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Abstract 

Based on the agency, stewardship and pecking-order theories, the aim of this study is to explore 

the effect of firm’s capital structure on earning management as well as the moderating role of 

family-owned firms. The sample spams 250 manufacturing firms listed on Pakistan Stock 

Exchange over the period from 2012 to 2024. The discretionary accruals are employed as a proxy 

of earning management. The ordinary least square is used first to estimate the regression 

parameters that are then used to calculate the nondiscretionary accruals. Based on nondiscretionary 

accruals the discretionary accruals are then estimated. For further analysis this study employs fixed 

effect regression. The findings of this study reveal that firm’s capital structure have significantly 

positive impact on earning management and family-owned firms significantly weaken the 

relationship between capital structure and earning management. This study provides guidelines for 

the investing decisions of stakeholders as well as for the regulators to take protective measures to 

reduce the manipulation of financial statements. This study will also help regulators to make 

financial markets efficient. 

Introduction 
Capital structure (CS) choices made by firms are very important in influencing the financial status 

as well as the profitability of the firms. During the process of earnings management (EM) where a 

firm’s financial statements are manipulated to achieve a certain objective, a number of factors can 

play a role, among them being capital structure. It is a phenomenon used for maneuvering financial 

data to achieve predetermined targets. One of these targets is to show stable earnings to influence 

the stakeholders (Le & Nguyen, 2023; Micah and Chinwe 2014). EM is more about the accounting 

practice that may or may not follow the accounting standards but violates the intentions for which 

these standards are enacted. In other words, EM is the maneuvering of actual financial accounting 

figures to the preparer's desired figures by manipulating the loopholes available in financial 

standards (M. Bhasin, 2010; M. L. Bhasin, 2010; Bhasin, 2014; Jian et al., 2024; Abualhassan et 

al., 2024).  One of the fundamental differences between family-owned and non-family-owned 

firms is that in family-owned firms ownership is more highly concentrated and this may also be 

associated with a distinct governance structure therefore suggesting possible variation in EM in 

relation to CS dynamics (Murni et al., 2023; Naz & Sheikh, 2023). To make well-informed 

decisions by stakeholders the reliability and accuracy of financial statements are required. The key 

Review Journal of Social Psychology & Social Works 

                                 http://socialworksreview.com 

            ISSN-E: 3006-4724                       Volume: 3 

            ISSN-P: 3006-4716                        Issue: 4 (October - December, 2025) 

   

 

mailto:zafarazam@upr.edu.pk
mailto:aftabtabasam@upr.eud.pk
https://doi.org/10.71145/rjsp.v3i1.4
http://socialworksreview.com/


_____________________________________________________________________________________ 
  Volume: 3           Issue: 4                                    515                                               (October - December, 2025) 

performance indicators shown in financial statements are the main source for individuals, potential 

investors, regulators and creditors (Wokukwu, 2015). However, the credibility of financial 

statements has been questioned after financial scandals exposed in recent decades like Enron, 

WorldCom, and Satyam etc. These scandals inherited the accounting manipulations and also 

exposed the failure of regulators and auditors. Despite the strict measures taken by the regulators 

like the Sarbanes Oxley Act (SOX), accountants are still sometimes misleading the users of 

financial statements to portray a greener picture of the company on demand of the management 

(Susmuş & Demirhan, 2013). EM is one of the tools that is being used by accountants to make 

financial statements attractive (Gupta & Kumar, 2020). Companies sometimes use creative EM to 

influence competitors, and this is quite evident in large US firms (Brown et al., 2015; Browne, 

2015). According to Ali Shah et al. (2011), Managers do the EM to meet internal objectives and 

external opportunities while providing window dressing and income smoothing etc. They argue 

that creative accounting is not a bad practice but it can become bad if misused. As Gupta & Kumar 

(2020) concluded that creative accounting practices have a long history and despite the strict 

measures taken by the regulators, these practices cannot be controlled. They suggest that to control 

this problem, the implementation of professional ethics is to be taken into account and some capital 

punishments are needed to be introduced. The CS and its determinants have been focused on by a 

considerable number of academic researchers in accounting and finance studies for years. 

However, until the early last decade, the relationship between EM and CS has not attracted the 

attention of researchers in the accounting field. Nevertheless, since then, accounting researchers 

have not given enough attention to this issue. Few studies e.g. Beatty & Weber (2003); Dichev & 

Skinner (2002); Lang et al. (2012); Sweeney (1994) and An et al. (2016) evidenced the 

positive/negative association between CS and EM in their studies. The association of family 

concentrated firms and EM has also been investigated in the studies e.g. (Abdullah & Ismail, 2016; 

Saleem Salem Alzoubi, 2016; Chi et al., 2015; Duréndez & Madrid-Guijarro, 2018; Eng et al., 

2019; Ghaleb et al., 2020; Rodriguez-Ariza et al., 2016; Razzaque et al., 2016; Srinidhi et al., 2014; 

Teh et al., 2017; Tsao et al., 2019; Wang, 2006). Similarly, some studies e.g. Baek et al. (2016); 

Gottardo et al. (2019) and Jensen & Meckling (2019) evidenced the association between family-

concentrated firms and CS. On the best of authors’ knowledge, prior studies have investigated the 

impact of CS on EM. They proposed various mechanisms through which firms may have the 

motivations to undertake EM practices in order to carry out and/or maintain a preferred leverage 

ratio or meet expectations of financial analysts (Duréndez & Madrid-Guijarro, 2018; Eng et al. 

