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Abstract
The purpose of this paper is to provide a critical review of the existing studies in
the literature regarding real earnings management and corporate governance. The
paper also addresses the gap in the real earnings management literature in the Gulf
Cooperation Countries (GCC) as a major market in the Middle East and proposes future
research topics.
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1. Introduction

A series of accounting scandals in the early 2000s had raised many concerns about the
quality of reported earnings and matters related to their reliability and credibility. Many
people argued that a central part of the accounting scandals was due to the conflict
of interest between managers and shareholders ( Jensen and Meckling, 1976), having
this kind of conflicts can be reflected on the level of earnings management which leads
to losses to investors, employees and the economy as a whole. Hence, the financial
community started to demand transparent accounting information to able them to make
the right use of resources, calculate the company’s financial position, and predict the
company’s’ future performance.

Accordingly, earnings management became a great concern to corporate stakehold-
ers and much attention was given to the earnings management topic over the past
years. Earnings management can be defined as the purposeful intervention in the
financial reporting process to acquire private gain (Schipper, 1989). Healy & Wahlen
(1999) described that earnings management occurs when managers use their judg-
ment in altering financial reports and structuring transactions to mislead stakeholders.
Beatty (2002) defined earnings management as an informed decision-making process
in compliance with accepted accounting principles to increase the reported earnings
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to the level desired by the management. Similarly, Sasaninejad et al. (2014) described
earnings management as the intervention in the process of determining the profit which
is performed in line with the management’s desired goals.

The prior studies classified earnings management into accrual-based earnings man-
agement and real earnings management (Gunny, 2005). Both types of earnings man-
agement would increase the information asymmetry between managers and interested
parties and hide a firm’s actual performance, thereby, diminishing financial reporting
reliability and credibility (Krishnan and McDermott 2012). However, the majority of the
studies focused on investigating accrual-based earnings management (Call, et al. 2014:
Sasaninejad, et al., 2014). However, previous studies noted that managers might man-
age the operational activities besides the accruals (Graham et al. 2005; Roychowdhury
2006; Badertscher 2011; Zang 2012).

Unlike accrual-based earnings management, in which managers manage earnings
by taking advantage of the accounting discretion in GAAP, real earnings management
involves the manipulation of earnings through real business activities (Xu, et al. 2007).
Roychowdhury (2006) described real earnings managemnet activities as ”departures
from normal operational practices, motivated by managers’ desire to mislead at least
some stakeholders into believing certain financial goals have been met in the normal
course of operations”. The most common methods used in real earnings management
are sales management, overproduction of units, the abnormal reduction of research
and development (R&D) expenses, timing the sale of fixed assets and the abnormal
reduction of other discretionary expenditures. (Gunny 2005, Roychowdhury 2006, Ge
and Kim, 2014; Talbi, 2015). These activities would increase the current year’s earnings
and allow the company to meet its financial reporting targets. On the other hand, these
activities would result in reduced cash flows in the next years (Roychowdhury 2006).
Hence, it misleads the stakeholders who are concerned by the current and future firm
performance (Roychowdhury, 2006; Cohen and Zarowin, 2010).

2. Literature Review

Stock market regulators and investor protection agencies have been always concerned
about earnings management, especially after the collapse of several large firms in
recent decades. The review of prior literature mentioned that there are two common
reasons why managers tend to manage earnings. The first reason is related to finan-
cial market pressures and contractual constraints mentioned by the positive political
theory of accounting (Watts and Zimmerman, 1990; and Healy and Walhen, 1999). The
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second reason is to increase valuations and avoid negative regulatory and contracting
consequences (Graham et al. 2005).

There are two possible ways to manage earnings: accruals management and real
activities management (Gunny, 2005; Roychowdhury, 2006; Cohen et al., 2008).
Accrual-based earnings management was extensively discussed in the literature
(Schipper 1989; Healy and Wahlen 1999; Fields et al. 2001). However, real activities
management as an earnings management tool was not well understood until recent
years. Therefore, relatively few studies in the accounting literature investigated the
management of real transactions to distort earnings. Graham et al. (2005) surveyed 401
executives. The results revealed that around 78% of executives prefer managing real
activities over accrual-based earnings management to achieve their financial reporting
objectives.

