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Abstract 

The way through which financial distress impact companies is the core of the economy espe-
cially after the COVID 19 wave all over the world. The main aim of the paper is to test the im-
pact of Financial distress, firm size, and audit quality on earnings management. The study is ap-
plied on a sample of  42 companies listed in the Egyptian stock exchange market from the period 
2015-2017. The paper main contribution is to add to the accounting literature of the financial 
distress and earnings management in the Egyptian environment as one of the leading developing 
countries in MENA region. The main research objective is to examine the relation between the 
financial distress, firm size, and audit quality from one side and earnings management from other 
side. This can help in understanding the behavior of earnings management in practice regarding 
these stressful variables. The researchers used regression analysis to find out the specific causal 
relationship among the research variables. The research results show that financial distress and 
audit quality are significantly impacting earnings management practices meanwhile the study 
failed to find a significant effect for firm size on earnings management within the Egyptian com-
panies listed in the stock exchange market. The regression model include both variables and ex-
cluding firm value  showed a 48.6% explanation power  for explaining the change in the depend-
ent variable. The limitation of the research is related to the other variables not considered in the 
study and the time period that included only 2015-2017. The main recommendation of the re-
searchers that this study to be extended to include larger sample and a recent period to include 
the financial distress resulted by COVID 19 pandemic. 
Keywords: Earnings management, Financial distress, Audit quality, Firm size. 
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 أثر التعثر المالي وحجم الشركة وجودة المراجعة عمي إدارة الأرباح

 دراسة تطبيقية عمي الشركات المقيدة بالبورصة المصرية
 ممخـص

تعتبر الطريقة التي يؤثر من خلاليا التعثر المالي علي الشركات جوىر الاقتصاد خاصة بعد اجتياح 
جميع أنحاء العالم. لدلك يتناول البحث بالدراسة اختبار أثركل  ملن  التعثلر الملالي  حجلم  91وباء كوفيد 

شللركة مللن الشللركات المقيللدم فللي سللو   24الشللركة   وجللودم المراجعللة علللي إدارم الرطللاح بللالتطبي  علللي
 الخطي. نحدارمستخدما في دلك تحلي  الا 4192الي   4192الورا  المالية المصري من الفترم 

ويضلليا البحللث الللي الدا المحاسللبي والدراسللات السللابقة التللي تناولللت العلاقللة بللين النعثللر المللالي  
وممارسات ادارم الرطاح من خلال اختبار ىده العلاقة في البيئة المصرية التي تعتبر من السوا  الرائدم 

يين للعلاقلة وىملا حجلم الشلركة وجلودم في منطقة الشر  الوسط وشمال أفريقيا ملع إضلافة متريلرين رئيسل
المراجعللة. وقللد تللم قيللال درجللة التعثللر المللالي باسللتخدام مؤشللر ألتمللان والللني تللم إعللداده باسللتخدام نمللونج 
الإنحللدار الخطللي المتعللدد وقيللال حجللم الشللركة مللن خلللال اللوجللاريتم الطبيعللي لإجمللالي أصللول الشللركة 

كونللو مللن ضللمن شللركات المراجعللة الدبيللرم مللن عدمللو بينمللا تللم اسللخدام حجللم مكتللا المراجعللة مللن خلللال 
 ه الشركات. نكمؤشر لجودم عملية المراجعة  في ى

وقد أوضحت نتائج الدراسة وجود تأثير جلوىري لدللا ملن التعثلر الملالي وجلودم المراجعلة عللي  حجلم 
ة عللللي إدارم إدارم الرطلللاح فلللي العينلللة محللل  الدراسلللة   بينملللا للللم تجلللد الدراسلللة أثلللرا جوىريلللا لحجلللم الشلللرك

الرطاح  مما دفع الباحثان إلي استبعاد المترير الخيلر ملن نملودج الإنحلدار واللدي سلج  فيلادم فلي القلوم 
التفسيرية للمتريرين الآخرين والمتريرات الرقابية من حيث تأثيرىم علي المتريلر التلابع المتعلل  بممارسلات 

 الرطاح.

تضللمنيا النملودج بالفضلافة اللي الفتللرم الفمنيلة التلي تللم وتتمثل  حلدود البحلث فللي المتريلرات التلي للم ي
 إجلراء الدراسللة خلاليللا. وطنلاء عليللو يقتللرح الباحثلان مللد فتللرم الدراسلة للفتللرات الحاليللة بحيلث تتضللمن الثللر

 علي التعثر المالي في الشركات.91لوباء كوفيد 

    حجم الشركة ادارم الرطاح  التعثر المالي  جودم المراجعة  :المفتاحيةالكممات 
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1- Introduction 
The financial reporting process gains its importance from the important data it 

presents to the firm’s executives that could be used as an input  for financial deci-
sions provided that management in these firms are competent and have the skills 
that enable them to analyze their problems and are capable to solve them in a 
professional manner (Scapens, 2006; Burns, 2003; Burns and Balvinsdottir, 2005), 
after ensuring verifiability of the reported data. 

