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Abstract

The current study offers empirical evidence on the way the family ownership moderates the association that
exists between the financial experience of the audit committee and earnings management based on a sample of
44 manufacturing firms that are registered with the Amman Stock Exchange (ASE) from 2012 to 2016. From the
results of the study, there is a significant negative association between the financial experience of the audit
committee and earnings management. In addition, the study shows a positive interaction of the financial
experience of the audit committee and the family ownership on earnings management. This indicates that an
increase in the percentage of audit committee members having financial expertise, in order to restrict earnings
management, is less likely to be influential in the case of family controlled firms. These results have implications
for policy makers and regulatory bodies in Jordan since they highlight the need to improve the good corporate
governance practices and attempt to constrain the incidence of earnings management in Jordanian firms.
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1. Introduction

Audit committee (hereafter, AC) is one of the main components in the structure of corporate governance that
assists in controlling and monitoring managements (Arun et al., 2015). It is regarded as a sub-committee in the
governing body that enables the official communication among the governing body, the external and internal
auditors. According to Rezaee (2005), the AC guards the company's financial integrity and can enhance the
financial reporting quality through reviews of the financial reports on behalf of the board.

The regulators have become interested to know the efficiency of the ACs in monitoring the financial reporting of
companies in response to the key accounting scandals in America. One of the main reforms to enhance the
effectiveness of the AC quality focuses on the financial expertise of AC members, where many studies tend to
assert that the AC financial expertise (hereafter, ACFE) which is one of the most crucial factors influencing the
AC’s effectiveness (Abbott et al., 2004; Siam et al., 2015; Chen and Komal, 2018). Moreover, in 1999, there was
a recommendation from the Blue Ribbon Committee that AC members are ought to be financially
knowledgeable of accounting or financial management. Additionally, the Sarbanes-Oxley Act (2002) requires
that the AC should have member who is a financial expert. Moreover, previous empirical studies indicate that the
financial experience of AC members plays a significant role in restricting earnings management (hereafter, EM)
practices (e.g., Agrawal & Chadha, 2005). Therefore, there are requirements in a large number of countries for
some members of the AC to have financial and accounting expertise (Zalata et al., 2018).

Previous studies indicate that ownership styles vary significantly across economies such as Asian countries
(Hashim, 2011); the vast majority of publicly traded firms are concentrated and predominantly controlled by a
relatively small number of individuals, and families (Porta et al., 1999). According to Jaggi et al. (2009), agency
conflicts between majority and minority owners might be more evident in family-controlled firms, where
majority shareholders have a great motivation to expropriate wealth as they seek personal benefits at the expense
of minority shareholders.

Consequently, the involvement of corporate governance mechanism such as ACFE to provide optimal
monitoring is needed in order to diminish any agency conflicts which arise in family-controlled firms and reduce
EM practices to protect minority shareholders’ wealth from being expropriated.
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The results of this research will add value to existing literature as many Arab companies are owned and
controlled by family groups such as Jordan. Thus, the findings of this research can be applied to many countries
which share distinctive characteristics of the legal environment, ownership concentration, and family businesses
(Wang, 2006). In addition, this study contributes to the literature through providing new insight and
understanding about the relationship between ACFE and EM which is influenced by the family ownership
control (hereafter, FOC) in the Jordanian context.

The research is organized into several sections as follows: a review of the literature and development of research
hypothesis on ACFE, FOC, and EM is provided in the following section. Then, the sample data and methodology
is presented. Finally, test results, findings and conclusions are summarized and discussed.

