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Abstract

This study investigates the influence of family-owned firms (FFs) in shaping managerial preferences for
earnings management approaches, including accrual-based earnings management (AEM) and real
earnings management (REM) within a sample of 109 non-financial firms listed on the Egyptian Stock
Exchange. Analyzing a substantial dataset comprising 2,711 quarter-year observations from 2015 to
2022, the research employs the standard Jones (1991) accrual model to identify AEM while utilizing
Roychowdhury (2006) approach to measure the utilization of REM through abnormal operating cash
flows, discretionary expenses, and production levels. The findings of this study reveal that FFs signifi-
cantly substitute AEM for REM to meet their pre-established family targets, with a significant inclina-
tion toward employing the REM approach. In contrast, the reliance on AEM appears statistically in-
significant. These results illuminate the unique dynamics of earnings management within FFs, high-
lighting a potential oversight by auditors and regulators who may prioritize AEM over REM in their
evaluations. Consequently, this research contributes important insights into the complexities of earn-
ings management practices in the context of family dynamics, calling for a more nuanced understand-

ing among stakeholders in the realm of corporate governance and financial monitoring.
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1- Introduction

Earnings indices have become essential accounting metrics that investors and
other stakeholders heavily rely on to evaluate the firm’s overall value and per-
formance (Jang and Lee, 2021; Ismail, 2020a). These indices provide a quantita-
tive basis for assessing firms’ profitability and financial health, making them criti-
cal for informed investment decisions. Consequently, the issue of earnings ma-
nipulation practices has captured increasing attention from global researchers and
regulatory bodies for their profound implications observed throughout the years,
tracing back to the high-profile scandals in the early 2000s, with infamous inci-
dents of Enron and WorldCom (Bansal, 2023), persisting recently with the simi-
lar scandals of XL Fleet, Fluor, and Newell Brands Corporations (SEC, 2023a;
2023b; 2023c¢). The persistence of these scandals has prompted a reevaluation of
financial reporting integrity and the underlying motivations for earnings manipu-
lation. Previous research outlined that managers tend to use their personal judg-
ments to deliberately distort financial reports and alter accounting figures to pre-
sent a misleadingly favorable image of the firm. This strategic manipulation, re-
terred to as earnings management (EM), is frequently driven by the desire to
meet specific targets, serve personal interests, mislead stakeholders, or influence

contractual outcomes (Healy and Wahlen, 1999).

In a corporate environment characterized by information asymmetries and a
clear separation between ownership and management control, managers often
conduct EM in two principal strategies: accrual-based earnings management
(AEM) and real earnings management (REM). AEM is the EM approach that
implies selecting the appropriate accounting principles and procedures and alter-
ing the accounting estimates when reporting a specific transaction to reach posi-
tive profit-related information in financial statements (Salehi et al., 2020). On
the other side, REM refers to manipulating accounting figures by scheduling the
timing and scale of normal operational transactions involving sales activities, sell-
ing, general and administrative (SG&A) and advertising expenses, and overpro-
duction, or through changing investment activities involving research and devel-

opment (R&D) expenditures and disposal of fixed assets (Graham et al., 2005).
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Recently, the managerial manipulation preference of using both REM and AEM
jointly or alternatively to achieve the desired goals has gained growing attention
from various stakeholders (Mnif and Ben Hamouda, 2020). While in fact, the
switching decision between both EM strategies is triggered by different factors,
including the degree of regulatory and auditor scrutiny (Alhadab and Clacher,
2018), the degree of accounting framework flexibility (Viana et al., 2023;
Enomoto et al., 2018), the firm’s political-connections (Ahmed et al., 2022), and

likewise the firm’s ownership structure (Dong et al., 2020; Saona et al., 2020).

Emphasizing the specific context of family-owned firms (FFs), these busi-
nesses have positioned themselves as key players in the global markets, establish-
ing a significant contribution to the international and national economies
(Moubarak, 2024c¢), accounting for over 70 percent of the worldwide gross do-
mestic product and generating 60 percent of global employment
(McKinsey&Company, 2024). Building on the socioemotional wealth (SEW)
theory introduced by Gémez-Mejia et al. (2007) based on the theoretical lens of
the behavioral agency theory (BAT), family founders' proclivity to particular
courses of action or strategic decisions is often shaped by the existing legacy and
values of the family (Avabruth and Padhi, 2023). In contrast to non-family-
owned firms (NFFs), which primarily focus on deriving utility from maximizing
economic resources and financial gains, FFs tend to obtain significant utility from
their ‘affective endowments’, including family pride, long-standing relationships,
desire to preserve the family’s legacy for future generations. As quoted in Betts
(2001) by the Italian family founder Giovanni Agnelli: “The company is an in-
heritance to be protected and handed on. It is the outcome of the next and each
generation’s commitment to the last.” In a similar vein, John Walton, the son of
Walmart’s pioneering founder, describes his FF as more than just a commercial
business they own; the firm, for him, represents a trust, a legacy that his family
upholds (Weber and Lavelle, 2001).

However, the sustainable goals set by family founders often present signifi-
cant challenges for minority shareholders, leading to type II agency problems. In

such scenarios, minority shareholders may experience a distinct disadvantage
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when dealing with controlling families who tend to prioritize their private long-
term generational objectives over adhering to faithful disclosure and transparency
(Al Amosh and Khatib, 2022; Alareeni and Hamdan, 2020). Consequently,
strong family ties may foster an environment of furnished unethical practices of
managing earnings to further their personal interests and enhance their family's
legacy (Naz et al., 2024). Accordingly, the dynamics of family transitions be-
tween REM and AEM merit a closer investigation. Specifically, previous studies
have indicated that FFs are generally less inclined to engage in REM practices,
primarily driven by the desire to avoid real economic actions that would ulti-
mately compromise long-term economic performance. By refraining from
REM, Achleitner et al. (2014) evidenced that FFs aim to protect their long-term
viability and ensure sustainable profitability for future generations. On the other
side, research indicates a contrasting scenario, specifically in developing econo-
mies, where family involvement may exhibit different EM patterns due to the
unique context characterized by weaker external scrutiny and less robust regula-
tory regimes. In such environments, FFs feel less pressure from external minority
shareholders to maintain strict accounting practices or transparency, thus, these

firms often exert more REM (Razzaque et al., 2016).

