi.t is discretionary accruals for the company i for the year t. 

Concerning the measurement of earnings quality (EQ), Abu Ali (2011), Jafari (2016), Alsufy et al. (2020) and 

Afifa et al. (2020) documented that the cash approach model is used as a measurement of earnings quality. They also 

documented that the closer the accounting profit to cash reflects a high quality, and this measurement is adopted in 

the current study. It is concerned with measuring the predictive power of earnings quality. We can present the earnings 

quality measurement by the following equation: 
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OCFtoTAi. t =
Operating Cash Flow

Total Assets
 

NItoTAi. t =
Net Income

Total Assets
 

EQi. t =
OCFtoTAi. t

NItoTAi. t
 

where, OCFtoTAi.t is the ratio of dividing the operating cash flow by total assets for the company i in the year t, 

NItoTAi.t is the ratio of dividing the net income by total assets for the company i in the year t, and then EQi.t is the 

result of dividing OCFtoTAi.t by NItoTAi.t for the company i in the year t. 

Data Validity 

Before testing the hypotheses, linear regression has a set of assumptions that must be met. For instance, it’s important 

to execute the following tests in order to judge the validity of data: 

Multicollinearity 

The validity of the regression model depends on the presumption of the independence of each of the independent 

variables. If this assumption is not achieved, the model cannot be considered appropriate. Multiple linear correlation 

problem arises when the correlation strength between the independent variables used in the regression model 

increases more than 0.8. This problem affects the process of estimating model parameters; therefore, it affects the 

efficiency of the model in general (Guajarati, 2004). Two methods are used to detect the problem of multiple linear 

correlation. The first is the Pearson correlation test between the independent variables in the regression model, 

whereby Brayman and Cramer (2001) believe that, if the correlation coefficient exceeds 0.8 between the independent 

study variables, this is an indication of the presence of multicollinearity. The second method is to find the Variance 

Inflation Factor (VIF) and tolerance, where the VIF shows how the high correlation increases the instability of the 

estimated coefficients and is a measure that is made for each variable separately. 

The results in Table 1 show no multicollinearity among independent variables, where the Pearson correlation 

coefficient appears between -0.407 to 0.475. In addition, Table 2 presents that VIF and tolerance values for all 

variables in the study model were less than 10, and more than 0.2, respectively. This means that panel data models in 

the current study do not suffer from any multicollinearity problems. 

Table 1. Person correlation matrix 

Variable Size WC CDTOTS CATOCS GROWTH ROA EPS EM 

Size 1.000 
       

WC -0.356 1.000 
      

CDtoTS 0.211 -0.407 1.000 
     

CAtoCS 0.205 -0.226 -0.119 1.000 
    

GROWTH 0.260 0.018 0.036 0.256 1.000 
   

ROA 0.247 -0.071 -0.061 0.235 0.263 1.000 
  

EPS 0.459 -0.083 -0.068 0.216 0.438 0.475 1.000 
 

EM 0.341 -0.111 -0.063 0.074 0.214 0.234 0.306 1.000 
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Table 2. Collinearity statistics 

Variable VIF Tolerance 

Size 1.592 0.628 

WC 1.469 0.681 

CDtoTS 1.371 0.729 

CAtoCS 1.258 0.795 

GROWTH 1.353 0.739 

ROA 1.339 0.747 

EPS 1.769 0.565 

EM 1.218 0.821 

Stationary Test 

Time series analysis is one of the statistical approaches that discusses the behavior and perception of phenomena over 

long periods of time. The consistency of the time series is an important problem in many applications that follow 

panel data, since the uncertainty of the data provides misleading results for the values of (R2) and (F). 

Unit root test was performed in order to test stability of time series. A Levin-Lin-Chu test was performed to test 

whether the study variables contained the unit root. When the Levin-Lin-Chu test is performed with the unit root, the 

significance level will be above 5%. Table 3 shows that p-value for all variable is less than 5%, and this ensures that 

all variables are stable over time, and, therefore, we reject the hypothesis of the existence of the unit root. 