The perceived image of  the firm’s financial strength and success depends to a 
great extent on investors, creditors and other users’ evaluation and their expecta-
tions of this firm’s financial position and performance. (Lazaridis, 2004; Ryu 
2019). Lots of research at the international level in the field of financial analysis 
aimed to early identify and explore the factors that could drive the firm to bank-
ruptcy or failure (Vranas, 1991). The amount of cash the firm owns and retains is 
one of the factors that is highly recognized by all firms, regardless of their size, as 
a vital indicator for the firm’s survival. (DeFranco and Schmidgall, 1998). That’s 
why, researches carried on different sectors have emphasized the essential role of 
cashflows that it can be used to distinguish successful firms from their bankrupt 
counterparts  (Bohannon and Edwards, 1993; Casey and Bartczak, 1985; DeFran-
co and Schmidgall, 1998; Epstein and Pava, 1994; Mills and Yamamura, 1998; 
Schmidgall, et al., 1993; Sylvestre and Urbancic, 1994 and Platt et al., 1994). 

The pre-recognition of bankruptcy and likelihood of financial distress are 
highly required by different stakeholders, not only those involved in making fi-
nancial decisions making. This also includes shareholders, creditors, auditors, 
credit rating agencies and various regulators (Lifschutz and Jacobi, 2010). The 
early prediction of bankruptcy cannot be overlooked and is greatly recommend-
ed during recession periods and financial downturns and at the same time it 
could be a source of vital information to authorities and regulators interested in 
the firm’s development. 

Models used in predicting bankruptcy provided evidence that poor financial 
management  decisions is one of the important reasons for firm’s bankruptcy. 
One of these models is Altman Z score introduced by Edward Altman based on a 
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multivariate analysis of the firm’s financial statement’s numbers. The model had 
started to attract attention since 1985 as a reliable technique that can be used in 
predicting the firm’s volatility and in the assessment of its financial robustness. It 
had also used on a wide scale by current and potential investors, creditors, finan-
cial statements’ and data base analysts, auditors and the various groups of stake-
holders. 

In addition, it can also be used in evaluating firm’s eligibility for loans (Ally 
and Bwana 2019), through the excellent tool it offers in assessing the financial 
robustness of the firm. This is done using a comprehensive score of the firm’ per-
formance that includes values for its liquidity, operating profitability, leverage, 
solvency, efficiency and longevity. This could help in providing high reliability 
and credibility to decision makers’ opinion for the firm’s financial health with the 
least judgment and biasness. The model has gained its acceptance  from its credi-
bility in predicting the probability of  firm’sbankruptcy . This could be of prime 
importance to all parties interested in evaluating the going concern of the firm 
and its continuity or existence in general especially with the presence of high un-
certainty surrounding business environment. 

Financial information is a vital input in the investment decision making pro-
cess. However, managers may manipulate accounting numbers through earnings 
management practices. According to Healy and Wahlen (1999) p.6, “Earnings 
management occurs when managers use judgment in financial reporting and in 
structuring transactions to alter financial reports to either mislead some stake-
holders about the underlying economic performance of the company, or to in-
fluence contractual outcomes that depend on reported accounting numbers”.  

Firms’ managers face the pressure of meeting earnings’ targets because achiev-
ing the planned levels of earnings and decreasing the firm’s cost of capital are re-
flected in high reputation for those managers (Kasznik & McNichols, 2002; 
Brown & Caylor, 2005). If report earnings are lower than the targeted figures, 
their interests are negatively affected (Skinner & Sloan, 2002) as this could be re-
flected in a reduction of their compensation (Matsunaga & Park, 2001). So, 
managers might manipulate the earnings figures to meet their required objectives 
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especially if their compensations or bonus schemes are tied to their reported 
numbers (e.g. Watts and Zimmerman, 1978; Healy, 1985). Reducing cost of 
capital is one other reason that might motivate managers to manipulate earnings 
for. This is because it is used for making most of the financing decisions (Jalali et 
al., 2014) such as capital budgeting decisions, capital structure and working capi-
tal management decisions, etc. (Basirat et al., 2014). 