It is assumed that firms have different incentives to engage in real earnings man-
agement rather than accrual-based earnings management. Many studies showed that
managers prefer to manage real business operations to meet earnings benchmarks
(Baber et al. 1991; Bartov 1993; Roychowdhury 2006). Moreover, Chi et al. (2011) added
that firms tend to engage in real activities management when their ability to manage
accruals is limited by higher quality auditors. Besides, it is assumed that it is riskier to
manage accrual-based earnings because it would easily draw regulatory investigations
and auditor litigations. On the other side, stakeholders of a firm will find it difficult
to investigate real activity management. This is supported by Kuo et al. (2014) who
noted that Chinese firms have shifted from accruals management to real earnings man-
agement because it is less detectable. Furthermore, firms have many flexible options
to manage with different activities (e.g. investing, operating, and financing activities).
However, firms have limited options to manage accruals by altering accounting choices.
Besides, managers can alter reported earnings at any time during the year at their
convenience, whereas, accrual earnings management normally takes place as an ex-
post form. A study by Ge and Kim (2014) showed that firms prefer to engage in real
earnings management in the year of issuing their new bond to mislead rating agencies
and accordingly have a lower bond yield spread. Based on what was mentioned above,
the recent literature has focused on the investigations on real earnings management.

Previous studies had used different techniques to measure real earnings manage-
ment (REM). Based on (Berger 1993; Roychowdhury 2006; Cohen et al. 2008; Cohen and
Zarowin 2010; Zang 2012; Ge and Kim 2014) studies, they used four proxies to measure
real earnings management: abnormal cash flow from operations as a proxy for sales
management, abnormal production cost as a proxy for overproduction, the abnormal
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reduction of R&D expenses, and the abnormal reduction of discretionary expenses
(other than R&D). Also, there are othermethods used in prior studies tomeasure the level
of real earnings management. Graham et al. (2004) stated that CFOs confessed cutting
or delaying maintenance expenses and the travel budget. They further mentioned that
they tend to postpone or eliminate capital investments to avoid depreciation charges,
and they manage the funding of pension plans.

On the other hand, real earnings management would raise many concerns in the long
term period. Gunny (2005) study analysis illustrated that real earnings management
activities (sales management, sale of fixed assets, R&D expenses reduction) have an
economically significant negative impact on future operating performance. Besides,
Eldenburg et al. (2011) found that firms with stronger performance incentives exhibit a
significant incremental decrease in real expenditures in the future.

Real earnings management has remained a largely unexplored area in the literature.
Graham et al. (2005) study revealed that managers prefer real activities management
over accruals management. This study has motivated the researchers to focus their
studies on real earnings management (e.g., Roychowdhury 2006; Cohen et al. 2008;
Zang 2012; Talbi, 2015). Firms are switching from accrual-based earnings management
to real earnings management (Cohen et al., 2008; Osma & Young, 2009; Gunny, 2010). A
study by Ewert and Wagenhofer (2005) noted that when firms are subject to tightening
their regulation to improve their earnings quality may force the managers to seek for
other management tools such as altering the business operations. Similarly, Cohen et al.
(2008) study results indicated that the level of real earnings management activities
increased significantly after the passage of SOX in 2002, while accrual-based earnings
management declined. Besides, it is assumed that it is difficult for outsiders to detect
real operating activities (Graham et al. 2005; Roychowdhury 2006; Cohen et al. 2008).
Moreover, managing real activities is less costly tomanagers than firms and stakeholders
(Gunny, 2005 & 2010).

The recent collapse of some large companies resulting partially from accounting
manipulation has raised serious questions about the role of different monitoring devices
presumed to protect investors’ interests and control managerial opportunistic behavior.
Based on prior studies, corporate governance is considered one of the most effective
monitoring devices. One of the most important monitoring devices is corporate gov-
ernance. Investors and financial communities expressed concern about the reliability
and the quality of reported earnings and the effectiveness of corporate governance
systems. Companies started to pay a lot of attention to the need to achieve significant
progress to corporate governance perform to assure investors’ confidence in financial
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reporting quality. Davis (2005) had defined corporate governance as the processes,
structures, and institutions within and around organizations that assign resource and
power control among the participants.