Table 3. Levin-Lin-Chu test 

Variable P-Value Statistic 

Size 0.000 -5.614 

WC 0.000 -4.555 

CDtoTS 0.000 -3.302 

CAtoCS 0.000 -6.273 

GROWTH 0.000 -11.130 

ROA 0.000 -12.628 

EPS 0.000 -4.972 

EM 0.000 -4.972 

EQ 0.000 -8.126 

Data Analysis and Testing 

Descriptive Results 

Table 4 shows the findings of descriptive analysis tests. It shows that the mean of Size of those companies during the 

study period was 17.0864 with SD 0.6458. The mean of WC was 2.3127 with SD 1.0596, whereby it illustrates that 

those companies have ability to pay off current liabilities with current assets. Then, the mean of CDtoTS was 0.1125 

with SD 0.0612. In the other words, the percentage of those companies’ assets financed with current-debt was 11.25%. 

The mean of CAtoCS was 0.1503 with SD 0.1414. It indicates that the proportion of cash residing in current assets 

of those companies during the study period was 15.03%. Further, the mean of GROWTH was 0.0500 with SD 0.1037. 

This means that the total assets of those companies increased during the study period by 5%. The mean of ROA was 

0.0230 with SD 0.1408, at the same time the mean of EPS was 0.0464 with SD 0.1185. The last two indicators 

illustrate the financial performance for those companies during the study period. 

Additionally, the mean of EM was -0.0046 with SD 0.0027. This indicates that, as a general figure, there are 

negative earnings management practices in those companies during the study period, where those companies aimed 

to reduce their income instead of increasing it. However, these practices are relatively few because the mean value is 

closer to 0 during the study period. The mean of EQ was 0.2438 with SD 2.7223, where it also confirms that there 

are few earnings management practices because the closer of the accounting profit to cash reflects a high quality. In 
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the other words, when EQ is closer to 1, it reflects a high quality and the mean value for EQ indicates that the earnings 

of those companies are not at a high quality level. 

Table 4. Descriptive statistics 

 Variable Mean St. Deviation (SD) 

Size 17.0864 0.6458 

WC 2.3127 1.0596 

CDtoTS 0.1125 0.0612 

CAtoCS 0.1503 0.1414 

GROWTH 0.0500 0.1037 

ROA 0.0230 0.1408 

EPS 0.0464 0.1185 

EM -0.0046 0.0027 

EQ 0.2438 2.7223 

Regression Results 

Panel data contain observations of various phenomena gathered over various time intervals within the same company 

by integrating time-series and cross-section data. The idea of integrating time-series and cross-section data is to arrive 

at a better model estimation; in comparison, panel data include more informative data, more variability, less 

collinearity between variables, more freedom and more reliability (Baltagi, 2005). Further, the methodology of the 

study relied on collecting financial data on time-series data extending from the year 2009 to the year 2018, which is 

also cross-sectional data where the study sample included 20 companies. Thus, each company represents a cross-

section.  

Regression models are divided into two models, namely the Fixed Effect model, and the Random Effects model. 

A Haussmann test is conducted to choose either of the two previous models to test the panel data. Null hypothesis 

(H0) indicates to accept the random effects model versus the alternative hypothesis (H1) which indicates acceptance 

of the fixed effects model. If the value of Prob-value is more than 5%, the random effects model will be chosen, and 

then, if the value of Prob-value is less than 5%, the fixed effect approach will be selected (Baltagi, 2005). 

Table 5 indicates that the value of the Chi-Square statistic amounted to 11.953 and the Prob-value, reached 0.102. 

Therefore, the null hypothesis is accepted, and that the appropriate estimation method is a random effects method. In 

the other words, this study adopted a random effect approach in order to test its hypotheses and achieve its objectives.  

Table 5. Hausman test 

Correlated Random Effects - Hausman Test 

Test cross-section random effects 

Test Summary Chi-Sq. Statistic Chi-Sq. Prob. 

Cross-section random 11.953 8 0.102 

 

The first objective of this study is to examine the effect of financial factors on earnings management. The second 

objective is to examine the effect of financial factors on earnings quality. The third objective is to investigate the 

impact of earnings management on earnings quality. Then, the last objective is to examine the role of earnings 

management as a mediator in the effect of financial factors on earnings quality. Therefore, four different regression 

models based on panel data basis are estimated. The following parts present the results of the regression models. 