Meeting market expectation has been one of the most common reasons that 
might motivate managers to follow the accounting methods that window dress 
the firm’s financial reports (e.g. Friedlan, 1994; Erickson and Wang, 1999). This 
could be done to avoid the negative impact on the firm’s stock prices  when the 
income numbers reported by the firm fall below analysts’ expectations. Managers 
might also manipulate earnings’ numbers to smooth the firm’s earnings’ patterns  
and reduce stock volatility from one period to the other which in turn provides a 
better image in the stock market regarding the firm’s stability (Barnea et al., 
1976). Finally, management might adopt accounting practices that could help the 
firm overcome governmental intervention or investigations (e.g. Jones, 1991; 
Haw et al., 2005). 

Earnings management can be performed either through the false reporting of 
discretionary accruals (DAC) or the false reporting and presentation of real ac-
tivities. From the two types of accruals available, managers have no control on 
non-discretionary accruals (NDAC) for delaying or deleting any transaction 
(Mashayekhi et al., 2006) but discretionary accruals (DAC) is a type of accruals 
which managers can influence by reporting the earnings near to their desired 
earnings for getting better incentives in the form of return from the top man-
agement (Dechow et al., 1995; Shuto, 2007).  

Prior research indicated that earnings management practices is adopted by 
firms that are financially distressed for different reasons among which is improv-
ing their negotiation ability in contracts and hide the fact that they are financially 
distressed (e.g. DeAngelo et al., 1994; Burgstahler and Dichev, 1997; Rosner, 
2003). Shareholders of public enterprises and governments had always been con-
cerned with the issue of financial distress. This could result from weak manage-
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ment practices in addition to other factors that negatively affect the financial per-
formance of the enterprise and drive it to bankruptcy resulting in major losses for 
the firm’s capital providers mainly shareholders and creditors in addition to the 
severe impact on the society as a whole. Managers also suffer in periods of dis-
tress. For example, their bonuses will be reduced or even cut, they can be substi-
tuted, or even their reputation in the market might be lost because of their poor 
management practices (Liberty and Zimmerman, 1986; Gilson, 1989). 

The issue of the timing and the reasons that could motivate managers to en-
gage in practices that manipulate financial statement numbers whether by over-
valuing or undervaluing  reported earnings is an important issue that had been 
raised in literature several times (Collier and Gregory, 1995; Pavlatos and Paggi-
os, 2009; Barjaktarovic and Barjaktarovic, 2010) El Deeb 2012, Lin et al., 2014;. 
in addition to a well-recognized stream of research that was interested in investi-
gating earnings’ management behavioral patterns in firms suffering financial dis-
tress (e.g. Chen and Yuan, 2010; Haw et al., 2005, Chen and Hong, 2006; Yu et 
al., 2006; Liu and Lu, 2007). Part of these studies were concerned with the pres-
ence of earnings management practices in financially distressed firms versus other 
firms not suffering financial distress problems.  Other studies were interested in 
the degree or magnitude of manipulation and the methods by which it is per-
formed along the years. Accordingly, this research paper aimed to raise the fol-
lowing question: Do financially distressed firms are greater involved in earnings 
management activities. The research adds other two dimensions that are ex-
pected to greatly affect earnings management practices which are firm’s size and 
the quality of its audit.  

The research paper is organized as follows: The study’s hypotheses are formu-
lated and presented in section 2.  Section 3 discusses the research design and the 
measurement of variables, Section 4 presents the empirical results and the discus-
sion of these results, and finally the last section in the paper is concerned with the 
conclusions and implications for future research.  
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2. Literature Review and formulation of Research hypotheses 

2.1 Earnings management
1
 

According to Davidson et al., (1987),  the management of earnings involves 
adopting accounting methods within the accounting standards’ framework using 
the flexibility allowed to the firm’s management by the applied framework to 
achieve a pre-set objective. Schipper (1989) also defined earnings management as 
the intended involvement in the numbers reported by the firm in its financial 
statements aiming to realize special interests for the firm or its management. This 
could result from the discretion available to managers in selecting accounting 
principles or the choice between different accounting methods for recording in-
ventory or depreciation and the subjective valuation of estimates used in measur-
ing depreciation and setting provisions. In addition, managers could influence 
earnings numbers by taking some decisions that could affect accounting out-
comes results presented to the firms’ stakeholders Degeorge et al., (1999). This 
include actions such as cutting the research budget or reducing spending on ad-
vertising, rescheduling of investments or changing financing methods Stolowly 
and Breton (2003) with all these actions intending to shift results towards a cer-
tain direction to match management intended incentives. 

Earnings Management practices can take different forms (Scott 2014): the first 
of which is Clearing accounts (big bath accounting); through which management 
disclose large losses in the financial statement that is uncommon with the firm’s 
economic performance. This could happen in a period of stress such as change of 
managers, where the new manager adopt policies that significantly reduce the 
firm’s operating income in the first year making it easier for him to show better 
operating results in the subsequent year. Accordingly, this allows the new man-
ager to write off any losses or expenses associated with the predecessor manager 
and preserve his reputation (Murphy and Zimmeran,1993). Big bath accounting 
is also conducted with the aim of minimizing (but not necessarily making nega-
tive) the reported results including political costs, namely reducing tax costs.  