In these terms, we aim to offer valuable insights into the mixed findings re-
garding the families’ tendencies to engage in EM practices, which appear to stem
from various factors, particularly surrounding environmental conditions and the
degree of external scrutiny present within the business market. Specifically, the
study contributes to the current body of literature on FFs dynamics by focusing
on firms listed on the Egyptian Stock Exchange (EGX) from 2015 through 2022.
Despite being a leading notion of rich financial and regulatory institutions history
that shaped the Middle East and North Africa (MENA) region’s economic and
professional landscapes (Moubarak and Elamer, 2024), Egypt, like most emerging
and developing economies, faces unique challenges of low external scrutiny,
limited investor control, concentrated ownership structure, and weak legal pro-
tection for minority shareholders (Moubarak, 2024b; Ismail, 2020b), which cre-

ates greater opportunities for manipulating earnings. In the unique context of
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FFs, Egypt has experienced a significant resurgence in these firms, particularly
following the implementation of free market policies that began in the 1970s.
According to the analysis of the Egyptian Center for Economic Studies (ECES),
as reported by PwC (2021), FFs play a crucial role in the Egyptian economy by
accounting for nearly 50 percent of the total economic activity in the country
and representing around 75 percent of activities within the private sector. Fur-
thermore, FFs contribute significantly to the employment of a large portion of
the population by employing approximately 70 percent of the labor force
(Abouelseoud, 2019).

Apart from their economic importance and vital role in sustaining livelihoods
in Egypt, FFs have recently encountered a series of political and economic
changes that posed significant challenges to their continued existence, beginning
with the Egyptian revolutions, subsequent amendments to the Egyptian consti-
tution, and implementation of new regulatory policies, the frequent devaluations
of the Egyptian currency, and the latest global outbreak of COVID-19 pandemic
which has dramatically impacted the economies worldwide, including Egypt
(Moubarak, 2024c; 2024a). Given these backdrops, there is a growing concern
that Egyptian FFs may resort to EM as a strategy to navigate these precarious cir-
cumstances in an attempt to strengthen their financial standing and ensure their
long-term survival in the increasingly competitive economic landscape. As such,
this study seeks to empirically explore the effect of family involvement in a firm’s
management, given their relative alignment and entrenchment characteristics, on
their likelihood of utilizing EM (i.e., AEM and REM). Secondly, the study in-
tends to shed light on the treatment of these firms to the difterent EM approach-
es, specifically whether they are viewed as complementary or alternative ap-
proaches in comparison to NFFs in Egypt. Given that, to the best of the re-
searchers’ acknowledgment, there is a lack of prior evidence on how Egyptian
FFs treat EM strategies. Thus, the dynamics of this relationship remain largely

unexplored within the context of the country.
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The primary finding of this paper provides evidence that the FFs have a sig-
nificant tendency to trade-oft between both EM approaches, AEM and REM.
Moreover, the conducted analyses demonstrate a significant preference among
FFs to manipulate their earnings through the firm’s real activities (i.e., REM
practices). This preference is consistent with the findings of previous studies
within comparable emerging and developing economies (Calabro et al., 2022;
Razzaque et al., 2016). The reason behind this conclusion stems from the unique
challenges and circumstances encountered by FFs in the emerging contexts of
low levels of investor protection, weak governance structure, and inefficient en-
forcement of laws and regulations creating an enhanced opportunity and incen-
tive for FFs to prioritize meeting short-term financial objectives over pursuing
sustained long-term firm value, which stands in contrast to the practices observed
among FFs in developed contexts (Achleitner et al., 2014). Moreover, the find-
ings indicate that AEM is not significantly exercised in FFs compared to NFFs,
suggesting that both firms possess comparable incentives to engage in an ac-

counting-related EM approach.

By achieving the research objectives, this study seeks to introduce several
contributions to the literature. On one hand, it provides unique empirical evi-
dence on the trade-off between AEM and REM practices in a distinct and highly
influential sector: the FFs. In addition, the evidence introduced by the current
study adds to the EM literature by shedding light on FFs in emerging and devel-
oping economies, particularly Egypt, which, to the best of the researchers’
knowledge, may seem to be under-researched compared to that of developed
economies. On the other hand, from the professionals’ points of view, the cur-
rent research might be of interest to several parties. First, the financial statements
users should recognize the dual influence of both operational practices and dis-
cretionary accruals when evaluating a firm’s financial performance since FFs en-
gage significantly in REM. This, in turn, necessitates heightened caution when
analyzing the disclosed financial information, as REM diminishes the overall
quality and reliability of earnings information content in a way that significantly

affects valuation decisions in capital markets. Third, the findings of the study car-
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ry an important call for both local and foreign investors looking to invest in
Egyptian FFs as they have to prudently analyze their portfolio selection to miti-
gate risks associated with possible economic repercussions of REM. Finally, from
a regulatory body's perspective, the study advocates for heightened “back door”

scrutiny of REM to ensure transparency and integrity of financial statements.

The remainder of this paper is organized as follows: Section 2 reviews the re-
lated literature and develops the research hypotheses. Section 3 delves into the
research methodology employed. Section 4 outlines the data analysis and discuss-
es the empirical results. Finally, Section 5 concludes the paper and provides its

limitations and opportunities for future research.

2- Literature Review and Hypotheses Development
2-1 Earnings Management: Theoretical Overview

The extant body of accounting literature has proposed various definitions of
EM. For instance, one comprehensive definition introduced by Healy and Wah-
len (1999) describes EM as the process by which managers leverage their personal
judgment and discretion in financial reporting, involving strategically structuring
transactions to manipulate the financial reports, with the dual intent of mislead-
ing stakeholders or influencing contractual outcomes based on the reported fig-
ures. Similarly, another definition by Leuz et al. (2003) emphasizes EM as the
insider's alterations in the firms’ economic performance aimed at deceiving users
or affecting contractual benefits. More recently, Baskaran et al. (2020) emerges a
more contemporary perspective by defining EM as a systematic strategy em-
ployed by firm managers to deliberately manipulate reported earnings to achieve
a predetermined target and create an overly positive view of the firm and its fi-

nancial position.