H1: Company’s size, working capital ratio, current liabilities to total assets ratio, cash to current assets ratio, 

company’s growth, ROA, and EPS affect earnings management.  

Table 6 shows that the Adjusted R-square of the model is 0.152, which means that the model explains 15.2% from 

the changes in earnings management, whereas Prob (F-statistic) is 0.000, which means that all financial factors in the 

model combined affect the earnings management. Consequently, the results display Size, CAtoCS, GROWTH, and 

ROA separately have effects on earnings management. At the same time, the results report WC, CDtoTS, and EPS 
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separately does not have effects on earnings management. As a conclusion, the first null hypothesis is partially 

rejected.  

To some extent, these results match with the work of DeGeorge et al. (1999), Jeong and Rho (2004), Nuryaman 

(2009), Gunawan et al. (2014) and Dang et al. (2017), where they documented that the link between performance 

indectators and earnings management is positive. The high companies performance encourages to manage their 

earnings figures. As well, Jeong and Rho (2004) and Nuryaman (2009) found that the earnings management increases 

in the larger companies compared to other, where the large number of the operational transactions in these companies 

contributes to reduce the control levels, hence the earnings management practices will increase. This result is also 

suitable with results of Kothari et al. (2005), Barto and Simko (2002), Myers and Skinner (2000). While Krishnan 

(2003), Park and Shin (2004), Piot and Janin (2007) and Sánchez-Ballesta and García-Meca (2007) have reported 

that earnings management activities in large companies would be constrained because control practices (such as 

governance) are stronger in these companies than in small companies. Also, Abdul Rahman and Ali (2006), Ali 

(2015) and Debnath (2017) argued that the companies that achived lower performance have more motivation to 

manage earnings, where managers of these companies aim to increase the performance through manage earnings in 

order to beautify the image of companies. 

Moreover, the results also match with the work of Cruz and Luiz (2015), Bassiouny et al. (2016), Gombola et al. 

(2016), and Iman and Nejad (2015). According to Cruz and Luiz (2015), no significant link between short-term shares 

return and earnings management, where it does not respond to evidence of earnings management, as well as investors 

are able to manage their expectations in the presence of earnings management. Additionally, Bassiouny et al. (2016), 

Gombola et al. (2016), and Iman and Nejad (2015) documented that companies facing financial hardship tend to 

manage their earnings. Alzoubi (2017) also mentioned that high debt in the companies contributes to increase earnings 

management practices. In contrast, Park and Shin (2004) argued that there is negative relationship between the 

companies’ debt and earnings management practices, as a result to close examination from their lenders. At the same 

time, Charfeddine at et (2013), Fathi (2013). Alsharairi and Salama (2012) and Shen and Chih (2007) have agreed 

that there is a negative association between financial leverage and earnings management. 

Table 6. Regression results of the first hypothesis 

 

H2: Company’s size, working capital ratio, current liabilities to total assets ratio, cash to current assets ratio, 

company’s growth, ROA, and EPS affect earnings quality.  

Table 7 shows that Adjusted R-square of the model is 15.1, which means that the model explains 15.1% from the 

changes in earnings quality. The results also show that Prob (F-statistic) is 0.000, which means that all financial 

factors in the model combined affect the earnings quality. Equally importantly, the results indicate a negative 

significant effect for size and working capital separately on earnings quality. At the same time, there are no significant 

effects for CDtoTS, CAtoCS, GROWTH, ROA, and EPS separately on earnings quality. Therefore the second null 

hypothesis is partially rejected.  

Variable Coefficient Std. Error t-Statistic Prob. 

C -0.025 0.009 -2.759 0.006*** 

Size 0.001 0.001 2.367 0.019** 

WC 0.000 0.000 -0.027 0.979 

CDtoTS -0.005 0.004 -1.363 0.175 

CAtoCS -0.004 0.001 -2.930 0.004*** 

GROWTH 0.003 0.002 1.980 0.049** 

ROA 0.003 0.001 2.456 0.015** 

EPS 0.002 0.002 0.998 0.319 

R-squared               0.184 

Adjusted R-squared               0.152 

F-statistic               5.824 

Prob (F-statistic)               0.000*** 

*,**,***= p-value < .10,.05,.01 

https://www.sciencedirect.com/science/article/pii/S105905601500180X?via%3Dihub#!
https://www.sciencedirect.com/science/article/pii/S105905601500180X?via%3Dihub#!
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These results are somewhat consistent with the findings of Dechow et al. (2010) and Li (2014). For example, Li 

(2014) confirmed that we can evaluate the value of a company through its earnings quality. Furthermore, Demerjian 

et al. (2013) also documented that there is positive relationship between the company’s operating performance and 

earnings quality, whilst the results of the current study indicate that no significant effects for company’s performance 

proxies (such as ROA and EPS) on earnings quality. 