                                                           
1
 The research focuses only on the earnings management accounting measures and not the real 

activities measurements nor the accounts classification measures. 
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Earnings management practices could be also conducted with the aim of max-
imizing results as overestimating the firm’s reported results compared to its real 
value. This is done opportunistically: to mask the visibility of a deteriorated per-
formance or to avoid a contractual clause or to maximize profitability. (Skinner, 
1993; Gupta, 1995; Pfeiffer, 1998). Another important incentive for earnings 
management is smoothing performance results: it is not about choosing a direc-
tion at the evolution of the published results but an evolution rhythm. More 
precisely, results are considered smoothed when the earnings management results 
in reducing the variance of the published results. The results’ fluctuations are re-
duced by transferring sums from one reporting period to another. The generated 
profits follow a regular growth curve. This results in the reduction of the in-
formative value of the disclosed numbers. (Chalayer, 1995)  

The roots of earnings management can be attributed to the positive account-
ing theory introduced by Watts and Zimmerman (1990) that is based on three 
hypotheses: the bonus plan hypothesis, the debt covenant hypothesis and the po-
litical cost hypothesis. Nezha (2019) believes that the positive accounting theory 
allows “the understanding of the companies’ accounting choices from the agen-
cy’s relationships and political costs». It extends the models from the agency the-
ory and the economic regulation theory. The company’s political and contractu-
al obligations, such as the debt contracts, the remuneration system of its employ-
ees and the potential political costs can bring the managers to manage the results. 

The bonus plan hypothesis extends the agency theory introduced by Jensen 
and Meckling (1976). They assumed that shareholders (the principal) delegate the 
management function to managers (the agents) in exchange for transparency of 
their actions and performance. However, management might abuse this relation-
ship taking benefits from the information asymmetry between them and outsid-
ers and prioritize their own interests at the expense of others and manipulate ac-
counting choices and techniques that manage earnings towards management’s 
intended outcomes and maximize their benefits resulting in an agency conflict. 
This conflict would be maximized when managers’ bonus plans are based on ac-
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counting numbers. In this case, they will select the accounting principles that 
raise their compensations and secure their interests. 

The debt covenant hypothesis argues that when the firm’s debts to equity ra-
tio increases, the greater the firm’s exposure to tighter debt covenants constraints 
which puts the firm under more pressures of technical default. This might moti-
vate managers to benefit from the discretion in accounting principles and choose 
the accounting methods that help in releasing the debt constraints and reduce the 
probability of being viewed as financially distressed. 

Finally, the political cost hypothesis is derived from the theory of economic 
regulation developed by Posner (1974), it postulates that the political process is 
viewed as a competition between parties  in order to maximize their interests. 
This theory assumes that regulations aim to transfer wealth and earnings-based 
accounting is used as a technical argument to achieve this objective. Earnings 
management practices in large companies can be interpreted by this theory as the 
"political visibility" of these companies make them more exposed to these types 
of political decisions which is translated into political costs. Large companies tend 
to minimize these costs by managing their outcome in a manner that does not 
attract too much attention from the legislators and politicians. This theory adopts 
the following postulate: the managers, the shareholders, the regulators, and the 
politicians are rational and try to maximize their usefulness. That usefulness is 
directly tied to their remuneration, and therefore to their wealth 
(Belkaoui,1992).  

2.2 Financial distress  
The business life functioning in tempestuous environment is very volatile. 

The business life can last for centuries or can end within very short period. The 
business activities are the main determinates of its life. where the business that 
achieves its objectives in generating profit and paying its liabilities will last for a 
longer period. The financing activities of the business are the main backbone for 
the survival of organization. The business is called bankrupt when its total liabili-
ties are higher than its fair value of its assets in the market (Sautner and Vladimi-
rov, 2018). Parkinson (2018), defines the financial distress as the probability of 
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bankruptcy that depends on the magnitude of current assets and level of credit 
worthiness. Due to the complexity of financial distress there is no exact defini-
tion that can be used for that term. Moreover, the factors and causes of the finan-
cial distress are various and cannot be listed exclusively. 