2019; Ghaleb et al., 2020). But the impacts of family ownership on this relationship are still 

unelaborated. Agency theory states that family-controlled companies have reduced agency costs 

and as such they would indulge in less EM than non-family owned companies. On the other hand, 

stewardship theory predicts that family owners are more likely to have an orientation towards 

sustainable shareholder value and tend to use EM for their benefits. Additionally In the future 

directions given by Ghaleb et al. (2020); Al-Duais et al. (2022); Murni et al. (2023), who 

investigated the relationship between family-concentrated firms and real EM, proposed that this 

relationship can be investigated in other Asian countries having similar ownership structures as in 

Malaysian firms. Motivated by the study of Ghaleb et al. (2020); Al-Duais et al. (2022) and Murni 

et al. (2023), this study not only investigates the relationship between family-owned firms, CS and 

EM but also goes one step further to investigate the moderating role of family-owned firms 

between the relationship of CS and EM. This is because the moderating role of family-controlled 

firms between the relationship of CS and EM has not been found in literature in general and in the 

context of Pakistan in particular. In Pakistan Majority of firms have roots in family startups and 

around 67% of firms are controlled by families (Khan et al., 2025; Khan et al., 2019). As Chi et 

al. (2015) stated weak corporate governance, high ownership concentration, less transparency, and 
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weak judicial systems in East Asian countries offer more chances for the concentrated groups to 

be involved in EM practices. So there is a dire need for the literature to investigate the moderating 

role of family-controlled firms between the relationship of CS and EM to provide empirical 

evidence for the stakeholders to make well-informed financial decisions. Based on the efficient 

monitoring hypothesis, agency cost of free cash flows theory, and pecking order theory, this study 

deals with the question of whether EM which further worsens the information asymmetry of cash 

flows is affected by increasing or decreasing the financial leverage of the firms. More specifically, 

this study intends to provide empirical evidence on this issue by examining the association between 

EM practices and CS and the role played by family-owned firms to strengthen or weaken this 

association. This study makes reference to three theories: agency theory; stewardship theory and 

the pecking order theory of CS. Agency theory articulated the relationship between shareholders 

and managers and claims that the existence of such a relationship creates the potential for both 

parties to engage in opportunistic behavior such as EM. Stewardship theory may imply that family 

firms take a more considerate interest in the welfare of other company stakeholders and are less 

involved in EM. The pecking order theory offers explanations about decisions on how to finance 

firms’ operations from within or outside organizations.  

A Plethora of research has been conducted on the CS and EM relationship in general but, too few 

can be found in the context of Pakistan. However, the moderating role of family firms between CS 

and EM has not been found in literature in the context of Pakistan. This study provides guidelines 

for the investing decisions of stakeholders as well as for the regulators to take protective measures 

to reduce the manipulation of financial statements. This study will also help regulators to make 

financial markets efficient. This study will contribute to the body of literature and will have 

reasonable input for the stakeholders and financial statement users. 

 

Literature Review 
EM appears when judgments in financial reporting are used and transactions are structured in a 

way to modify financial reports thus, misrepresenting the underlying economic performance to 

deceive stakeholders (Healy & Wahlen, 1999). To meet financial reporting targets, managers 

manipulate the financial statements as well as the operating and financing activities of their firms. 

Graham et al. (2005) further confirmed this idea through the survey of financial officers, which 

found that chief financial officers (CFOs) are often willing to show better earnings in the short run 

by reducing discretionary costs like research & development and advertisement. As Baskaran et 

al. (2020) concluded EM is an exercise to maintain a positive firm's value by following corporate 

laws and accounting standards. Prior studies which addressed the relationship between EM and 

CS based their hypothesis on the agency cost of free cash flows theory. This theory predicts that 

firms having higher debt-to-equity ratios are more inclined to higher earning maneuvering 

practices.  The studies of Lang et al. (2012) and An et al. (2016) state that EM is often used as a 

proxy for agency conflict between owners and managers. As An et al. (2016) report the evidence 

of a significant positive relationship between EM and CS based on agency conflict of information 

asymmetry between principals and agents. They posit that most of the studies in the past test the 

debt hypothesis which states that firms having higher leverage tend to keep their income better to 

make them attractive to creditors. The studies of Beatty & Weber (2003); Dichev & Skinner (2002) 

and Sweeney (1994) concluded that higher financial leverage increases the likelihood of EM 

activities to avoid violations of debt covenants. In the same manner Sweeney (1994) also 

confirmed support of the debt hypothesis that the firms with greater leverage are more likely to be 

engaged in income-increasing practices. The early empirical studies regarding the association 

between CS and EM include the work of (Zhang & Liu, 2009) which used a sample of listed firms 
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in China from 2003-2007. This study managed to establish an association between CS and EM 

practices. The empirical results of this study show that there is a significant positive association of 

the relationship between earnings management and debt ratio. This study also indicates that the 

equity proportion of executives and EM has a weak but positive association. However, Naz et al. 