Table 7. Regression results of the second hypothesis 

Variable Coefficient Std. Error t-Statistic Prob. 

C 15.974 6.950 2.299 0.023** 

Size -0.683 0.403 -1.697 0.092* 

WC -1.288 0.215 -5.990 0.000*** 

CDtoTS -6.327 3.913 -1.617 0.108 

CAtoCS -1.155 1.503 -0.769 0.443 

GROWTH 0.354 2.121 0.167 0.868 

ROA -0.675 1.408 -0.479 0.632 

EPS -2.610 2.229 -1.171 0.243 

R-squared 0.182 

Adjusted R-squared 0.151 

F-statistic 5.761 

Prob (F-statistic) 0.000*** 

*,**,***= p-value < .10,.05,.01 

H3: Earnings management negatively affects earnings quality.  

Table 8 shows the relation result between earnings management and earnings quality, and the results show that 

the R-square of the model is only 0.026, which means that earnings management only explains 2.6% from changes 

in the earnings quality. Prob (F-statistic) is 0.028 and this relation is a negative. Thus, the third null hypothesis is 

rejected. In the other words, the earnings management negatively affects earnings quality, and a high earnings 

management reflects low earnings quality level. This result highly matches with the work of McNichols (2002), 

Ahmadpour and Shahsavari (2016), Chang et al. (2016), and Beyer et al. (2019). They documented that the bias in 

the estimates negatively affects the reporting quality that is provided to interested parties, such as investors. Chang 

et al. (2016) also mentioned that a flexibility in reporting negatively affects earnings quality, hence its utility in the 

decision-making process will be limited. Additionally, they documented that, the higher a flexibility in reporting is, 

the higher the earnings management is, and thus a flexibility in reporting is a proxy for the earnings management.  

Table 8. Regression results of the third hypothesis 

Variable Coefficient Std. Error t-Statistic Prob. 

C -0.545 0.414 -1.315 0.190 

EM -170.882 77.043 -2.218 0.028** 

R-squared 0.026 

Adjusted R-squared 0.020 

F-statistic 4.933 

Prob (F-statistic) 0.028** 

*,**,***= p-value < .10,.05,.01 

H4: Earnings management mediates the effect of company’s size, working capital ratio, current liabilities to total 

assets ratio, cash to current assets ratio, company’s growth, ROA, and EPS on earnings quality. 
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Table 9 shows that the Adjusted R-square of the model is 0.155, which means that the model explains 15.5% from 

the changes in earnings quality, and this indicates that inserting of earnings management as a mediator variable 

improves the explanation power of the model. In addition, the Prob (F-statistic) for this model is 0.000, and thereby 

the fourth null hypothesis is rejected. In the other words, low earnings management level with real financial factors 

contribute to better the quality of financial reporting in the companies. Alhadab et al. (2015), Fathi (2013) and Sun et 

al. (2012) mentioned that more liquid assets in the companies may be increase the earnings management through 

discretionary accruals, and thus this is will negatively affect the earnings quality. Continuously with discussion on 

the results of the first hypothesis, Alzoubi (2017) documented that the higher the debt financing is, the higher the 

earnings management is, and thus this is will negatively affect the quality of reporting. In contrast, Park and Shin 

(2004) mentioned that the quality of reporting will be high with highly leveraged companies, as a result to close 

examination from their lenders, where the close examination means decrease earnings management. 

Table 9. Regression results of the fourth hypothesis 

Variable Coefficient Std. Error t-Statistic Prob. 