Financial distress can be generally defined as the firm’s failure to satisfy its ob-
ligations in the short run. In other worse scenarios, the company may go bank-
rupted or subject to restructuring. Other definitions added that financial distress 
happen when the company fail to fulfil its creditors commitments and its opera-
tions are nearly to stop (Binti and Ameer, 2010; Kamaluddin et al., 2019). 
Moreover, other common indicators of financial distress are the debt ratio and 
times earned ratio. Whenever the debt ratio is larger than 1 or the times interest 
earned ratio is less than 1; it can be concluded that the company are facing prob-
lems in meeting its cashflow requirements and by default facing high level of in-
solvency (Hu and Ansell 2005; Fallahpour et al., 2017). 

The measurement of financial distress is not an easy process. The sources of 
financial distress are wide and it includes shortage of cashflow, management mal-
practices and external factors whether its global or national. These facts are 
matching the financial theory, where it states that the factors causing financial 
difficulties can be endogenous (internal risk factors) or exogenous (external risk 
factor). The internal risk factors are to affect specific firm or firms in the same 
industry and external risk factors are affecting all the companies in the market. 
The specific risk factors are depending on the results of the empirical studies 
done in different markets (Karugu et al., 2018; Kamaluddin et al., 2019). 

The most common forms of poor management are fraud, nonefficient use of 
resources and inadequate communication among different levels of management 
within the organization. These forms are all to be considered as internal risk fac-
tors that may lead to financial distress. On the other hand, there are other exter-
nal risk factors that are out of the firm’s management control like pandemic, 
worldwide recession and political troubles (Binti and Ameer, 2010; Karugu et 
al., 2018). 
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According to Idrees and Qayyum, (2018) and Lee et al., (2017), the most 
highlighted reason for financial distress is the high level of leverage resulted from 
the poor performance of management and then come the weak industry perfor-
mance. As high level of leverage resulted from the lack of cashflow available for 
running the operations of the business and that prevent the business from paying 
their commitments and that lead to window dressing activities. 

Karugu et al., (2018), mention that most of the financial distress cases are in 
the developing or transitional economies countries where they face insolvency, 
low liquidity and lack of cash flow. He related the financial distress cases with the 
high leverage level of companies with no future plans to handle this issue. On 
the other hand, he illustrated that even in the developed and flourishing econo-
my, certain financial distress cases occurs because of wrong management deci-
sions to finance their projects through debt rather than equity.  

There are two possible consequences of the financial distress that can happen 
to any business. First, lack of cash flow to cover the company liabilities. Second, 
high debt on the liabilities side of the statement of financial position. In this case, 
companies start to negotiate their debt terms with creditors by restructuring the 
debt conditions and payments. Meanwhile, the company faces problem in raising 
capital to finance its operations due to the lack of trust in its ability to repay (Lee 
et al., 2017). 

Many papers addressed the financial distress issue and its causes and determi-
nants. The firm characteristics are proved to be among the most important fac-
tors affect the financial distress of company. Firm size, leverage level, audit quali-
ty and firm profitability are the most famous characteristics that have been con-
sider in the literature. It was proved that firm size and leverage level has a posi-
tive correlation with the financial distress (Alfaro et al., 2019). On the other side, 
audit quality and firm profitability are inversely correlated to the financial distress 
(Du and Lai, 2018).   

To sum up, the current section of the study presented different definitions of 
earnings management  in accordance to Davidson et al., (1987), Schipper (1989), 
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Degeorge et al 1999, Stolowly and Breton (2003) which all agrees that earnings 
management practices involves the use of flexibility and discretion to manage-
ment  in selecting the accounting treatments and policies that could satisfy their 
incentives. This could take various forms such as reporting abnormal large losses 
in a current year so that the future financial statements show better performance 
compared to this current year in addition to obtaining tax reductions in the year 
where large expenses are disclosed (Murphy and Zimmeran,1993 and Scott 
2014). In contrast, earnings management practices could involve the maximiza-
tion of reported income numbers (Skinner, 1993; Gupta, 1995; Pfeiffer, 1998) or 
smoothing the income figures to reduce the riskiness of the firm (Chalayer, 
1995). Prior studies attempted to present different theories that could explain the 
underlying reasons beyond the firms’ earnings management practices such as bo-
nus plan hypothesis, debt covenant hypothesis and the political cost hypothesis 
(Watts and Zimmerman, 1990), Nezha, 2019, Jensen and Meckling, 1976, Pos-
ner, 1974 and Belkaoui,1992). Then the literature moved to defining financial 
distress and how it can affect firms’ performance. Most prior studies agreed that 
there is no one single definition for financial distress but simply it can refer to the 
probability that the firm can have  difficulties in paying its debts and cash flow 
requirements which raises their likelihood of getting bankrupt (Sautner and Vla-
dimirov, 2018), Parkinson (2018), (Binti and Ameer, 2010; Kamaluddin et al., 
2019, Hu and Ansell 2005; Fallahpour et al., 2017). This could be mainly at-
tributed to poor management performance as indicated by Idrees and Qayyum, 
(2018) and Lee et al., (2017) or due to factors that exceed management control 
like pandemic, worldwide recession and political troubles (Binti and Ameer, 
2010; Karugu et al., 2018). The researchers noticed that regardless of the reasons 
beyond financial distress, firm characteristics  The firm characteristics are proved 
to be among the most important factors affect the financial distress in a firm such 
as firm size, leverage level, audit quality and profitability are the most famous 
characteristics that have been consider in the literature and accordingly the next 
section will develop the hypotheses needed to examine the effect of these char-
acteristics on the firms earnings’ management practices.  
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3. Hypotheses Development 