Earnings management practices would result in producing a low quality of reported
earnings that do not reflect a firm’s real financial performance. And accordingly, it
reduces the investors’ confidence in the financial reports. Therefore, companies use
different monitoring systems to eliminate managers’ opportunistic behavior to increase
the transparency and reliability of financial reports. Based on prior literature, it is
widely accepted that corporate governance mechanisms can limit a manager’s ability to
manage earnings (e.g. Beasley, 1996; Dechow, et al., 1996; Jiambalvo, 1996; Peasnell
et al., 2000; Chtourou et al., 2001; Xie et al., 2003; Park and Shin, 2004; Peasnell
et al., 2005; Jaggi et al., 2009, Lo et al., 2010 and Dimitropoulos and Asteriou 2010).
Dechow et al. (1995) mentioned that the main role of corporate governance is to
sustain the credibility of financial statements and comply with reporting requirements.
Shleifer and Vishny (1997) stated that corporate governancemechanisms could eliminate
the inappropriate expropriation of firm resources by managers and it includes all the
provisions required to ensure that the assets of firms are efficiently managed to protect
the shareholders’ interests.

Various mechanisms of corporate governance could affect the firm’s performance
and managerial behavior such as board composition, ownership structure, internal and
external auditing, audit committee effectiveness, etc. Most of the corporate governance-
related studies classify the governance dimensions into two major classifications: own-
ership structure and board composition (Denis & McConnell, 2003; Garcia & Ballesta,
2009).

Board of directors plays an essential role in corporate governance as it is the center
of control systems and decision-making (Fama & Jensen, 1983). Fama (1980) mentioned
that the board is considered one of the most significant corporate governance tools
to monitor the managers’ actions. Besides, the board contributes to mitigating the
managerial self-serving behavior risk and as a result, enhancing firm value by lowering
the agency costs (Shleifer & Vishny, 1997).

The most effective monitoring tool used in corporate governance mechanisms is
the board independence from the management (Beasley, 1996; Dechow et al., 1996).
Baysinger & Butler (1985) added that independent board members are expected to
afford the greatest service to protect shareholders’ interests and to monitor managers.
Also, Beasley (1996) noted that the number of independent directors of the board
is positively associated with the board’s ability to influence the disclosure decisions.
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Likewise, Hussain (2009) stressed that a high level of board independence would result
in enhanced transparency and responsibility using additional voluntary disclosure.

The extant literature shows substantial evidence that board independence is asso-
ciated with accrual earnings management. Most of previous studies that tested the
relationship between corporate governance and earnings management found a neg-
ative relationship between the board independence and the discretionary accounting
accruals and the occurrence of fraudulent financial statements (Peasnell et al., 2000;
Klein, 2002; Xie et al., 2003; Bedard et al., 2004; Park and Shin, 2004; Peasnell et al.,
2005; Niu, 2006; Osma, 2008; Chang and Sun, 2009; Jaggi et al., 2009, Lo et al., 2010
and Dimitropoulos and Asteriou (2010). However, Abdul Rahman and Ali (2006) and
Siregar and Utama (2008) studies found an insignificant relationship between either
board independence or audit committee independence and earnings management. A
year later, Iraya et al., (2015) documented a negative relationship between earnings
management and ownership concentration, the board size, and board independence,
while board activity and CEO duality are positively related to earnings management.
Moreover, Patrick et al., (2015) illustrated that board size, firm size, board indepen-
dence, and strength of the audit committee have a significant influence on earnings
management.

On the other hand, as stated by Talbi et al. (2015), real earnings management has
remained a largely unexplored area. Few studies discussed the board characteristics
and real earnings management. Visvanathan (2008) tested the board of directors’
attributes (independence, size, and duality) and the characteristics of audit committees
(independence, size, and frequency of meetings) and their effects on real earnings
management (discretionary spending, cash flow, and production) over the period 1996-
2002. The results revealed that only the board independence, measured by the propor-
tion of independent directors, has a significant negative effect on abnormal production.
The researcher justified the lack of relationship between governance mechanisms and
management of real activities by stating that real earnings management has limited
empirical studies in the literature, therefore, there is a lack of work on detection. He
also pointed out the fact that themanaging real activities is complicated and accordingly,
the establishment of methods for its detection is not an easy task.