EM can be conducted through the deliberate selection of different account-
ing methods and policies, which often results in discrepancies between the ac-
counting recognition of income and the occurrence of actual cash flows (Francis
and Schipper, 2011), referred to as AEM. Furthermore, EM can also manifest in

the form of REM, where managers alter the real operating decisions by acceler-
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ating sales, adjusting shipment schedules, and delaying R&D expenditures
(Dechow and Skinner, 2000; Healy and Wahlen, 1999). Roychowdhury (2006)
referenced that firm managers alter normal operational practices by offering fa-
cilitated credit terms or higher sales discounts, engaging in overproduction, and
aggressively reducing discretionary expenditures to increase margins. Under the-
se definitions, previous research highlighted the significant differences between
AEM and REM, particularly in terms of the associated benefits and costs
(Baatour et al., 2017). Specifically, AEM has no direct eftect on a firm’s cash
flows, which leads to a less severe effect on the firm’s long-term valuation.
However, AEM falls within the scope of the audit procedures, which makes it
more susceptible to detection by auditors and regulatory authorities (Cohen and
Zarowin, 2010).

Conversely, REM is integrated into daily business operations, rendering
them less visible and more difficult for stakeholders to track. While this opera-
tional camouflage protects REM from immediate detection (Manowan and Lin,
2013), on the other side, it compromises the firm’s performance, severely threat-
ening its overall financial health in subsequent years (Roychowdhury, 2006).
Expanding upon these influences of different EM approaches, a substantive body
of research has explored how managers prefer to treat difterent EM approaches,
considering them as either complements or substitutes in different contexts. Even
though the majority of studies conclude that managers tend to substitute AEM
and REM to meet their predetermined earnings targets (Shah et al., 2024;
Khunkaew and Qingxiang, 2019; Zhu et al., 2015; Zang, 2012), a few other
studies have concluded that both EM approaches play complementary roles in
earnings reporting, suggesting that managers jointly and simultaneously employ
AEM and REM in manipulating earnings (Das et al., 2017; Sellami, 2016; Chen
etal., 2012).

These distinct associations between AEM and REM have motivated an in-
creasing number of researchers to explain this variation in terms of a plethora of
specific country-level and firm-level determinants, including national corruption

levels (Christopoulos et al., 2023), political connections (Ahmed et al., 2022),
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specific regulatory reforms (Ismail, 2017; Szczesny et al., 2008), compensation
clawback provisions (Chan et al., 2015), the adoption of principles-based Inter-
national Financial Reporting Standards (IFRS) (Viana et al., 2023; Ismail, 2017;
Ferentinou and Anagnostopoulou, 2016), multiple directorships (Baatour et al.,
2017), chosen business strategies (Purba et al., 2022), corporate diversification
(Alhadab and Nguyen, 2018), audit quality (Mnif and Ben Hamouda, 2020), and
auditor gender (Owusu et al., 2022).

In a similar vein, Achleitner et al. (2014) have also investigated whether
family dominance in a firm’s ownership and management structures within the
German context results in treating AEM and REM 1in a substitutive or comple-
mentary way compared to NFFs. The findings of the study provide compelling
empirical evidence that suggests a significant substitution relationship between
AEM and REM in FFs, highlighting that family founders tend to trade-oft be-
tween both EM strategies to achieve their financial objectives. Aside from the
work of Achleitner et al. (2014), to the best of the researchers’ acknowledg-
ments, there is a lack of sufficient evidence on the complementary or substitutive
relationship between AEM and REM 1in the FF's unique setting. Thus, to address
this research gap, the current study aims to contribute to the ongoing debate on
the relationship between EM different approaches in the Egyptian FFs context

by proposing the following non-directional research hypothesis:

H1: There is a significant association between REM and AEM practices in FFs

listed on the Egyptian Stock Exchange.
2-2 Earnings Management Approaches in Family-Owned Firms

The SEW theory posits that family owners exhibit a heightened commitment
to pursuing and preserving a favorable reputation of the firm since it is closely
linked to the family’s identity, dynastic succession, and emotional connections
(Moubarak, 2024c¢; Sageder et al., 2018). Unlike NFFs, which tend to prioritize
financial returns above all else, family founders approach their businesses with a
broader perspective. They view their firm’s reputation as not just a measure of

their commercial success but also as a vital extension of their family legacy (Ber-
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rone et al., 2012). For FFs, a strong reputation underscores their dedication to
ethical practices and community values, reflecting their commitment to main-
taining the family’s trustworthiness. This sense of responsibility often drives
family founders to make decisions that align with their sensitivity to reputational
damage (Sundkvist and Stenheim, 2023), regardless of the transparency of their
reporting. In this regard, the primary motivation driving the family owners to
ignore the easily identifiable signs of AEM stems from their strong desire to
evade scrutiny and detection by external parties. This is especially relevant since
AEM is particularly vulnerable to detection by high-quality auditors and regula-
tory bodies (Zang, 2012). Thus, the potentially severe impact the detection of
EM may have on a family’s reputation is likely to lead family members to view

the AEM strategy as less favorable (Sundkvist and Stenheim, 2023).

On the other hand, previous research has concluded inconsistent findings re-
garding the preferences of FFs to engage in REM. A particular study conducted
within the German context by Achleitner et al. (2014) highlight that FFs tend to
be less inclined to practice REM than NFFs. The study attributes this reluctance
to the heightened concerns these family owners have about the potential long-
term severe ramifications of REM on their overall future value. These concerns
are grounded in the SEW theory, which posits that family founders prioritize the
preservation of their family legacy for subsequent generations. As a result,
Achleitner et al. (2014) suggest that FFs are less likely to engage in the EM ap-
proach, which consumes significant real resources over the long term and conse-
quently puts the firm’s survival in doubt. Moreover, a recent research by Durén-
dez and Madrid-Guijarro (2018) confirm that increased family involvement in
small and medium-sized FFs within the Spanish manufacturing sector leads to a

significant reduction of REM practices.