3.1 Earnings management and financial distress 

Ignatov (2006) had defined distress by company’s failure to satisfy its obliga-
tions in the short run which could shift the company to a later stage of bankrupt-
cy or reorganization. (Ghazali et al 2015).  Binti & Ameer (2010) had also de-
scribed financial distress by a situation where the firm is not able to fulfill its debt 
covenants, or their credit terms being agreed upon with creditors. Studies had 
provided mixed evidence of how financial distress can affect earnings manage-
ment. Bisogno &De Luca (2015) used a sample of 200 observations of Italian 
firms and found that managers in small firms could adopt earnings management 
practices that boost earnings upward during periods of financial distress to pre-
serve bank loans (Muljono and Suk 2018). Charitou et al 2007 added other rea-
sons in this respect as avoiding the violations of debt covenants, overcoming 
bankruptcy or raising their bonuses or compensations or to hide their poor per-
formance practices (Beneish et al., 2001). From the other side, Charitou et al 
2007 found that new managers might adopt earnings management practices that 
reduce current year earnings during periods of financial distress and before bank-
ruptcy to highlight the poor performance of prior management. Also, auditors 
could exert pressures on new managers to follow conservative earnings practices.  

Agrawal and Chatterjee (2015) examined the impact of the firm’s financial sit-
uation on earnings management using a sample of 150 Indian firms suffering fi-
nancial distress. Their study showed that earnings management practices are af-
fected by the phase through which the firm is in financial distress. In other 
words, at the early stages of financial distress, firms follow earnings practices that 
manage earnings upwards. Joosten (2012) reached the same findings using a sam-
ple of companies in Europe explaining that companies with low distress levels 
could be engaged in real earnings management practices to achieve targeted 
earnings. This is because at this stage those companies are capable to deal with 
negative impact resulting from these practices  
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At latter stages of distress, Agrawal and Chatterjee (2015) argued that compa-
nies tend to adopt earnings management practices that reduce earnings being 
more conservative to better be able to negotiate for better financing conditions 
with creditors.  In contrast, Kim et al. (2011), Campa (2015) found that during 
the periods of high financial distress preceding bankruptcy, management may 
conduct earnings management practices that increases earnings to reduce the 
probability of going bankrupt or technical defaults. Zang (2012) was more con-
cerned with how the distress level affects the type of earnings management prac-
tices. He found that firms with low distress levels, are more engaged in real earn-
ings management practices in contrast to accruals earnings management practices 
because at this stage has the discretion that enables it to shift the right decisions in 
the future. On the other hand, companies at advanced stages of financial distress 
are more likely to be involved in accrual-based earnings management to achieve 
their planned goals. 

Ghazali et al. (2015) further clarified this issue believing that in the early stages 
of financial distress, management of these companies have been involved in prac-
tices that manage earnings upward and accordingly they exploited all the means 
to raise the firms’ earnings in the prior periods. Now in the later stages of distress 
they have no other option but to get involved in earnings management practices 
that decrease the firms’ income levels. Based on the above argument  it can be 
concluded that prior studies had provided evidence that financial distress affect 
earnings management practices within the firm. However, studies had provided 
mixed results with respect to the direction of this effect as being positive or nega-
tive. Accordingly, the current research hypothesis could be stated as follows:  

H1: There is a significant relationship between financial distress and 
earnings management  

3.2 Firm Size and Earnings Management 

Studies showed mixing evidence with respect to the effect of firm’s size on 
earnings management. Kim et al., (2003) argued that the size of the firm can re-
duce earnings management practices. This could be due to the ability of large 
firms to establish more effective internal control structures, better corporate gov-
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ernance mechanisms and higher more qualified internal auditors relative to small 
sized firms which lowers their probability of being involved in earnings man-
agement and increase the quality of the firm’s financial disclosure. In addition, 
firms large in size have the financial capabilities that allow them to contract with 
Big-N auditors and allocate more budgets to the audit process (Kim et al 2003). 
Big-N audit firms have highly competent auditors who are capable to uncover 
earnings manipulations and permit lower levels of earnings management com-
pared to non-Big N audit firms (Gore, et al. (2001). Becker, et al., 1998; Francis, 
et al., 1999; and Payne and Robb, 2000) believed that firms audited by Big N 
audit firms intend to report smaller levels of discretionary accruals compared to 
non-Big N audited firms although the first group of firms could have more total 
accruals compared to the latter firms to reduce the litigation risk associated with 
high levels of discretionary accruals (Heninger 2001). Finally, Large sized firms 
may be less reluctant to manipulate their earnings is their concern about their 
reputations and the financial reporting credibility they established over long pe-
riods of time among their shareholders and which they risk losing through earn-
ings manipulations   