A study conducted in the UK by Osma (2008) analyzed the role of boards of directors
in constraining R&D spending from the year 1989 up to 2002. The results reported
that independent directors are capable of identifying and constraining real earnings
management measured by the R&D spending management.
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Furthermore, a Korean study by Kang and Kim (2012) determined whether corporate
governance mechanisms affect a manager’s real operating or investment decision to
control reported earnings. The study used firms listed on the Korean Stock Exchange
from the year 2005 to the year 2007. The study results indicated that earnings man-
agement decreases when the audit committee independence increases or the number
of audit committee meetings increases. The results also showed that earnings manage-
ment decreases when the number of board meetings increases, when the board size
increases, when the number of independent directors increases, and when the number
of directors who have long experience with the company increases.

Similarly, Talbi et al. (2015) study tested the efficacy of board attributes in restraining
real earnings management in 7,481 US firms over the period 2000 to 2009. The results
revealed that the board’s independence is negatively associated with the level of real
earnings management. However, the number of directors is positively associated with
the level of real earnings management. In addition, independent board committees are
not associated with the level of real earnings management.

On the other hand, a study by Ge and Kim (2014) showed a different result than the
above studies. The authors investigated the effect of board governance attributes and
takeover protection on real earnings management. Real earnings management level
was measured using four activities: overproduction, sales manipulation, the abnormal
reduction of other discretionary expenditures, and the abnormal reduction of R&D
expenses. The study used panel data from US public firms in the post-Sarbanes–Oxley
Act period. The study findings revealed that the level of real earnings management is
higher when a firm is faced with tough board monitoring, and that takeover protection
may reduce managerial incentives for real earnings management.

3. Future Studies

Based on previous studies, accrual-based earnings management appears to be
decreasing because managers realized that the risks and costs of accrual-based
management to be higher than its benefits in a heightened regulatory environment.
Besides, accruals mangement has been extensively studied in previous literature (e.g.,
Klein 2002; Xie et al. 2002; Peasnell et al. 2005; Cornett et al. 2006; Lin and Manowan
2012) while real earnings management has remained a largely unexplored area. Graham
et al. (2005) study revealed that recently managers are using real activities to a greater
extent than accounting actions to meet earnings benchmarks. Few studies investigated
how certain corporate governance attributes relate to real earnings management and
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provide mixed evidence (Osma 2008; Visvanathan 2008; Zhao et al. 2012; Ge and Kim
2014; Malik 2015; Talbi et al. 2015).

Furthermore, Talbi et al. (2015) mentioned that real earnings management is more
costly to firms and their stakeholders but is less costly to managers. Also, Roychowdhury
(2006), Cohen et al. (2008), Cohen and Zarowin (2010) and Chan et al. (2014) agreed that
real earningsmanagement may impose high long-term costs on shareholders compared
to accruals management, this is because of its negative effects on future cash flows
and could affect the viability of the firm negatively. Ewert and Wagenhofer (2005) stated
that when accounting regulation is tightened, accounting flexibility is reduced, and as
a result, managers tend to use real earnings management techniques.

Corporate governance encompasses all the provisions and mechanisms that guar-
antee the assets of the firm are managed efficiently and in the interests of the providers
of finance, mitigating the inappropriate expropriation of resources by managers or any
other party to the firm (Shleifer and Vishny, 1997). The incorporation of independent
directors to the board is expected to facilitate and improve the monitoring and control
exerted by the board over senior managers, ensuring that managers act in the interests
of investors. While there is general agreement that independent boards limit accounting
accruals management, there is no previous evidence on whether these directors are
capable of detecting and limiting real earnings management practices (Osma, 2008).

The developing markets and, particular, in a major market in the Middle East, which
are the GCC countries, corporate governance practices have become an important topic
recently. Numerous initiatives have addressed the corporate governance level in GCC
countries. However, the prior studies showed that GCC countries, in general, are at their
early stages of corporate governance improvement.