(2011) investigated the impact of CS and firm size on the EM of listed firms in Pakistan from the 

2006-2010 period and found a significant negative association between CS and EM. Moreover, 

Al-Mohareb & Alkhalaileh (2019) conducted a study of a sample of 119 non-financial listed firms 

in the Tehran Stock Exchange and found that both firm size and discretionary accruals are 

positively associated with CS. The studies conducted by Exchange (2019); Obeidat (2016) and An 

et al. (2016) to examine the impact of CS on EM found a significant positive relationship between 

leverage and EM practices. According to Lazzem & Jilani (2018) while examining the impact of 

leverage on accrual-based EM practices concluded, that high leverage causes the increase in 

earnings manipulation by managers. Similarly Dechow et al. (2011) found that firms which are 

practicing EM reported an unusual market-to-book ratio. According to Dang et al. (2021)  firms 

having high-EM activities have a high leverage ratio. Based on the above piece of literature, the 

first hypothesis is then developed as follows. 

Hypothesis 1: Capital structure and earning management have significant positive/negative 

relationships. 

On the other hand, the Efficient monitoring hypothesis as cited by Swai & Mbogela (2016), 

ownership concentration causes less EM. The fact behind this is that, due to high monitoring costs, 

small shareholders would not prefer to go for monitoring the management activities, but only share 

a little contribution. Therefore, shareholders holding relatively a small fraction of outstanding 

shares have large incentives to free-ride in the monitoring process. Prior studies e.g. Dechow et al. 

(1996) and Shleifer & Vishny (1986) have suggested that shareholders having a large proportion 

of outstanding shares, have significant influence over firm management and hence, they can 

actively monitor the management activities, which in turn reduces the possibilities of EM 

activities. However, in the literature, many researchers claimed that ownership structure affects 

the likelihood of EM practices. Concentrated ownership structure prevailed in family firms 

Srinidhi et al. (2014) and according to Duréndez & Madrid-Guijarro (2018), the quality of financial 

reporting is largely influenced by concentrated ownership structure. Some studies like Rodriguez-

Ariza et al. (2016) and Tsao et al. (2019) concluded that family-owned firms are careful about their 

value and reputation and hence, they do not prefer EM practices. Similar results are found from 

the study of Saleem Salem Alzoubi (2016) that family owners are quite sensitive regarding their 

family status and values. Similarly Boonlert-U-Thai & Sen (2019) also reported a high earning 

quality in family firms as compared to non-family firms as indicated by  (Hashmi et al., 2018). 

However, according to Abdullah & Ismail (2016) controlling shareholders tend to exploit the 

interests of non-controlling shareholders and encourage accounting manipulations. Similarly 

Wang (2006) posits that family members mostly possess key positions in upper management and 

on the board hence, the weekend of the monitoring process leads to the opportunity for accounting 

manipulation available. Moreover, Chi et al. (2015); Eng et al. (2019); Razzaque et al. (2016) and 

Teh et al. (2017) found a positive relationship between family firms and EM however, this 

association reduces, in the existence of independent directors in the board. Additionally, Teh et al. 

(2017) reported in their study of the Malaysian market that because of significant power and 

control over decision-making, family-concentrated firms practice more EM. Similarly Razzaque 

et al. (2016) also reported that family firms in Bangladesh engaged in more real EM practices than 

non-family-owned firms. Similarly, Eng et al. (2019) in their study of Chinese and US markets 

also posit that real EM is largely practiced by family firms rather than non-family concentrated 
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firms. However, Ghaleb et al. (2020) concluded in their recent study that family firms and real EM 

have significant negative associations. 

According to Gottardo et al. (2019) many theories related to the CS have been offered to 

investigate the distinct features of family business choices with the trade-off theory presented by 

(DeAngelo & Masulis, 1980) and (Titman, 1984) and the pecking order theory presented by 

(Myers & Majluf, 1984). Trade-off theory indicates that firms follow an optimum CS in their 

financing decisions, which causes an increase in the value of a firm. However, Pecking Order 

Theory is based on the information asymmetries between principals and agents. This theory claims 

that firms prefer to meet their financial needs from internal resources rather than external 

resources. In addition, Gottardo et al. (2019) concluded that despite the capabilities of self-

financing, family firms are highly leveraged. Consistent with the Pecking Order Theory, family 

firms prefer to use debt financing to maintain control once self-financing is utilized. However, 

Hansen & Block (2021) posit that theories do not make clear the relationship between leverage 

and family firms. In family firms agency costs from principal-agent conflict are lower than in non-

family firms (Jensen & Meckling, 2019), this is because the management positions are normally 

held by family members and hence, the interests of management and owners are often managed to 

be aligned (Fama & Jensen, 1983) Due to lower agency costs, family firms do not need to borrow 

and hence report less leverage ratio as compared to non-family firms. Family firms having family 

members serving as managers or directors report lower leverage ratios (Baek et al., 2016). The 

literature has shown that family-owned firms have a significant relationship with CS and EM. It 

means that family firms can moderate the relationship between the structure of the capital and EM. 

The above portion of the literature leads to the following hypothesis. 

Hypothesis 2: Family-owned firms significantly moderate the relationship between capital 

structure and earning management. 

 

Methodology 

 

Sample 
The population of this study is non-financial firms listed on the Pakistan Stock Exchange. Data is 

acquired from the financial statements of the firms from 2012 to 2023. The sample of this study 

includes 250 manufacturing firms, listed on the Pakistan Stock Exchange (PSX) during the sample 

period of 2012-2023. The firms are taken from a wide range of industries like agriculture, 

chemical, pharmaceutical, textile, cement, paper, automotive, sugar, energy and sports etc. 