C 12.49393 7.005527 1.783439 0.0762* 

Size -0.515201 0.402 -1.281 0.202 

WC -1.27946 0.213 -6.004 0.000*** 

CDtoTS -6.734832 3.863 -1.743 0.083* 

CAtoCS -1.493989 1.498 -0.998 0.320 

GROWTH 0.771753 2.134 0.362 0.718 

ROA -0.32246 1.420 -0.227 0.821 

EPS -2.387417 2.229 -1.071 0.286 

EM -138.18 81.517 -1.695 0.092* 

R-squared 0.191 

Adjusted R-squared 0.155 

F-statistic 5.306 

Prob (F-statistic) 0.000*** 

*,**,***= p-value < .10,.05,.01 

Study Conclusions 

The current study aims to investigate the effect of financial factors on the earnings management and earnings quality, 

respectively by Jordanian insurance companies listed in Jordanian market at the end of the year 2019. Additionally, 

it investigates the role of earnings management as a mediator in the effect of financial factors on earnings quality. 

This study covered the period from the year 2009 to the year 2018, and uses a panel data basis. 

The results of this study indicate that all financial factors in the model combined affect the earnings management. 

This means that the company’s financial factors contribute to encouraging managers to manipulate earnings. All 

financial factors provide a complete image of the company's financial position, which determines the level and 

manner of earnings management practices. Such as, company size, cash to current assets ratio, company’s growth, 

and ROA separately affects earnings management. Deeply, the results showed that there is a positive relationship 

between company size, company growth, and ROA separately with earnings management practices. In the other 

words, large-size companies, and companies that achieve high growth and profits have more earnings management 

compared to others. At the same time, there is a negative relationship between cash to current assets ratio and earnings 

management practices in the companies. The high cash to current assets ratio reduces the earnings management 

practices in the companies. 

Consequently, all financial factors in the model combined affect the earnings quality. However, there is a negative 

effect for size and working capital ratio separately on earnings quality. This means that the large-size companies and 

the companies that have high working capital ratio have no more earnings quality compared to others, where the level 

of earnings management under these determinants is at a high level. Then, there is a negative effect for earnings 
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management on earnings quality. The earnings management contributes to increase the expectations gap and the 

variation in future performance, and, thus, negatively affects the reporting and earnings quality.  

Additionally, the study concludes that earnings management is fully mediated by the effect of all financial factors 

in the model combined on earnings quality. The working capital ratio and current liabilities to total assets ratio 

separately with the role of earnings management have negative effects on earnings quality. In the other words, high 

company’s working capital ratio and high company’s current liabilities to total assets ratio with high earnings 

management practices negatively affect the reporting and earnings quality. 

Finally, these results that link with the financial determinants of earnings management and earnings quality are 

suitable with agency theory and signalling theory. Agency theory discussed that more control levels in the companies 

lead to presence real financial information, where the earnings management will be limited; hence the earnings quality 

will be high. In addition to that, signalling theory discussed that presence of asymmetric information could also be a 

reason that moral corporations use financial information to send market signals. More disclosures of true information 

reduce asymmetrical information, and thus this contributes to reduce the earnings management, as well as increase 

the earnings quality.  

Implications  

Following the global financial crisis (August 2008), earnings management activities were mostly dominated by 

governance-based companies that led managers to deliver more risky operations in a diluted ownership market and 

in an informational asymmetry situation marked by absence of the control. In addition, earnings management resulted 

from the conflict of interest between shareholders and managers, which led managers to achieve more personally 

aims. To circumvent the shareholders’ supervisory power, managers manipulate earnings, offering a low level of risk, 

and circulating false beliefs for shareholders and other interested parties, and thus this is will negatively affect the 

quality of the accounting information that used in the decisions making. Besides, this was done when prudential 

supervision was weak, hence to reduce any earnings management, which the policy makers should account for, and 

thereby achieving transparency in the presentation of financial reports. The policy makers need to adopt good 

regulations to limit the company activities about earnings management, and thus make sure that the financial reports 

genuinely express the true situation of the company. Finally, this study will help investors and other interested parties 

in giving them a more broad comprehension and understanding into earnings management and earnings quality. 

Further study would be able to provide a broader view of the determinants of manipulation of earnings and earnings 

quality, especially in different areas, such as the MENA region. 
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