However, Razzaque et al. (2016), referencing Bangladesh's specific context,
suggest contradictory findings in emerging complex landscapes characterized by
weak investor protections and ineffective enforcement of legal regulations. In
such settings, family ownership dynamics play a key role in not only fortifying

the authority of family owners but also exacerbating the risk of expropriation of
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minority shareholders. As a result, family founders often exploit avenues to rein-
force their entrenched positions within the firm, leading them to adopt more
aggressive REM practices. These findings were further confirmed by the re-
search conducted by Calabro et al. (2022), which indicates that family founders
demonstrate a greater willingness to bear the financial consequences associated
with REM to avoid the reputational damage that may be caused by AEM prac-
tices. Therefore, REM is expected to occur more frequently among FFs in
Egypt, which operate within a relatively weak governance setting. In light of the
aforementioned discussion, the following research hypotheses have been formu-
lated to further investigate the relationship between FFs and the various forms of

EM approaches in the unique context of Egypt:

H2a: Compared to NFFs, FFs listed on the Egyptian Stock Exchange are less
likely to engage in AEM practices.

H2b: Compared to NFFs, FFs listed on the Egyptian Stock Exchange are more
likely to engage in REM practices.

3-Research Methodology
3-1 Population, Sample Selection, and Data Collection

The research analysis focuses on firms listed on the Egyptian Stock Exchange
(EGX) over an eight-year period from 2015 to 2022. This research period was
selected to avoid the impact of regulatory instabilities from the Egyptian Revo-
lution in 2013, as well as the constitutional referendum and presidential elections
in 2014. To ensure the study’s relevance and accuracy, a purposive sampling
technique was applied, which involved selecting a specific sample of firms based

on the following criteria:

a) Financial institutions engaged in banking, insurance, and other financial ac-
tivities were excluded from the analysis as they operate under distinct regula-
tory Acts governed by the Central Bank of Egypt and the Financial Regulato-
ry Authority, which differ significantly from non-financial listed firms on the
EGX.
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b) Observations of missing firm-quarter-year that lacked dependent or inde-
pendent variables were eliminated from the sample to ensure the analysis was

based on a complete dataset.

c¢) Firm-quarter-year observations of extreme values or potential outliers have
been excluded to avoid distorting the analysis. Table 1 presents an overview
of the data cleansing process and the specification of the final sample used in

this research.

Following the above procedures, the final research sample consists of 2,711
quarter-year observations of 109 firms belonging to 16 industries, as shown in
Figure 1. Out of the 2,711 firm-quarters, FFs have been selected based on the
definition of Moubarak (2024c) and Muttakin et al. (2014) who operationalized
FFs as firms whose founders or a member of their family own at least 20 percent
of controlling shares. Besides, the founder or a member of that family holds an
influential managerial position in the firm, such as CEO, chairman, or executive
director. Based on this definition, the data consisted of 771 firm-quarter-year

observations of FFs, while the remaining 1,940 belonged to NFFs.

The research utilized secondary data sourced from multiple authorized
sources. Firms’ financial information was obtained from official financial state-
ments publicly available on the sample firms’ official websites, EGX official data-
base, and Refinitiv Datastream databases (previously known as the Thomson
Reuters Datastream database). Moreover, the researchers hand-collected non-
financial information about the firm’s ownership structure and board of directors
(BOD)-related information extracted from the firms' published governance re-

ports.
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Table 1: Data Cleansing Procedure and Final Research Sample

Firm-quarter-year
Observations

Number of firm-quarter-year observations for 8 years 7,136
Less: Financial institutions' quarter-year observations (1,504)
Less: Missing firm-quarter-year observations (2,699)
Less: Extreme firm-quarter-year observations (222)
2,711
Family-owned firms-quarter-year observations 771
Non-family-owned firms-quarter-year observations 1,940

= Basic resources 77
= Building materials
= Contracting and engineering
= Educational Services
= Energy
= Food and beverage
= Healthcare
= |ndustrial goods and services
ulT 425
u Packaging
= Real estate
= Textile
Trade and distributors
Transportation services
Travel

utilities

8g 16

171

12

Figure 1: Research Sample Classification by Industry

Source: Researchers’ own creation
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3-2 Definition and Measurement of Research Variables

3-2-1 Dependent Variables
3-2-1-1 Accrual-Based Earnings Management

Following the established body of accounting literature, this research assessed
the presence of AEM by estimating discretionary accruals through the standard
Jones model (S§JM) as described in Jones (1991). The SJM was explicitly selected,
tollowing the previous research of Shah et al. (2024) and Duréndez and Madrid-
Guijarro (2018), since it is identified as the most frequently used model in con-
temporary research published in reputable accounting journals, as evidenced by
Christensen et al. (2022). To estimate discretionary accruals, the study employed

the following model:
TACCit/TAw1= B(1/TAw1)+ B1(ASALES:/TAiw1)+ B2(PPEi/TAw1)+ Ex 1)

Where TACCt represents total accruals, including non-discretionary and
discretionary accruals, ASALESit is the change in the firm’s sales revenues, while
PPEit refers to the gross property, plant, and equipment. The residual error term
(€it) represents discretionary accruals that capture AEM. All variables in Equation
(1) are divided by the firm’s lagged total assets (TAit-1) to avoid the heteroske-
dasticity problem.

3-2-1-2 Real Earnings Management

The research relies on the widely recognized model introduced by Roy-
chowdhury (2006) to investigate the existence of REM. The model considers
several potential scenarios that may indicate the existence of REM, including
abnormally low levels of operational cash flows (CFO), abnormally low levels of
discretionary expenditures (DIEXP), and abnormally high levels of production
(PROD). According to by Roychowdhury (2006) the normal level of CFO can

be expressed as a linear function of sales and change in sales as follows:
CFOit/TAit 1=p (1/TAit1)+ B1(SALESit/TAit-1)+ B2(ASALESit/TAit 1) + £it (2)
while a normal level of DIEXP is calculated based on the following equation:

DIEXPit/TAit1 = p(1/TAit-1) + B1(SALESit1/TAit-1) + Eit (3)
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finally, the level of normal PROD is estimated based on the following equation:

PRODit/TAit1 = p(1/TAit1) + B1(SALESit/TAit1) + B2 (ASALESit/TAit-1)
+B3(ASALESit1 /TAit1) + €it 4)

where PROD represents the production costs calculated by adding the cost of

goods sold to the change in inventory level.