2. Literature Review and Hypothesis Development
2.1 Impact of FOC on the Relationship between ACFE and EM

Lin et al. (2009) posits that the AC's major duty is overseeing the companies’ procedures of auditing and
financial reporting and, therefore, the members ought to have adequate knowledge in order to comprehend the
financial matters that the ACs discuss or investigate. Positive relationship between members’ financial
knowledge and ACs effectiveness particularly their potentials to ensure a good quality financial reporting
process and compliance of related rules have been found in many studies. Previous research has provided plenty
of evidence of the importance of ACFE in constraining EM practices. DeZoort & Salterio (2001) contend that
the financial knowledge of AC’s members increases the chance to identify material misstatements and to correct
them at appropriate times. Moreover, Felo et al. (2003) reports a significant positive relationship between the
proportion of AC members having financial expertise and the quality of financial reporting in terms of enhancing
the financial reporting quality. Additionally, Xie et al. (2003) document that ACs that include directors with
sufficient knowledge in corporate financials are more effective in reducing EM. Saleh et al. (2007) provide
evidence indicative of mitigation of EM practices in companies whose AC members are characterized with
financial knowledge and experience, and professionalism when compared to other companies in Malaysian firms.
Similar results are also confirmed in the Egyptian context by Soliman & Ragab (2014) and by Elijah & Ayemere
(2015) in Nigerian firms, in Sri Lankan by Kankanamge (2016), and in US by Zalata et al. (2018).

The empirical evidence and the regulatory bodies in Jordan recommend that to enhance the AC’s decisions and
performance the possession of the appropriate knowledge and understanding, largely in auditing and accounting
is required. The Jordanian Corporate Governance Code of 2009 (JCGC) calls for all the ACs to hire one or more
AC members with the appropriate and current financial knowledge. Therefore, an AC that has a high ratio of
financial expertise is probable to constrain EM in Jordan. This has been documented by Hamdan et al. (2013)
who state that the ACFE, among other characteristics of ACs of firms listed on ASE, improves the quality of
reported earnings through constraining EM practices.

Despite the conclusive evidence of the effectiveness of ACFE in deterring EM practices, previous research
suggests that the effectiveness of monitoring mechanisms is much influenced by the type of ownership structure
(Chobpichien et al., 2008). Abdullatif et al. (2015) find similar evidence suggestive of limiting the performance
of ACs’ duties by the dominance of family ownership in Jordan.

Within the context of EM, Richardson (2000) reports that agency conflicts within a firm are considered as an
influential source of EM activities in emerging markets with highly concentrated ownership. In such markets, the
agency conflict exists normally between the conflicting interests of the controlling and minority shareholders
instead of the conflict being between the company owners and the executives in dispersed ownership contexts.
Nevertheless, the agency conflicts are very severe in the companies owned by families because the owners might
have both the capability and a motivation to get individual benefits meant for the minority stockholders through
increasing the level of the EM practices. Accordingly, while there is a consensus concerning the effectiveness of
ACEFE in constraining EM practices, it seems that the AC effectiveness could be affected by FOC in the sense
that AC can become less effective in mitigating EM.

To the best of the researchers’ knowledge, no research so far has examined the effect of the inclusion of FOC on
the association between ACFE and EM. To do so, this research introduces FOC as the moderator variable on the
relationship between ACFE and EM because the ownership of the controlling family in Jordan is extensive and
the law is feeble at protecting the minority stockholders (Al-Najjar, 2010). Hence, the current study suggests the
hypothesis below in order to test this anticipation:

H1: FOC weakens the association between ACFE and EM.
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3. Research Methodology
3.1 Sample Selection

The sample consists of all manufacturing firms are listed on ASE, where family ownership is more common at
manufacturing and financial companies (Al-Najjar, 2010). This research excludes financial firms from the
sample because of differences in regulatory requirements. As of December 31, 2016, a total of 68 firms were
listed on the ASE. Data are collected for all of the 68 firms for a recent five-year time period, from 2012 to 2016.

The base data of financial and non-financial information come from the ASE website (www.ase.com.jo), which
has annual reports of industrial listed firms in Jordan. Annual reports for a (3) firms were not available for all the
years as some firms were listed after 2012, and (5) firms got delisted during the 2012-2016 time period.
Therefore, a list-wise removal of cases that missed the values led to the ultimate sample that comprised 300
firm-year observations of 60 firms.

4. Regression Model

The current research uses two regression models in order to test its hypothesis as follows: First, the relationship
between ACFE and EM is evaluated in the model (1). Second, the model (2) is employed to measure the impact
of FOC on the relationship between ACFE and EM through the inclusion of an interaction term between ACFE
and FOC.