However, the sample of this study is limited to the availability of the data. The motivation behind 

choosing the manufacturing firms is that EM is mostly practiced in manufacturing firms (Brown 

et al., 2015; Ge & Kim, 2014). Furthermore, as directed by Järvinen & Myllymäki (2016) among 

others overproduction is often used as an EM strategy that is only available in manufacturing firms. 

Data Estimation 
This study investigates the relationship between CS and EM and the moderating role of family-

owned firms. Most of the past studies used the Jones Model and Modified Jones Model as a proxy 

of EM. Jones Model is proposed Jones (1991) and the Modified Jones Model is developed by 

Dechow et al. (1996). However, the empirical results obtained by Guay et al. (1996) and Dechow 

et al. (1996) revealed that the estimates of the Jones Model and the Modified Jones Model are 

biased. To tackle this issue and adjust the Modified Jones Model Kothari et al. (2005) employ 

ROA and a regression-based approach, which successfully reduced the estimation bias. To 

measure the discretionary accruals (DA) as a proxy of EM, this study used regression analysis 
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following the methodology of (Kothari et al., 2005). This approach has also been used by Cohen 

& Zarowin (2010) to measure real EM and estimate the degree of EM. This method was recently 

employed by Chen & Hung (2021) to estimate DA in their study of corporate CSR impact on real 

EM and DA. Motivated by the approach of Chen & Hung (2021) and Kothari et al. (2005) to 

estimate DA, this study first ran the ordinary least square to estimate the regression parameters in 

Equation I. These regression parameters are then used in Equation II to calculate the 

nondiscretionary accruals (NDA). Then, equation III is used to estimate discretionary accruals 

(DA). 

𝑻𝑨𝑪𝒊𝒕/𝑨𝒊𝒕−𝟏 = ∝𝟏*1/𝑨𝒊𝒕−𝟏 + ∝𝟐*Δ𝑹𝑬𝑽𝒊𝒕 - Δ𝑨𝑹𝒊𝒕/ 𝑨𝑹𝒊𝒕−𝟏 + ∝𝟑*𝑷𝑷𝑬𝒊𝒕/𝑨𝒊𝒕−𝟏 + ∝𝟒*𝑹𝑶𝑨𝒊𝒕 + ɛ𝒊𝒕 
                       Eq. (I) 

𝑵𝑫𝑨𝒊𝒕 = ∝𝟏*1/𝑨𝒊𝒕−𝟏 + ∝𝟐*∆𝑹𝑬𝑽𝒊𝒕 - ∆𝑨𝑹𝒊𝒕/𝑨𝒊𝒕−𝟏 + ∝𝟑*𝑷𝑷𝑬𝒊𝒕/𝑨𝒊𝒕−𝟏 + ∝𝟒*𝑹𝑶𝑨𝒊𝒕 + ɛ𝒊𝒕  Eq. (II) 

𝑫𝑨𝒊𝒕 = 𝑻𝑨𝑪𝒊𝒕/ 𝑨𝒊𝒕−𝟏 - 𝑵𝑫𝑨𝒊𝒕                  Eq. (III) 

In Equation I, 𝑇𝐴𝐶𝑖𝑡 is the total accruals of firm ‘i’ at year ‘t’, which equals the Net income less 

operating cash flows. 𝐴𝑖𝑡−1  is the total lagged assets of firm ‘i’; Δ𝑅𝐸𝑉𝑖𝑡 is the change in revenue 

of firm ‘i’ from year t-1 to ’t’ year; Δ𝐴𝑅𝑖𝑡 represents the changes in account receivables of firm ‘i’ 

from year t-1 to ‘t’ year, and 𝑃𝑃𝐸𝑖𝑡 indicates the property, plant and equipment of firm ‘i’ at year 

‘t’. 𝑅𝑂𝐴𝑖𝑡 is the return on assets of firm ‘i’ at year ‘t’ and ɛ𝑖𝑡 is the residual. 𝑁𝐷𝐴𝑖𝑡 represents the 

non-discretionary accruals of firm ‘i’ at year ‘t’ in equation 2, which is the actual value of Total 

Accruals minus its predicted value. The results obtained from equation I are used in equation II as 

a regression parameter, which calculates (NDA). The 𝐷𝐴𝑖𝑡 is then calculated in equation III. 

𝑫𝑨𝒊𝒕 = 𝜷𝟎 + 𝜷𝟏 𝑪𝑺𝒊𝒕 + ∑𝑪𝒐𝒏𝒕𝒓𝒐𝒍𝒔𝒊𝒕 + ɛ𝒊𝒕      Eq. (IV) 

𝑫𝑨𝒊𝒕 = 𝜷𝟎 + 𝜷𝟏 𝑪𝑺𝒊𝒕 + 𝜷𝟐𝑭𝑶𝑭𝒊𝒕  + ∑𝑪𝒐𝒏𝒕𝒓𝒐𝒍𝒔𝒊𝒕 + ɛ𝒊𝒕    Eq (V) 

𝑫𝑨𝒊𝒕 = 𝜷𝟎 + 𝜷𝟏 𝑪𝑺𝒊𝒕 + 𝜷𝟐𝑭𝑶𝑭𝒊𝒕  + 𝜷𝟑𝑭𝑶𝑭𝒊𝒕 * 𝑪𝑺𝒊𝒕 + ∑𝑪𝒐𝒏𝒕𝒓𝒐𝒍𝒔𝒊𝒕 + ɛ𝒊𝒕  Eq (VI) 

Where: 𝐶𝑆𝑖𝑡 is a CS ratio measured as Total debt to Shareholder’s Equity for a firm ‘i’ at year ‘t’ 

as estimated by (Tahir et al., 2011). 𝐷𝐴𝑖𝑡 is the discretionary accruals of the firm ‘i’ at year ‘t’, 

obtained from equation-3 above. 