The residuals from Equations (2), (3), and (4) are used as the proxy for REM,
which corresponds to the abnormal levels of operating cashflows (AB_CFO),
abnormal levels of discretionary expenditures (AB_DIEXP), and abnormal levels
of production (AB_PROD), respectively. The research employs an aggregate
index (AGG_REM) to capture the overall effect of REM, which is computed by
adding the (-1) multiplication of standardized values of ACFO and ADIEXP to
the standardized value of APROD, as follows:

AGG_REMit = - AB_CFOit - AB_DIEXPit + AB_PRODit (5)

All variables used in equations from (1) — (5) are defined in Table 2, Panel A.

3-2-2 Independent Variable

To effectively identify FFs in Egypt, the study adopts the specific definition
drawn by the previous research of Moubarak (2024c) and Muttakin et al. (2014),
which assumes that FFs are characterized by an ownership structure where at
least 20 percent of the firm’s shares are owned by family members. Additionally,
at least one member of the family holds an influential managerial role, such as
CEOQ, chairman, or executive director. Therefore, based on this definition, the
study measures FFs as a binary variable, which is assigned the value of 1 if the
firm meets the aforementioned ownership and management criteria and 0 if oth-

erwise. Table 2 Panel B defines this variable used to identify FFs.

3-2-3 Control Variables

Following a broad stream of previous research, the current study selects a set
of control variables that may potentially affect AEM and REM practices. Table 2
Panel C defines the variables controlled in this study and their detailed measure-
ments.
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3-3 Regression Models

To test for the first hypothesis (H1) that investigates the substitutive relation-
ship between AEM and REM practices in FFs, an interactive variable (AEM*FF)
is used, following the research work of Achleitner et al. (2014). A negative (posi-
tive) coefficient of AEM*FF would be interpreted as evidence of a substitutive
(complementary) relationship between different EM approaches in FFs. The first

model is expressed as follows:

AGG_REMit = B0 + 31 AEMit + B2 FFit + 3 AEMit*FFit + 34 FSIZEit + 35 LEVit + 6
DTEit + B7 ROEit + 38 ROAit + 39 CURit + 10 ATRit + 311 NPMit + 312 SGROWit
+ 313 EPSit + 14 LOSSit + 315 CASHit + 316 DEPit + 317BIG4it + 18 Industry
+ B19 Quart + Eit (6)
Moreover, the following models have been used to test the research predic-
tion of having smaller (larger) amounts of AEM (REM) in FFs in listed firms in
Egypt (i.e., H2a and H2b), respectively:

AEMit = B0 + B1 FFit + B2 FSIZEit + B3 LEVit + B4 DTEit + B5 ROEit + p6 ROAit + B7
CURIt + B8 ATRit + B9 NPMit + 810 SGROWit + p11 EPSit + B12 LOSSit + p13 CASHit
+ P14 DEPit + 15 BIG4it + B16 Industry + p17 Quart + Eit (7

AGG_REMit = 0 + B1 FFit + (32 FSIZEit + 33 LEVit 4+ 34 DTEit + 5 ROEit + 6 ROAit
+ B7 CURIt + B8 ATRit + B9 NPMit 4+ B10 SGROWit + p11 EPSit 4+ p12 LOSSit + p13
CASHit + 14 DEPit + 315 BIG4it 4+ 16 Industry + 317 Quart + Eit 8)
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Table 2: Definitions and Measurements of Research Variables

Panel A: Variables used to measure dependent variables (AEM & AGG_REM)

Symbol Definition

TACC; Total accruals for firm i at quarter t; calculated as the difference
between a firm’s net income and operating cash flows

ASALES; Change in firm i sales from quarter t and t-1

PPE; Book value of gross property, plant, and equipment for firm i at
the end of quarter t

TA1 Total assets of firm i at the end of quarter t-1

CFOy Cash flows from operations of firm i at quarter t

SALES; Sales revenue of firm i during the quarter t

DIEXP; Discretionary expenses of firm i during quarter t are calculated as
the sum of advertising and selling, general and administrative
(SG&A\) expenses, and research and development (R&Djy) ex-
penses.

SALES;.; Sales revenue of firm i during the quarter t-1

PROD; Production costs of firm i in quarter t; calculated by adding cost
of goods sold (COGS;) to the changes in inventory level (AINV})

ASALES;; Change in firm i sales from quarter t-1 and t-2

AB_CFOq Abnormal operating cash flows of firm i in quarter t

AB_DIEXP; Abnormal discretionary expenses of firm i in quarter t

AB_PROD; Abnormal production cost of firm i in quarter t

AGG_REM; Aggregate measure of three real earnings management practices;
calculated by adding the (-1) multiplication of standardized val-
ues of AB_CFO and AB _DIEXP to the standardized value of
AB_PROD

AEM; Measure of accrual-based earnings management practices

Panel B: Independent Variable

Symbol Definition

FFsit A dummy variable equals 1 if a family owns at least 20 percent
of the firm’s shares and a member of this family holds a manage-
rial position (e.g., CEO, chairman, executive director, etc.) and 0
if otherwise

Panel C: Control Variables

Variable Symbol Definition

Firm Size FSIZE; The natural log of total assets in quarter t

Leverage LEV; The ratio of total debt at the end of quarter t by

the total assets at the end of quarter t
Debt to Equity DTE; The ratio of total debt at the end of quarter t by

the total equity at the end of quarter t

Return on Equity

ROE; The ratio of net income during quarter t divided
by the average total equity
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Return on Assets ROA; The ratio of net income during quarter t divided
by the average total assets

Current Ratio CURy The ratio of current assets at the end of quarter t
divided by the current liabilities at the end of
quarter t

Acid-Test Ratio ATR; The ratio of most liquid current assets at the end
of quarter t (Current assets — inventory — prepaid
expenses) divided by the current liabilities at the
end of quarter t

Net Profit Margin -~ NPM;, The ratio of net income during quarter t divided
by average total assets

Sales Growth SGROW; The ratio of change in sales during quarter t (Sa-
les;, — Sales;.1) divided by sales during quarter t-1

Earnings per EPSi The ratio of distributable net income during quar-

Share ter t divided by the average number of outstand-
ing ordinary shares

Loss LOSS; A dummy variable equals the value of 1 if the
firm achieves a negative net income during quar-
ter t and O if otherwise