In contrast, Kim et al (2003) argued that firms large in size could be much 
more involved in earnings management practices than smaller firms due to sever-
al reasons; the first is management desire in these firms to satisfy analysts’ forecasts 
(Thu and Khuong, 2018 ). Second, large firms can better negotiate with their 
auditors who in turn could allow them some earnings management practices 
compared to their small sized counterparts (Thu and Khuong, 2018 ). Finally, 
although firms large in size have effective internal control structures, manage-
ment in these firms may be more powerful to override the structure as a whole 
and manipulate earnings to achieve predetermined outcomes.  

This positive relationship between firm size and earnings management could 
be explained by the political cost or size hypothesis introduced by Watts and 
Zimmerman (1986) which argues that firms larger in size have more tendency to 
select the accounting treatment that decreases its earnings levels for example by 
shifting current period revenues to the next period, aiming to decrease political 
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costs that could be associated with more government intervention directed to-
wards reducing the firm’s revenues, This could be done by reducing their prices 
or imposing penalties on firms proved to breach anti-trust laws and so these large 
firms can be more involved in earnings management practices to mitigate the 
political risk and costs associated with it (Mikhailova 2010 and Amertha et al., 
2014).  Jensen and Meckling & Jensen (1976) argued that the greater the firm’s 
size, the higher the agency costs. This is because managers of large firms enjoy 
better discretion due to the increasing complexity of transactions and operations 
in these firms compared to smaller ones, making it more difficult for investors 
and other outside parties to reveal the nature of such sophisticated operations 
which by turn gives managers more space to select the accounting methods that 
satisfy their interests increasing the likelihood of earnings management practices 
in these firms (Kim et al., 2003). In addition, larger firms are more capable to ne-
gotiate and bargain with their auditors, which could better allow them to conceal 
any earnings management practices in the financial reports disclosed by these 
firms (Nelson et al., 2002).These contradicting views raises concerns as to 
whether large firms are more likely to adopt earnings management  practices than 
small firms and leads to formulate the second research hypothesis in the study. 

H2: There is a significant relationship between firm size and earnings 
management  

3.3Audit Quality and Earnings Management 

Auditing plays an effective role in reducing the agency cost caused by the in-
formation asymmetry between firm management and outside shareholders (Thu 
and Khuong (2018)). Auditors are engaged to add credibility to the firm’s finan-
cial reports and provide a reasonable level of assurance that these reports fairly 
represents the firm’s results of operations and financial position which is consid-
ered an important input  for investors and creditors’ decisions (Alhadab and 
Clacher 2018). Therefore, more competent and experienced auditors add to the 
credibility of the firm’s financial reporting process. This in turn could avoid the 
damage of their reputation and any consequent litigation problems that might 
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arise later on which can limit earnings management practices to a great extent 
(Hogan et al., 1997, ElDeeb 2015) 

Prior research showed contradicting views regarding the effect of audit quality 
on earnings management; Alzoubi, 2017; Becker et al., 1998; Ghosh and Moon, 
2005; Gul et al., 2009; Krishnan, 2003; Rusmin, 2010) had provided evidence 
that a  negative relationship exists between audit quality and earnings manage-
ment practices.  

The quality of audit has been proxied in different studies by the size of the au-
dit firm as being a Big 4 or non Big 4 firm. Big 4 audit firms are capable to pro-
vide higher quality audit relative  rdto non Big 4 audit firms due to different fac-
tors, the first of which is the desire of these multinational firms to protect their 
reputation and avoid any problems that could negatively affect their clients(Behn 
et al., 1997; Krishnan, 2003). This causes these audit firms to be more cautious 
and do not allow for any earnings management practices. Yasser and (2018) fur-
ther elaborated on this point arguing that revenues of big N audit firms are gen-
erated from large number of clients, this gives them more independence and al-
lows for greater discretion in rejecting clients with manipulative earnings (Thu 
and Khuong (2018)). Second, Big N audit firms are able to deploy more financial 
and operational resources to the audit process (Yasser and Soliman 2018) so they 
can better train their staff members and invest in technologies that increase the 
competencies and experiences which by turn enhance their abilities to uncover 
earnings management practices (Alzoubi, 2017; Becker et al., 1998; Rusmin, 
2010) and Yasser and Soliman 2018). Consistent with these finds several studies 
found a negative relationship between earnings management and audit quality 
measured by the size of audit firm as Soliman and Ragab (2014), Kordelas (2012) 
and Inaam et al., (2012) where discretionary accruals are used as a measure for 
earnings management  