𝐹𝑂𝐹𝑖𝑡 in equation V and equation VI is a Dummy variable used for family-owned firms having a 

value of 1 if a family holds more than 20% shares and 0 otherwise. Prior studies e.g. Abdullah & 

Ismail (2016); Ghaleb et al. (2020) and Khan et al. (2019) used 20% family ownership 

concentration and posit that this percentage is enough for effective control. Therefore, this study 

also takes 20% of shares held by a family as a family-owned business. 

In Equation 6 the interaction variable of CS and Dummy of family firms (𝐹𝑂𝐹𝑖𝑡*𝐶𝑆𝑖𝑡) is created 

to estimate the moderating role of family firms between the relationship of CS and EM. 

 

Results: 
Table 1 represents the results of the Hausman test for three equations. Based on the significant P 

values of the test, the Null hypothesis is rejected and therefore, a fixed effect is used to estimate 

the model. 
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Table 1. Hausman Test of Equations IV, V and VI. 

                                                                      Cross Section Random 

Test Summary      Equation IV         Equation V    Equation VI 

Probability 0.0000 0.0000 0.0000 

Chi-Sq. Statistics 45.244192 35.853758 36.699248 

Chi-Sq. d. f. 4 4 5 

H0: The random effect model is a preferred model. H1: The fixed effect model is a preferred model. 

Tables 2 and 3 show the regression results of equations IV, V and VI. Capital structure is 

significantly and positively associated in all three regression results with DA which is the proxy 

of EM. Results show that firms with high leverage ratios are more likely to be involved in EM 

practices. These results are according to this study's predictions and prior studies' findings e.g. Al-

Mohareb & Alkhalaileh (2019) among others, also found a positive association between CS and 

EM. These results confirm our first hypothesis as well as the prior studies' results which examined 

the predictions of the debt hypothesis and concluded that an increase in leverage increases the 

likelihood of EM practices to fulfil debt covenants. The regression results of equation V depicted 

in table 2 and 3 show a significant positive association of family-owned firms with DA, consistent 

with the studies e.g. (Eng et al., 2019; Razzaque et al., 2016; Wang, 2006 and Teh et al., 2017). 

However these results are inconsistent with studies e.g. Boonlert-U-Thai & Sen (2019); Ghaleb et 

al. (2020); Hashmi et al. (2018); Tsao et al. (2019), which predicted the negative association 

between the family firms and EM. Our results also reject the predictions of efficient monitoring 

hypotheses as cited by (Swai & Mbogela, 2016). Our results depict that EM is practiced more in 

family firms than in non-family firms. 

Table 2. Regression results of equation IV and equation V. 

                             Dependent Variable is DA (Proxy of earning management) 

                                        Equation IV                                   Equation V                                              

Variables Coefficients t-statistics Coefficients       t-statistics 

C 
-0.10*** 

-6.77 
-0.03*** 

-2.46 

CS 4.77E-05*** 5.57 4.33E-05* 1.64 

FOF ---- ----- 0.007*** 2.87 

ROA 
0.06** 

1.83 
-0.08 

-1.46 

ROE -0.004*** -7.53 -0.002 -0.80 

SIZE 0.006*** 7.26 0.001*** 2.43 

R-square          22%                                                       8% 

t values are in parenthesis. *, **, *** are significance levels at 90%, 95% and 99% respectively. 

The results of our second hypothesis are shown in Table III. Results indicate that family-owned 

firms significantly moderate the relationship between CS and EM. The interaction variable of 

family-owned firms and capital structure (FOF*CS) is created in our third equation with all other 

variables remaining the same. The negative coefficient value (-7.59E-05) of our interaction 

variable having a significant P value depicted that family-owned firms weakened the relationship 

between CS and EM. The result of the second equation also confirms the predictions of the Pecking 
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Order Theory, which states that family firms prefer to utilize their internal resources for financial 

needs, which ultimately ends up with a lower debt-to-equity ratio and less EM practices. The 

regression results of control variables like ROA, ROE and SIZE are significant in our first equation 

however, in equations V and VI, only the SIZE variable has a significantly positive effect on EM. 

These results are inconsistent with the studies of Abdullah & Ismail (2016) and Ghaleb et al. 

(2020), which predicted an insignificant association between SIZE and EM. ROA and ROE have 

insignificant and negative effects on EM in equations V and VI however, in equation IV, ROA 

shows the significance at 95% level with a positive coefficient. ROE is highly significant but has 

a negative association with EM in our equation IV. These results are also inconsistent with the 

studies of (Ghaleb et al., 2020). 