Cash Ratio CASH; The ratio of cash and cash equivalents at the end
of quarter t divided by current liabilities at the
end of quarter t

Depreciation Ex-  DEP;, The ratio of depreciation expense during quarter t

pense Ratio divided by average total assets at the end of quar-
ter t

Audit Firm Size BIG4; A dummy variable equals the value of 1 if the

audit firm assigned in quarter t is one of the big 4
audit firms (Deloitte, PwC, EY, or KPMG) and 0
if otherwise

4- Results and Discussion

4-1 Models Testing Results

A series of statistical tests have been conducted to validate the application of

appropriate regression analysis and to verify the adherence to the assumptions

underlying panel or ordinary least squares (OLS) models. First, the Kolmogorov-

Smirnov test was employed to confirm the normality of the residuals derived

from the models, and the results confirmed that the residual data followed a

normal distribution. Moreover, an examination of the heteroscedasticity prob-

lem using the Breush-Pagan test. The findings indicated that the p-value is in-

significant (i.e., more than 0.05) for independent variables, suggesting that heter-
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oscedasticity 1s absent in the data. Thus, the outcome supports the assumption of
homogeneity in both regression models. The Durbin-Watson was also conduct-
ed to further investigate the potential of autocorrelation statistical problem, and
the analysis results showed no evidence of serial correlation. Moreover, the vari-
ance inflation factor (VIF) was calculated for independent variables to examine
the existence of multicollinearity among variables. The results indicated that the
highest VIF value was 4.180, which is below the threshold of 10, therefore sug-
gesting the absence of multicollinearity in the variables of this study. Given these
evaluations and their corresponding findings, it is evident that the OLS regres-
sion is well-suited for the analysis of this research, in line with the pioneer
Achleitner et al. (2014).

4-2 Descriptive Statistics

Table 3 provides a comprehensive descriptive analysis of the research varia-
bles focusing on the two distinct groups of FFs and NFFs. Regarding the AEM
practices, the analysis reveals that the difference in the mean value between both
groups 1s insignificant, with FFs reporting a mean of 0.0055 and NFFS at -
0.1318. Furthermore, this finding is further confirmed by analyzing median val-
ues for both groups, which indicates a similar insignificant difference in their
AEM practices. The comparable medians suggest that despite the numerical dif-
ferences in mean values, both FFs and NFFs exhibit a similar approach toward
AEM, therefore, providing initial insufficient evidence to support /2a. In con-
trast, the analysis of REM practices reveals compelling results, specifically, the
mean estimate of FFs equals 0.1777, which is significantly greater than the
0.0050 reported by NFFs. Additionally, when comparing median values, the
trend remains consistent, as FFs exhibit a median value of 0.2382, while NFFs
show a significantly lower REM median value of 0.0074. This indicates that FFs
engage in a greater extent of REM practices than NFFs, aligning with the hy-
pothesis (F2b) developed in this research.

In addition to the findings presented, Table 3 highlights the significant differ-
ences in various controlling variables between FFs and NFFs. One of the most

prominent findings is that FFs exhibit a markedly larger firm size compared to
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their NFFs counterparts, which not only suggests a greater market presence but
also implies enhanced market power and the ability to influence sector dynamics.
Therefore, the analysis aligns with the findings of previous research that empha-
sizes the positive influence of FFs on the economy. This increased size is further
complemented by a significantly higher liquidity position for FFs, as indicated by
the measure of the acid-test ratio, which illustrates their greater capacity to meet
short-term financial obligations and navigate economic uncertainties. Addition-
ally, FFs outperform NFFs significantly in terms of profitability, as evidenced by
their mean earnings per share of 1.8719, compared to 0.3231 for NFFs, high-
lighting their efficiency in generating substantial returns for their shareholders.
Beyond these critical metrics, the analysis reveals important distinctions in aver-
age and median cash ratios, depreciation expense ratios, and the size of audit
firms engaged, indicating that FFs not only exhibit superior financial health but
also engage in different operational practices that may further influence their

overall performance in the market.

Table 3: Descriptive Statistics

Variables Mean Median Standard Deviation Significant of
Differences
FFs NFFs FFs NFFs FFs NFFs Mean Median

AEM 0.0055 -0.1318 -0.0179 0.0104 0.7771  1.4285 n.s. n.s.
AGG_REM 0.1777 -0.0050 0.2382 0.0074 0.5997 1.0814 sig. sig.
FSIZE 20.9571 20.4226 20.8446 20.4557 2.4616  1.9300 sig n.s.
LEV 0.5281 0.5572 0.5250 0.5213 0.2779  0.5567 n.s. n.s.
DTE 16217 11699 1.0517 0.9712 5.7519 10.6957 n.s. n.s.
ROE 0.0259 0.0385 0.0217 0.0257 0.2493 0.1902 n.s. n.s.
ROA 0.0139 0.0133 0.0095 0.0109 0.0293 0.0488 n.s. n.s.
CUR 2.6024 24402 1.3299 1.3971 6.4970 4.6650 n.s. n.s.
ATR 0.8532 15102 0.8251 0.9007 6.6134 5.2098 sig. sig.
NPM 0.0061 0.0939 0.0620 0.0730 0.7076  1.2006 n.s. sig.
SGROW 0.1411 0.3013 0.0332 0.0210 0.6830 4.1645 n.s. n.s.
EPS 18719 0.3231 0.1300 0.0700 11.2727 1.2272 sig. sig.
LOSS 0.2387 0.2165 0.0000 0.0000 0.4265 0.4120 n.s. n.s.
CASH 0.5018 0.6888 0.1671 0.1443 13731 2.1556 sig. sig.
DEP 0.0054 0.0069 0.0044 0.0049 0.0041 0.0118 sig. sig.
BIG4 0.4338 0.3491 0.0000 0.0000 0.4959 0.4768 sig. sig.

