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ABSTRACT

Financial scandals such as Enron and WorldCom have exposed managers’
opportunistic behaviour to manipulate earnings. According to agency theory,
managers’ decisions are motivated by self-interest behaviour. Corporate governance
(CG) mechanisms are very useful to control managers’ opportunistic acts. Hence, this
study examines the relationship between CG mechanisms and real earnings
management (REM) in Jordanian listed firms. Besides the present study examines the
relationship between tax planning, tax disclosure, and REM. The current study also
examines the moderating effect of audit committee (AC) effectiveness on the
relationship between CG mechanisms and REM. The study utilised 101 firms listed on
the Amman Stock Exchange for the period from 2011 to 2015. By using generalised
least square (GLS) random-effect regression model, the study demonstrates that the
presence of foreign directors on board and board age diversity significantly reduce the
level of REM. The study shows that a bigger board leads to a high level of REM.
Besides, managerial and institutional ownership has a significant and negative
association with REM. However, foreign ownership has a significant and positive
association with REM. Consistent with the study’s expectation, the results reveal that
tax planning has a positive relationship with REM, whereas tax disclosure is negatively
associated with REM. The finding further indicates that AC effectiveness only
moderates the association between family ownership and concentrated ownership with
REM. The additional analyses reveal a positive relationship between family ownership
and REM in firms that have a high level of family shareholdings. However, no
relationship exists between family ownership and REM in the firms that have low
family shareholdings. Besides, the relationship between managerial ownership and
REM is negative and significant, whether in firms that have a high or low level of
managerial shareholdings. Regulatory bodies, shareholders, and policymakers can
benefit from the findings of this study.

Keywords: real earnings management, corporate governance, tax planning,
tax disclosure, Jordan.



ABSTRAK

Skandal kewangan seperti Enron dan WorldCom telah mendedahkan kelakuan
oportunistik pengurus untuk memanipulasi pendapatan. Menurut teori agensi,
keputusan pengurus dimotivasi oleh tingkah laku kepentingan diri sendiri. Mekanisme
tadbir urus korporat (CG) sangat berguna untuk mengawal tindakan oportunistik
pengurus. Oleh itu, kajian ini meneliti hubungan antara mekanisme CG dan pengurusan
pendapatan sebenar (REM) di firma yang tersenarai di Jordan. Selain itu, kajian semasa
menyiasat hubungan antara perancangan cukai, pendedahan cukai, dan REM. Kajian
semasa ini juga mengkaji kesan penyederhana jawatankuasa audit (AC) terhadap
hubungan antara mekanisme CG dan REM. Kajian ini menggunakan 101 buah firma
yang tersenarai di Bursa Saham Amman mulai dari tempoh 2011 hingga 2015. Dengan
menggunakan model regresi kesan rawak Generalised Least Square (GLS), kajian ini
menunjukkan kewujudan pengarah asing dalam lembaga dan kepelbagaian umur
lembaga ternyata mengurangkan tahap REM. Kajian ini juga menunjukkan bahawa saiz
lembaga yang besar akan membawa kepada tahap REM yang lebih tinggi. Selain itu,
pemilikan pengurus dan institusi berhubung secara signifikan dan negatif dengan REM.
Walau bagaimanapun, pemilikan asing mempunyai hubungan yang signifikan dan
positif dengan REM. Selaras dengan jangkaan kajian ini, dapatan menunjukkan bahawa
perancangan cukai mempunyai hubungan yang positif dengan REM, manakala
pendedahan cukai berkait secara negatif dengan REM. Hasil kajian menunjukkan
bahawa keberkesanan AC hanya menyederhanakan hubungan antara pemilikan
keluarga dan pemilikan tertumpu dengan REM. Analisis tambahan mendedahkan
terdapat hubungan positif antara pemilikan keluarga dan REM di firma yang
mempunyai tahap pegangan keluarga yang tinggi. Walau bagaimanapun, tiada
hubungan wujud antara pemilikan keluarga dan REM di firma yang mempunyai
pegangan keluarga yang rendah. Selain itu, hubungan antara pemilikan pengurus dan
REM adalah negatif dan signifikan sama ada dalam firma yang mempunyai tahap
pegangan pengurusan yang tinggi atau rendah. Badan pengawal selia, pemegang saham,
dan penggubal dasar boleh mendapat manfaat daripada dapatan kajian ini.