Table 3. Regression results of equation VI 

(Dependent Variable is DA)                                      Equation VI 

Variables Coefficients            t-statistics 

C -0.026***                    -2.47 

CS 0.010***  2.76 

FOF 0.008***  2.96 

FOF*CS -7.59E-05***                      -2.64 

ROA -0.08  -1.45 

ROE -0.04  -1.34 

SIZE 0.002***    2.42 

R-Square                                         8.09% 

t values are in parenthesis. *, **, *** are significance levels at 90%, 95% and 99% respectively. 

 

Conclusion 
This study attempts to highlight the role of family firms in the relationship between CS and EM. 

Thus the moderation role of family-owned firms between the underlying relationships is closely 

examined in this research, which as per our knowledge has never been addressed in EM literature. 

While addressing the transparency of financial statement issues, this study takes a sample of 

manufacturing firms listed on the Pakistan Stock Exchange from diversified industries. Our results 

indicate that CS has a significantly positive impact on EM. Family-owned firms are more likely to 

have higher EM practices as compared to non-family-owned firms. The interaction of family-

owned firms and CS however weakens the relationship between CS and EM. Our results show that 

the family firms significantly moderate the relationship between CS and EM. This study has a few 

limitations that need to be addressed. Firstly, our sample comprises 250 manufacturing firms only 

due to missing data during the sample period, which is not enough to have a valid empirical 

analysis. So, future research can be conducted with a bigger sample size and more control 

variables. Secondly, this relationship can also be investigated with the ratio of capital structure 

instead of dummy variables with 0 & 1. This study will provide guidelines for the investing 

decisions of stakeholders as well as for the regulators to take protective measures to reduce 

financial statement manipulations. This study will also help regulators to make financial markets 

efficient. This study will contribute to the body of literature and will have reasonable input for the 

stakeholders and users of financial statements. This study will have a bearing on the issue of 

corporate governance; it will also highlight problems associated with specific standards of 

financial reporting and assist investors in making decisions. Analyzing the relationship between  

CS and EM may assist those who are responsible for policy formulation and for regulating 

corporate governance in ensuring that there are appropriate interventions in order to reduce agency 

costs and increase disclosure. In addition, investors can include data on firm leverage and family 



_____________________________________________________________________________________ 
  Volume: 3           Issue: 4                                    522                                               (October - December, 2025) 

status in their decision-making, and use it to analyze the effectiveness of financial reporting and 

governance. One would also want to consider limiting factors in this study; these may include data 

constraints and the challenge in modelling firm behavior. Future researches may further investigate 

other relevant factors related to CS and EM, including the development of specific industries and 

the degree of regulation within an economy. Longitudinal studies might also be helpful if they 

offer information about changes in EM practices over time in family-owned firms.  

References: 
Abualhassan, S. A., Nour, A. I., Atout, S., Daraghma, Z., Jebreen, K., & Alzebdieh, R. M. (2024). 

Does corporate governance moderate the impact of earnings management on capital 

structure of the listed corporations on Palestine and Amman Bourses. Discover 

Sustainability, 5(1), 1-21. 

Abdullah, S. N., & Ismail, K. N. I. K. (2016). Women directors, family ownership and earnings 

management in Malaysia. Asian Review of Accounting, 24(4), 525-550. 

Al-Duais, S. D., Malek, M., Abdul Hamid, M. A., & Almasawa, A. M. (2022). Ownership structure 

and real earnings management: evidence from an emerging market. Journal of Accounting 

in Emerging Economies, 12(2), 380-404. 

Al-Mohareb, M., & Alkhalaileh, M. (2019). The association between earnings management and 

capital structure: an empirical study on Jordanian firms listed in amman stock exchange. 

International Journal of Economics and Financial Issues, 9(6), 106.  

Ali Shah, S. Z., Butt, S. A., & Bin Tariq, D. Y. (2011). Use or abuse of creative accounting 

techniques. International Journal of Trade, Economics and Finance, 2(6).  

An, Z., Li, D., & Yu, J. (2016). Earnings management, capital structure, and the role of institutional 

environments. Journal of Banking & Finance, 68, 131-152.  

Baek, H. Y., Cho, D. D., & Fazio, P. L. (2016). Family ownership, control and corporate capital 

structure: An examination of small capitalization public firms. Journal of Family Business 

Management, 6(2), 169-185.  

Baskaran, S., Nedunselian, N., Ng, C. H., Mahadi, N., & Abdul Rasid, S. Z. (2020). Earnings 

management: a strategic adaptation or deliberate manipulation? Journal of Financial 

Crime, 27(2), 369-386.  

Beatty, A., & Weber, J. (2003). The effects of debt contracting on voluntary accounting method 

changes. The Accounting Review, 78(1), 119-142.  

Bhasin, M. (2010). Corporate governance in the Asian countries. African Journal of Business 

Management, 4(10), 1964.  

Bhasin, M. L. (2010). Corporate governance disclosure practices: The portrait of a developing 

country. International Journal of Business and Management, 5(4), 150.  

Bhasin, M. L. (2014). Disclosure of intellectual capital in annual reports: comparing evidence from 

India and Australia. International Journal of Management and Innovation, 6(2).  

Boonlert-U-Thai, K., & Sen, P. K. (2019). Family ownership and earnings quality of Thai firms. 

Asian Review of Accounting, 27(1), 112-136.  

Brown, K., Chen, V. Y., & Kim, M. (2015). Earnings management through real activities choices 

of firms near the investment–speculative grade borderline. Journal of Accounting and 

Public Policy, 34(1), 74-94.  

Browne, C. (2015). Creative accounting becoming more common for IPOs. In. 