Notes: (sig.) denotes significance and (n.s.) denotes non-significance
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4-3 Correlation Matrix

A Pearson correlation analysis was performed to examine the relationships
among all relevant variables, and the findings are detailed in Table 4. The exami-
nation of the correlation coefficients between FFs and EM practices offers further
support to the descriptive statistics previously analyzed. Specifically, this analysis
reveals an insignificant correlation between FFs and AEM. In contrast, a signifi-
cant positive correlation was found between FFs and REM, suggesting that FFs
are significantly engaged in REM practices. Additionally, the analysis reveals sig-
nificant correlations within the data. For example, firm size demonstrated a sig-
nificant positive correlation with the aggregate measure of REM, indicating that
larger firms tend to engage in higher levels of REM. This observation aligns with
expectations, as larger firms are often presented with more opportunities and
incentives to manipulate their earnings in order to maintain their competitive
market position. On the other hand, leverage showed a significant negative cor-
relation with REM and an insignificant correlation with AEM. This suggests that
firms with higher levels of debt are less likely to practice in EM, possibly due to
the heightened scrutiny and monitoring faced by highly leveraged firms.
Furthermore, other financial ratios, including debt-to-equity, return on equity,
and the current ratio, also exhibited significant correlations with both approaches
to EM.

4-4 Regression Results

This subsection explores the empirical results of the tests for research hypoth-
eses concerning the relationship between various EM approaches (i.e., /1), and
the directional influence of FFs on both AEM and REM practices (i.e., /2a and
H2b).

4-4-1 Tests for H1

Table 5 presents the detailed regression estimates related to the research hy-
pothesis (A1), which investigates the association between AEM and REM ap-
proaches within the context of Egyptian FFs. The statistical analysis demonstrates

that the model is significant, as indicated by a p-value of less than 0.05. Further-
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more, the model exhibits a multiple coefficient of determination (R?) of 57.2
percent, suggesting that a substantial portion of the variance in the dependent
variable can be explained by the independent variables included in the model.
The findings indicate a significant negative relationship between AEM and REM
in the context of these FFs. This negative correlation suggests that as one ap-
proach of EM increases, the other tends to decrease, reflecting a substitutive rela-
tionship. Specifically, the interactive variable (AEM*FF) shows a negative and
significant coefficient. This result implies that FFs are likely to shift between
AEM and REM approaches in order to meet their financial goals and perfor-
mance targets. Such behavior is aligned with the initial predictions of the re-
search and the findings from antecedent work (Achleitner et al., 2014; Zang,
2012). Consequently, these insights provide robust support for accepting hy-
pothesis H1, confirming that the two EM approaches serve as alternatives to

one another in the Egyptian FFs.

4-4-2 Tests for H2a/H2b
Table 6, Model (1), presents the findings related to hypothesis (/2a), which

investigates the relationship between FFs and AEM practices during the specified
research period. The model reveals statistical significance as indicated by a
p-value of less than 0.05, accompanied by an R? value of 14.5 percent. These
results align with the prior descriptive and correlation analyses, which suggest
that there is no significant association between FFs and AEM practices (coeft.
= 0.005, p-value = 0.911). This lack of significant correlation implies that both
FFs and NFFs in Egypt employ AEM strategies in a comparable manner, poten-
tially to mislead stakeholders and fulfill their respective objectives. This finding
contradicts with previous literature of Achleitner et al. (2014), which suggests a
significant relationship between FFs and AEM practices in Germany. One possi-
ble explanation for this discrepancy is the unique context of Egypt's emerging
market, characterized by inadequate investor protection and weak governance
across all firms. These factors may contribute to a regulatory environment where

the distinction between FFs and NFFs in terms of AEM practices becomes
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blurred, leading to similar behavior among both types of firms. Therefore,

H2a is rejected.

In analyzing the control variables, it becomes evident that the coefficient re-
lated to the profitability indicator, the return on assets (ROA), demonstrates a
significant positive relationship with the adoption of AEM practices. This sug-
gests that firms exhibiting higher levels of overall performance, as measured by
ROA, are more inclined to engage in AEM strategies. Conversely, the indicators
measuring net profit margin and sales growth present a significant and opposite
trend. These findings indicate that companies operating with lower profit mar-
gins and experiencing lower rates of sales growth are more likely to employ
AEM practices. This behavior can be interpreted as these firms striving to
enhance their market performance and align with investor expectations, poten-
tially compensating for their less favorable profit margins. Additionally, the ratio
of depreciation expense plays a significant controlling role in this context, reveal-
ing a positive significant effect on the implementation of AEM. In other words,
firms that incur higher depreciation expenditures appear more inclined to utilize
AEM, possibly as a method to manage their reported earnings strategically. In
contrast, the other control variables included in the analysis do not demonstrate a
statistically significant impact on the extent to which firms engage in AEM prac-

tices.

In advancing the analysis for hypothesis (/2b), which posits a positive and
significant relationship between FFs and REM. The corresponding results are
presented in Table 6, Model (2), indicating a strong statistical significance, as evi-
denced by a p-value of less than 0.05, which 1s commonly accepted as an indica-
tor of a reliable result. Moreover, the model's R? value is 37.1 percent, reflecting
that a substantial portion of the variance in REM can be explained by the varia-
tions in FFs. The results support the hypothesized positive correlation between
the two variables. This is further confirmed by the coefficient for FFs, reported at
0.232 with a p-value of 0.000. This indicates that in Egypt, FFs are significantly
more likely to engage in REM practices to meet their financial objectives. Con-

sequently, F2b is accepted. Additionally, these results align with the existing
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literature (Calabro et al., 2022; Razzaque et al., 2016), which suggests that FFs
operating in emerging economies tend to adopt REM approaches more fre-
quently than their counterparts in developed economies. These findings high-
light circumstances of unique emerging and developing markets that often drive
firms to employ aggressive EM approaches, in the long run, to navigate financial

reporting and meet stakeholder expectations.