Model (1): ADAit = a0 + BIACFEit + B2SIZit + B3LVit + B4GROit + ¢it
Model (2): ADAit = a0 + BIACFEit + p2SIZit + B3LVit + B4GROit + BSFOCit + B6 ACFEit * FOCit + &it

Table 1 provides a detailed summary of the definition of the above variables.

Table 1. Measurements of the Variables

Variables Symbol Measurement

Dependent Variable:
Earnings management ADA The discretionary accruals estimated by the Kothari et al. (2005)

model.

Independent variables:

Audit Committee Financial Expertise ACFE Percentage of audit committee members with financial expertise to

total members.

Control variables:

Firm size SIZ Natural logarithm of total assets.
Firm leverage LV Total liabilities scaled by total assets.
Firm Growth GRO The change in total assets scaled by lagged total assets.

Moderator variable:

Family ownership control FOoC Percentage of family members to total number of directors on the
board.

Dependent Variable

In line with previous research, this research uses discretionary accruals to measure EM. Many prior studies
employ Kothari et al. (2005) model because this model proved by a set of statistical tests that the
performance-matched discretionary accruals model is most robust to detect EM. This model is shown below:

TAC/TA;, = o (I/TA;.;) + Bi( (AREV, - AREC;)TA;..;) + p2(PPE/TA;.;) + B3 ROA;.;+ &
Where;
TAC;= Total accruals of the firm.
TA;.; = Total assets in year t-1.
AREV;= Change in revenues of the firm.
AREC= Change in accounts receivable in year t from year t-1 for company i.

PPE;= Property, plant and equipment of the firm.
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ROA;..;= Return of assets of the firm in year t-1.
a B B, ;= Estimated parameters.

&= The residual.

Independent variables

The Independent variables include ACFE as a predictor variable, FOC as moderate variable, and the interaction
term between ACFE and FOC. ACFE is measured by the ratio of AC members with financial or accounting
expertise to total number of committee members (Goh, 2009). The financial and accounting knowledge is
necessary to the members of the AC because the key task of the members is to make sure that there is integrity in
financial reporting.

FOC is the ratio of family members to total number of directors on the board (Hashim, 2011). Prior studies find
that FOC has a moderating influence on the association between board independence, AC independence, and EM
(e.g., Jaggi et al., 2009; Idris et al., 2018a).

Following prior studies above, to detect moderator effect, the interaction variable (ACFE * FOC) is computed by
multiplying ACFE (i.e. the predictor variable) with FOC (i.e. the moderator variable).

5. Results and Discussion
5.1 Descriptive Statistics

The research presents the descriptive statistics of the current study’s variables in Table 2 below. ADA’s mean is
0.214, and its minimum value is 0.006 while the maximum value is 0.596. ACFE’s mean is 39.2% showing that
around 39.2% of the ACs in current study meets what the JCGC needs of possessing one or more financial
professionals in the ACs’ membership. This finding is in line with the prior Jordan research such as that of
Hamdan et al. (2013) who reports that ACFE has a value of 40% in industrial firms listed on ASE. However, the
zero (0) minimum value for the ACFE indicates that some firms in this study breached the rules. In addition, the
findings in Table 2 show that FOC differs from 0% to 100%, with a median and standard deviation 33.8% and
23.6%, respectively.

Table 2. Descriptive statistics

Variable Mean Std. Dev. Max. Min.
ADA 0.214 0.083 0.596 0.006
ACFE 0.392 0.233 0.750 0.000
FOC 0.338 0.236 1.000 0.000
S1Z 7.217 0.485 8.103 5.860
LV 0.383 0.263 1.796 0.003
GRO 0.012 0.191 -0.541 1.143