Chen, R. C., & Hung, S. W. (2021). Exploring the impact of corporate social responsibility on real 

earning management and discretionary accruals. Corporate Social Responsibility and 

Environmental Management, 28(1), 333-351.  



_____________________________________________________________________________________ 
  Volume: 3           Issue: 4                                    523                                               (October - December, 2025) 

Chen, T.-K., Tseng, Y., & Hsieh, Y.-T. (2015). Real earnings management uncertainty and 

corporate credit risk. European Accounting Review, 24(3), 413-440.  

Chi, C. W., Hung, K., Cheng, H. W., & Lieu, P. T. (2015). Family firms and earnings management 

in Taiwan: Influence of corporate governance. International Review of Economics & 

Finance, 36, 88-98.  

Cohen, D. A., & Zarowin, P. (2010). Accrual-based and real earnings management activities 

around seasoned equity offerings. Journal of accounting and Economics, 50(1), 2-19.  

Dang, T. L., Dang, M., Le, P. D., Nguyen, H. N., Nguyen, Q. M. N., & Henry, D. (2021). Does 

earnings management matter for firm leverage? An international analysis. Asia-Pacific 

Journal of Accounting & Economics, 28(4), 482-506.  

DeAngelo, H., & Masulis, R. W. (1980). Optimal capital structure under corporate and personal 

taxation. Journal of financial economics, 8(1), 3-29.  

Dechow, P. M., Ge, W., Larson, C. R., & Sloan, R. G. (2011). Predicting material accounting 

misstatements. Contemporary accounting research, 28(1), 17-82.  

Dechow, P. M., Sloan, R. G., & Sweeney, A. P. (1996). Causes and consequences of earnings 

manipulation: An analysis of firms subject to enforcement actions by the SEC. 

Contemporary accounting research, 13(1), 1-36.  

Dichev, I. D., & Skinner, D. J. (2002). Large–sample evidence on the debt covenant hypothesis. 

Journal of accounting research, 40(4), 1091-1123.  

Duréndez, A., & Madrid-Guijarro, A. (2018). The impact of family influence on financial reporting 

quality in small and medium family firms. Journal of Family Business Strategy, 9(3), 205-

218.  

Eng, L. L., Fang, H., Tian, X., Yu, T. R., & Zhang, H. (2019). Financial crisis and real earnings 

management in family firms: A comparison between China and the United States. Journal 

of International Financial Markets, Institutions and Money, 59, 184-201.  

Exchange, A. S. (2019). The Association between Earnings Management and Capital Structure: 

An Empirical Study on Jordanian Firms Listed in. International Journal of Economics and 

Financial Issues, 9(6), 106-112.  

Fama, E. F., & Jensen, M. C. (1983). Separation of ownership and control. The journal of law and 

Economics, 26(2), 301-325.  

Ge, W., & Kim, J.-B. (2014). Boards, takeover protection, and real earnings management. Review 

of Quantitative Finance and Accounting, 43, 651-682.  

Ghaleb, B. A. A., Kamardin, H., & Tabash, M. I. (2020). Family ownership concentration and real 

earnings management: Empirical evidence from an emerging market. Cogent Economics 

& Finance, 8(1), 1751488.  

Gottardo, P., Moisello, A. M., Gottardo, P., & Moisello, A. M. (2019). Family control and capital 

structure choices. Capital Structure, Earnings Management, and Risk of Financial 

Distress: A Comparative Analysis of Family and Non-family Firms, 13-40.  

Graham, J. R., Harvey, C. R., & Rajgopal, S. (2005). The economic implications of corporate 

financial reporting. Journal of accounting and economics, 40(1-3), 3-73.  

Guay, W. R., Kothari, S., & Watts, R. L. (1996). A market-based evaluation of discretionary 

accrual models. Journal of accounting research, 34, 83-105.  

Gupta, C. M., & Kumar, D. (2020). Creative accounting a tool for financial crime: a review of the 

techniques and its effects. Journal of Financial Crime, 27(2), 397-411.  

Hansen, C., & Block, J. (2021). Public family firms and capital structure: a meta‐analysis. 

Corporate Governance: An International Review, 29(3), 297-319.  

Hashmi, M. A., Brahmana, R. K., & Lau, E. (2018). Political connections, family firms and 

earnings quality. Management Research Review, 41(4), 414-432.  



_____________________________________________________________________________________ 
  Volume: 3           Issue: 4                                    524                                               (October - December, 2025) 

Healy, P. M., & Wahlen, J. M. (1999). A review of the earnings management literature and its 

implications for standard setting. Accounting horizons, 13(4), 365-383.  

Järvinen, T., & Myllymäki, E.-R. (2016). Real earnings management before and after reporting 

SOX 404 material weaknesses. Accounting horizons, 30(1), 119-141.  

Jensen, M. C., & Meckling, W. H. (2019). Theory of the firm: Managerial behavior, agency costs 

and ownership structure. In Corporate governance (pp. 77-132). Gower.  

Jones, J. J. (1991). Earnings management during import relief investigations. Journal of 

accounting research, 29(2), 193-228.  

Khan, M., Shabbir, M. S., Tahir, M. S., Ali, R., & Hussain, M. (2019). Investment-cash flow 

sensitivity in family owned Pakistani firms. Amazonia Investiga, 8(19), 376-386. 