The tendency of managing real activities is a challenge to corporate governance
practices, so it is interesting to investigate the role of corporate governancemechanisms
in eliminating real earnings management. Most of the prior real earnings management
studies focused on the U.S. and developed countries. Although GCC countries are
considered as developing countries, the impact of the global financial crisis on the GCC
region shows that countries in the GCC region are becoming increasingly integrated
with the global economy. Thus, GCC countries have paid attention to enhance their
corporate governance system. Foreign direct investments in the GCC countries have
massively increased and accordingly, the need to improve corporate governance and
reduce earnings management practices have become highly important. According to
Habbash and Alghamdi (2015) study, Saudi managers are motivated to use earnings
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management practices due to different reasons, to increase their amount of remunera-
tion, report a reasonable profit and avoid loss, obtain a bank loan and to increase share
price. Numerous initiatives have addressed corporate governance practices to reduce
opportunistic earnings management practices. However, prior studies have shown that
GCC countries, in general, are at their early stage of corporate governance improvement.
A study by Al-Matari et al. (2012) revealed that corporate governance in Saudi Arabia
suffers from a weak legal framework, lack of accountability, and poor protection of
shareholders. Baydoun et al. (2013) show that Oman is the leader among the five GCC
countries, followed by Kuwait and the United Arab Emirates. Bahrain and Qatar rank
fourth and fifth, respectively.

The existence of a relationship between the accrual-based earnings management
corporate governance has been broadly supported by the literature, both in theo-
retical and empirical studies in the GCC countries (e.g. Al-Abbas, 2009; Alghamdi,
2012). Shubita (2015) assessed the practice of income smoothing practice in Saudi
Arabia, Kuwait, United Arab Emirates, Oman, and Qatar. The study findings showed
that income smoothing, on average, improves earnings quality in three countries out of
four, however, not significantly for the whole sample.

A recent study by Habbash and Alghamdi (2017) investigated the association between
audit quality and accrual-based earnings management in non-financial Saudi listed
firms. The researchers claimed that the results of their study support the argument
that auditors are powerless in front of managerial opportunistic earnings management
activities. Kolsi and Grassa (2017) used a sample of Gulf Cooperation Council (GCC)
Islamic banks to examine the impact of corporate governance mechanisms on accrual-
based earnings management activities. The study revealed that a large board size,
director’s independence, and audit committee meetings are negatively associated with
accrual-based earnings management.

Until now, the relationship between real earnings management and corporate gov-
ernance is far from well understood in the Gulf Cooperation Countries (GCC) region.
In the Gulf Cooperation Countries, there are limited studies that discussed corporate
governance and real earnings management. Future studies can focus on the role of the
board of directors and the audit committee in eliminating real earnings management
practices. Accordingly, there is a need to understand the role of the board in promoting
or constraining the real earnings management in the GCC. A future comparison study
can be conducted between the different earnings management techniques to see
whether the updated corporate governance regulations in the GCC region countries
are effective in mitigating earnings management practices. Moreover, it would be also
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interesting to test the impact of institutional ownership and family ownership on real
earnings management in the region since the family ownership level is relatively high
in the GCC region.

Researchers can also link corporate social responsibility (CSR) with real earnings
management. Countries are moving toward paying more attention to corporate social
responsibility. For example, the United Arab Emirates Council of Ministers has issued a
new Law concerning Corporate Social Responsibility (CSR) in the UAE which came into
force in 2018. Some of the previous studies argued that there is a negative relationship
between corporate social responsibility and earnings management because managers
tend to mask their earnings management practices by being active in corporate social
responsibility activities. Grougiou et al. (2014) study documented that although banks
that engage in EM practices are also actively involved in corporate social responsibility
activities. Scholtens and Kang (2013) study showed that Asian firms with relatively
good corporate social responsibility level are engaged significantly less with earnings
management. Due to the inclusive results provided by the previous studies, testing the
relationship between corporate social responsibility, corporate governance and real
earnings management in the GCC countries would be interesting.
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