In addition, the table indicates the descriptive statistics for SIZ, LV, and GRO, which are the control variables
that the researcher uses in the current study. From the table, SIZ’s mean is 7.217, which is consistent with the
previous studies in Jordan such as that of Idris et al. (2018b). The LV’s mean for the companies in the sample is
38%. This finding is in line with Al-Fayoumi et al. (2010) for all industrial listed firms on ASE. Finally, growth
ratio has an average 0.012 with a standard deviation 0.191.
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5.2 Main Empirical Results
Table 3. Regression Analysis of ACFE, EM and FOC

Model (1) Model (2)
Cofe. t-stat Cofe. t-stat
Intercept 0.233™  13.347 0.239™  12.237
ACFE -0.054"  -2.074 -0.086"  -2.045
FOC -0.077°  -1.785
ACFE * FOC 0.234" 2239
SIZ 0.000"  -2.355 0.000™"  -2.745
LV 0.001™  2.395 0.000"  2.356
GRO 0.005 0.148 0.033 1.121
Adj.R? 0.054 0.052
Obs 220 220
F-stat 2.532 2.974

*ak #% and * indicate significance at 1%, 5% and 10% respectively. Refer to table 1 for explanation of variables details except for ACFE *

FOC which equals the interaction between audit committee financial expertise and family ownership control.

The statistical findings of this research are shown in Table 3, where this research finds a significant and inverse
relationship between the ACFE and EM. This relationship indicates that when the AC has a financial
professional, he or she plays a vital duty of assuming the monitoring responsibility of the committee, hence,
decreasing the EM practices. The result is consistent with the theory, which calls for all the ACs to hire one or
more AC members with the appropriate and current financial knowledge in order to monitor the quality of
financial reports. This result supports the previous studies evidence of a negative relationship between ACFE and
EM (e.g., Elijah & Ayemere 2015). Overall, a stream of literature on AC characteristics and EM consider ACFE
as one of the most crucial characteristics in an AC’s effectiveness which is lead to reduce EM incidence (Abbott
et al., 2004). Therefore, the JCGC requires the ACs to hire one or more AC members with the appropriate and
current financial knowledge in order to monitor the quality of financial reports.

Furthermore, this research also focuses on testing the impact of FOC on the relationship between ACFE and EM.
As apparent in Table 3, the interaction between FOC and the ACFE is statistically significant and positive. This
means that the relationship between the ACFE and EM becomes weak when the controlling family ownership in
firm exists. This finding is extends the study of Abdullatif et al. (2015) through documenting that the
effectiveness of ACs in preventing EM is lower the Jordanian context where family business model prevails.

Given the above discussion, the findings of this research is in line with expectation of agency theory which
suggests that family-controlled firms will have less demand for an effective AC than in non-family-controlled
due to the family firms want to take advantage of minority shareholders, especially in Jordan which is
characterized mainly by a high concentration of ownership (FOC) and legal protection of minority shareholders
is weak (Al-Fayoumi et al., 2010).

6. Conclusion

The current study examines the impact of ACFE on EM using data from a sample of industrial Jordanian
companies from 2012 to 2016. In addition, it investigates whether FOC affects the relationship between ACFE
and EM. The results of this study document that ACFE is effective monitoring mechanism in reducing the level
of EM. This means that the existence of financial expert members on AC prevents managements from engaging
in EM practices and thus protecting the interests of the shareholders. Furthermore, the effectiveness of ACFE is
lower in family-controlled firms, and an increase in the number of AC members' who has financial expertise is
unlikely to be effective in restricting EM practices in family-controlled firms. A possible interpretation of this
result is that the role of ACFE is less effective in reducing EM when the family ownership increases.

The current research contains a number of limitations. First, this research focuses only on industrial listed firms
on ASE and ignores any other types of listed firms, thus, the findings of the study may not be applicable to other
sectors. Second, other variables that may affect EM are not examine in this study such as AC independence or
other types of ownership such as foreign and institutional ownerships.

The results of this study should be of interest to shareholders, regulators and policy makers, especially issues
relative to the relationship between corporate governance mechanisms and EM practices. The results may help
policy makers and regulators to make any changes deemed necessary to improve good governance practices and
attempt to constrain the incidence of EM in Jordan.
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