Khan, S., Khan, N. U., & Kamal, Y. (2025). Earnings management in the family business groups 

of Pakistan: the role of corporate governance. Corporate Governance: The International 

Journal of Business in Society, 25(2), 337-366. 

Kothari, S. P., Leone, A. J., & Wasley, C. E. (2005). Performance matched discretionary accrual 

measures. Journal of accounting and economics, 39(1), 163-197.  

Lang, M., Lins, K. V., & Maffett, M. (2012). Transparency, liquidity, and valuation: International 

evidence on when transparency matters most. Journal of accounting research, 50(3), 729-

774.  

Lazzem, S., & Jilani, F. (2018). The impact of leverage on accrual-based earnings management: 

The case of listed French firms. Research in International Business and Finance, 44, 350-

358.  

Le, Q. L., & Nguyen, H. A. (2023). The impact of board characteristics and ownership structure 

on earnings management: Evidence from a frontier market. Cogent Business & 

Management, 10(1), 2159748.  

Micah, L. C., & Chinwe, O. E. (2014). The impact of creative accounting on organizational 

effectiveness: a study of manufacturing firms in Nigeria. British Journal of Economics, 

Management & Trade, 4(12), 2107-2122. 

Murni, S., Rahmawati, R., Widagdo, A. K., Sudaryono, E. A., & Setiawan, D. (2023). Effect of                                 

family control on earnings management: The role of leverage. Risks, 11(2), 28. 

  

Myers, S. C., & Majluf, N. S. (1984). Corporate financing and investment decisions when firms 

have information that investors do not have. Journal of financial economics, 13(2), 187-

221. 

Naz, A., & Sheikh, N. A. (2023). Capital structure and earnings management: evidence from 

Pakistan. International Journal of Accounting & Information Management, 31(1), 128-

147. 

Naz, I., Bhatti, K., Ghafoor, A., & Khan, H. H. (2011). Impact of firm size and capital structure 

on earnings management: Evidence from Pakistan. International Journal of contemporary 

Business studies, 2(12), 22-31.  

Obeidat, M. I. S. (2016). Capital structure effect on the practices of earnings management 

phenomenon? The evidence of listed firms in Abu Dhabi securities exchange. Asian 

Journal of Finance & Accounting, 8(2), 171-193.  

Razzaque, R. M. R., Ali, M. J., & Mather, P. R. (2016). Real earnings management in family firms: 

Evidence from an emerging economy. Pacific-Basin Finance Journal, 40, 237-250.  

Rodriguez-Ariza, L., Martínez-Ferrero, J., & Bermejo-Sánchez, M. (2016). Consequences of 

earnings management for corporate reputation: Evidence from family firms. Accounting 

Research Journal, 29(4), 457-474.  



_____________________________________________________________________________________ 
  Volume: 3           Issue: 4                                    525                                               (October - December, 2025) 

Roychowdhury, S. (2006). Earnings management through real activities manipulation. Journal of 

accounting and economics, 42(3), 335-370.  

Saleem Salem Alzoubi, E. (2016). Ownership structure and earnings management: evidence from 

Jordan. International Journal of Accounting & Information Management, 24(2), 135-161.  

Shleifer, A., & Vishny, R. W. (1986). Large shareholders and corporate control. Journal of 

political economy, 94(3, Part 1), 461-488.  

Srinidhi, B. N., He, S., & Firth, M. (2014). The effect of governance on specialist auditor choice 

and audit fees in US family firms. The Accounting Review, 89(6), 2297-2329.  

Susmuş, T., & Demirhan, D. (2013). CREATIVE ACCOUNTING: A BRIEF HISTORY AND 

CONCEPTUAL FRAMEWORK. Academic sight/akademik bakış, 38.  

Swai, J. P., & Mbogela, C. S. (2016). Accrual-based versus real earnings management; the effect 

of ownership structure: Evidence from East Africa. ACRN Oxford Journal of Finance and 

Risk Perspectives, 5(2), 121-140.  

Sweeney, A. P. (1994). Debt-covenant violations and managers' accounting responses. Journal of 

accounting and Economics, 17(3), 281-308.  

Tahir, S. H., Sabir, H. M., & Shah, S. Z. A. (2011). Impact of Earnings Management on Capital 

Structure of Non-Financial Companies Listed On (KSE) Pakistan. Global Business & 

Management Research, 3(1).  

Teh, B. H., Ong, T., & Ying, L. Y. (2017). Earnings management in Malaysian public listed family 

firms. Jurnal Pengurusan, 51(3), 183-193.  

Titman, S. (1984). The effect of capital structure on a firm's liquidation decision. Journal of 

financial economics, 13(1), 137-151.  

Tsao, S.-M., Chang, Y.-W., & Koh, K. (2019). Founding family ownership and myopic R&D 

investment behavior. Journal of Accounting, Auditing & Finance, 34(3), 361-384.  

Wang, D. (2006). Founding family ownership and earnings quality. Journal of accounting 

research, 44(3), 619-656.  

Wokukwu, K. (2015). Creative accounting: Unethical accounting and financial practices designed 

to boost earnings and to meet financial market expectations. Journal of Business and 

Economic Policy, 2(1), 39-48.  

Zhang, Z., & Liu, X. (2009). The effects of capital structure on earnings management: empirical 

evidence from China. 2009 First International Conference on Information Science and 

Engineering,  

 