Concerning the control variables, the regression analysis reveals significant
relationships between several variables and the firm’s tendency to exercise REM
practices. Consistent with the earlier findings from the correlation analysis, firm
size demonstrates a positive and statistically significant relationship with REM,
suggesting that larger firms are likely to engage in higher levels of REM, which
aligns with the expectations of larger firms having more substantial incentives to
manipulate earnings. In addition, a firm’s leverage also exhibits a significant
negative effect on REM, indicating that firms with higher levels of debt are less
likely to engage in REM practices, probably due to the increased stakeholders
and creditors’ scrutiny and monitoring faced by higher-leveraged firms. Moreo-
ver, other control variables, such as profitability, measured by ROA, sales
growth, and liquidity, measured by current and acid test ratios, also demonstrate
significant influence on REM. For instance, firms with higher profitability may
have lower incentives to sacrifice their long-term value to manipulate their re-
ported earnings. Moreover, the results suggest that the cash and cash equivalents
ratio negatively and significantly influences REM, suggesting that firms with
higher cash ratios may be less likely to engage in such an EM approach. The re-
sults indicate that firms with higher cash reserves feel more secure exercising
REM. Also, the depreciation expense ratio shows a negative and significant rela-
tionship with REM. Finally, a negative and significant influence of audit firm
size on REM is attributed to the unique characteristics of the audit market in
Egypt where smaller audit firms tend to be more influential and thus may exhibit
a higher tolerance for managerial manipulations in order to maintain their market

share (El-Dyasty and Elamer, 2021).
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Table 5: Test of the relationship between AEM and REM

Variables Coefficient p-value
Constant -1.913 0.000

AEM 0.9042 0.000

FFs 0.2287 <0.001
AEM*FFs -0.1387 0.014

FSIZE 0.1117 <0.001
LEV -0.2940 <0.001
DTE 0.0030 0.085

ROE 0.0632 0.459

ROA -3.3959 <0.001
CUR 0.0308 <0.001
ATR -0.0231 <0.001
NPM 0.0628 0.008

SGROW -0.0761 <0.001
EPS -0.0011 0.694

LOSS -0.0040 0.935

CASH -0.0246 0.024

DEP -11.9975 <0.001
BIG4 -0.6202 <0.001
Industry fixed effect Controlled

Quarter fixed effect Controlled

Number of valid observa- 2,711

tions

Model sig. 0.000

R-squared 0.572

Table 6: Test of the relationship between FFs and EM approaches

(AEM & REM)
Variables Model (1) - AEM Model (2) - REM
Coefficient p-value Coefficient p-value

Constant 0.0947 0.676 -1.8498 0.000
FFs 0.0051 0.911 0.2315 0.000
FSIZE -0.0056 0.611 0.1077 0.000
LEV -0.0060 0.900 -0.3019 0.000
DTE -0.0009 0.664 0.0024 0.345
ROE 0.0666 0.489 0.1323 0.274
ROA 1.8722 0.007 -1.7512 0.044
CUR -0.0002 0.973 0.0312 0.001
ATR -0.0018 0.785 -0.0252 0.003
NPM -0.0791 0.003 -0.0081 0.811
SGROW -0.0281 0.000 -0.1015 0.000
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EPS 0.0001 0.969 -0.0010 0.808
LOSS -0.0814 0.144 -0.0727 0.299
CASH -0.0163 0.186 -0.0385 0.013
DEP 5.7404 0.003 -6.9046 0.004
BIG4 -0.0009 0.984 -0.6208 0.000
Industry fixed Controlled Controlled

effect

Quiarter fixed Controlled Controlled

effect

Number of valid 2,711 2,711
observations

Model sig. <0.001 <0.001
R-squared 0.145 0.371

5-Conclusion

The paper aims to empirically investigate the family’s ownership and control
over managerial preferences between AEM and REM approaches. Accordingly,
the analyses are based on a sample of 109 non-financial firms listed on the Egyp-
tian Stock Exchange with a total of 2,711 firm-quarter-year observations from
2015 to 2022. This sample observation includes 771 quarter-observations for
firms owned by families in 16 different industries based on the definition of FFs
identified in several previous research (Moubarak, 2024c; Muttakin et al., 2014).
The findings provide support for the first hypothesis, indicating that FFs prefer
the trade-oft decision of AEM and REM practices but exhibit a significant
inclination toward REM practices. However, while testing the influence of FFs
on their extent to exercise AEM, the results derived indicate that engaging in
such type of an EM approach demonstrates no significant difference between FFs
and their counterparts of NFFs. The FFs market, all over the world, is a very
promising sector for international investment portfolios, given the fact that
families are often associated with the notion of entrenchment and emotional
kinship. Therefore, credible financial information reported by these firms is of
utmost importance to make efficient investment decisions. However, magic may
harm magicians themselves, as the valuable characteristics that distinguish family

founders act as a double-edged sword that may lead them to exercise nepotism
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for their families and prioritize achieving short-term financial returns over long-

term firm profitability and growth prospects.

The research discussions create significant regulatory and auditing implica-
tions, emphasizing the urgent need for substantial organizational governance
improvements to regulate financial reporting within FFs and prevent misrepre-
sentation of disclosed financial information, particularly in relation to EM
practices. Given that Egypt’s current presidential initiatives are mainly aimed at
bolstering foreign investment and consequently enhancing financial reporting
credibility. Specifically, the current paper's findings can serve as a valuable
resource for regulatory bodies in Egypt, prompting them to consider the REM
implications when establishing disclosure and reporting requirements. Further-
more, auditors are also urged to intensify their scrutiny of potential sources of
REM through this research, recognizing its economic consequences that may
have far-reaching eftects on the firm’s operations. The insights provided by this
study also enhance the investors' and shareholders' understanding of FF’s unique
financial reporting landscape, which is expected to encourage them to improve

their investment decisions and carefully assess their portfolio selections.

The study is subject to several limitations that not only restrict the
current findings but also create avenues for future research. One significant
limitation is the varying definitions of FFs, which complicate comparisons
between studies and suggest the need for a standardized criterion. Additionally,
difficulties in accessing extensive information databases, typical in research
focused on emerging and developing economies, led to a limited sample size that
may not fully represent the complexities of family firms. Future research should
aim for larger, more representative samples. Moreover, future researchers are also
advised to explore the impact of generational succession on managerial prefer-
ence of EM approaches, which was not addressed in this study. Furthermore, the
study compares FFs with NFFs regarding EM, like most existing literature.
However, to the researchers’ best acknowledgment, there is a gap in understand-
ing other managerial opportunistic behaviors such as financial statements fraud,

asset misappropriation, and corruption, which can significantly affect sustainable
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firm value. Finally, examining how FFs and NFFs respond to macro and microe-
conomic events, such as the Russian and Ukrainian conflicts or the recurring
devaluations of the Egyptian currency, could provide valuable insights into their
trade-off decisions and enhance understanding of their resilience in changing

economic conditions.
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