Kata kunci: pengurusan pendapatan sebenar, tadbir urus korporat, perancangan cukai,
pendedahan cukai, Jordan.
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CHAPTER ONE

INTRODUCTION

1.0 Introduction

The objective of this thesis is to investigate the relationship between corporate
governance mechanisms, tax disclosure, tax planning and real earnings management.
Besides, this study aims at examining the moderating effect of audit committee
effectiveness on the relationship between corporate governance mechanisms and real
earnings management during the period from 2011 to 2015. Due to the enactment of
the Jordanian corporate governance code in 2009, a strong necessity arises to estimate
such code and examine the nature of its relationship with real earnings management. In
addition, the scarceness of studies in Jordan that investigated such relationship really
exists. It is also important to examine the relationship between tax disclosure and tax
planning with real earnings management, because of the importance of the tax, as it has
a significant impact on the company's cash flows and profits, as well as on the
company's strategies in general. The rest of this chapter was organised into the
following sections. Section 1.1 exhibit the background of the study and section 1.2
discusses the problem statement for the current study. Followed by research questions
and research objectives in section 1.3 and 1.4, respectively. Next, the significance and
contributions of the study are discussed in section 1.5. The scope of the study is
exhibited in section 1.6. Whereas the definitions of key variables are presented in

section 1.7. Finally, section 1.8 presents the organisation of the study.
1.1 Background of the Study

Earnings management takes place when the management uses its judgment in the

financial statements, and rearranges the transactions to change accounting reports to
1
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APPENDICES

Appendix A
Tax Disclosure Index ltems

ltems

(1) Disclosure of the general policy of deferred income tax accounting as part of
the accounting policies footnote. This disclosure note is usually the standard
language mentioned in the IAS 12 standard.

(2) Disclosure of different types of temporary differences between accounting
income and taxable income that result in deferred income tax as required by IAS
12 standard.

(3) Disclosure of detailed amounts of deferred income tax from different types of
temporary differences, including changes from the beginning to the end of the
fiscal year as required by IAS 12 standard.

(4) Disclosure of the reconciliation between the average effective tax rate and the
applicable tax rate as required by IAS 12 standard.

(5) Disclosure of the tax position of the company as of the end of the fiscal year in
terms of the company’s standing with tax authorities regarding income and other
different taxes, including sales tax.

Source: Abdul Wahab (2010), Ebrahim (2014) and Ebrahim and Fattah (2015).
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Appendix B
Measurement of Audit Committee Characteristics

NO VARIABLES OPERATIONALISATION REFERENCES

1 AC size The number of audit committee members (Xie et al., 2003;
Abbott et al., 2004;
Saleh et al., 2007)

2 AC financial Dichotomous variable that takes the value 1 if (Bedard, et al., 2004;

experts the audit committee includes one financial Marra et al., 2011;

expert at least, and 0 otherwise Lin, Lin & Li, 2014)

3 AC The number of independent non-executive (Klein, 2002; Goh,
independence directors on AC 2009)

4 AC meeting The frequency of meetings during the year. (Abbott et al., 2004;

Abdul Rahman &
Ali, 2006 Goh, 2009)
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Appendix C

Constructing Audit Committee Effectiveness Score

NO VARIABLES OPERATIONALISATION

REFERENCES

1

ACSIZE

Dummy variable coded 1 if
AC size greater than the
sample median otherwise
equals 0.

(Hoitash et al., 2009; Huang et al.,
2013; Lisic, 2014; 2017; Idris et al.,
2018)

ACIND

Dummy variable coded 1 if
AC independence of the
members is more than the
sample median, otherwise 0.

(Hoitash et al., 2009; Huang et al.,
2013; Lisic, 2014; 2017; Idris et al.,
2018)

ACMET

Dummy variable coded 1 if
the number of the meeting is
greater than the sample
median, otherwise 0.

(Hoitash et al., 2009; Huang et al.,
2013; Lisic, 2014; 2017; Idris et al.,
2018)

ACFINEXP

Dummy variable codedl if
the ratio of AC financial
experts is larger than the
sample median and equals,
otherwise 0.

(Hoitash et al., 2009; Huang et al.,
2013; Lisic, 2014; 2017; Idris et al.,
2018)

ACSCORE

The sum of four elements:
AC score domain from 0-4
with a

greater score refer to a higher
effectiveness of the AC

(Hoitash et al., 2009; Huang et al.,
2013; Lisic, 2014; 2017; Idris et al.,
2018)
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