 In contrast, a considerable stream of research failed to find a significant rela-
tionship between audit quality and earnings management, other studies found 
that audit quality is positively correlated with the extent of earnings management 
practices. This could be explained by the institutional setting in the country 
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(Jeong & Rho 2004). In other words, if the institutional settings do not motivate 
auditors to mitigate the earnings management practices and enhance the quality 
of audits, auditors from Big 4 audit firms won’t have the incentive to provide 
high quality audits relative to non-Big 4 audit firms as provided by (Yasar 2013 
and Ajekwe and Ibiamke, 2017) who found that high quality audits are positively 
correlated with higher earnings management. Accordingly, the research hypoth-
esis could be formulated as follows:  

H3: There is a significant relationship between audit quality and earn-
ings management  

4. Research design and measurement of variables 

4.1 Sample Selection and data collection 

To examine how the level of financial distress can affect earnings management 
practices inside the firm, a sample of companies listed in the EGX during the pe-
riod of 2014 to 2016 after excluding banks and financial institutions from the 
sample. Firms in the financial sector had their own assets and capital structure 
which reduces their comparability to firms in other economic sectors (Gunathil-
aka 2014). This results in a sample of 231 firm year observations 

4.2 Measurement of variables 

4.2.1 Measurement of earnings management 

Throughout the literature, most of the models studying the theory of earnings 
management which is one of the most common indicators for accounting infor-
mation focus on accruals justifying that accruals are more easily managed relative 
to profits and firm’s cash flows (Yurt and Ergun 2015). Gomez, Okumura and 
Kunimura (2006) argued that the flexibility allowed to management by financial 
reporting standards in recording and disclosing accruals might motivate manage-
ment to use this discretion in manipulating accounting information. Jones (1991) 
believed that earnings management practices will be reflected in the accruals part 
of earnings not the cash part. This part reflects the discretionary power of the 
firm management and is a very strong indicator of earnings management; which 
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entails the decomposition of total accruals to discretionary or abnormal compon-
ent and non-discretionary or normal component (cited in Yurt and Ergun 2015).  

Healy 1985 and De Anglo 1986 were the first to predict earnings manage-
ment using abnormal or discretionary accruals. However their models had been 
criticized as being too simple and for assuming that non discretionary accruals are 
systematic and that any changes in the firm’s accruals are interpreted as an exist-
ence of discretionary accruals which could not be accepted due to changes in the 
economic conditions affecting the business. To overcome this problem, Jones 
(1991)  modified the models introduced by De Anglo 1986 assuming that non 
discretionary accruals are not constant by introducing changes in revenues and 
the property, plant and equipment to the model to control for the changes in 
non discretionary accruals resulting from changes in the firm’s financial position. 

Dechow and Dichev (2002) added another aspect to the Jones model (1991) 
which is the amount and timing of cash flows of accruals as they believed that the 
model should incorporate whether the accruals will be converted to cash or not 
in the subsequent year. This model predicts discretionary accruals as the residual 
from the regression of changes in working capital on past, present and future cash 
flows (Shi and Zhou 2012). The relationship between working capital and oper-
ating cash flows indicated the quality of accruals as both reflects the main opera-
tions of the firm. Working capital accruals includes current assets and current lia-
bilities expected to be concerted to cash during the current year. So the error 
term from the regression model attributed to changes in working capital on one 
hand and changes in operating cash flows for the past, present and subsequent 
period on the other is a measure of the errors in estimating accruals not related to 
cash flows (Yurt and Ergun 2015)  

The current study used the Dechow and Dichev model (2002) which had also 
been used by many prior studies as Francis et al., (2005), Biddle and Hillary 
(2006), Biddle et al (2009), Givoly et al., (2009), Ecker, Olson and Schipper 
(2012), McInnis and Collins (2011), Dhaliwal, Khurana and Pereira (2011) 
Veenman (2012).  
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Shi and Zhou (2012) argues that the model is criticized for one limitation is 
that future cash flows required in the model would not be available when using 
the model for estimating current year accruals and accordingly they suggested a 
modification to the model which is substituting cash flows for the subsequent 
year by forecasted cash flows. However, the current research study is not affected 
by this limitation as the data included in the sample are all historical from 2014 to 
2016 and accordingly, any future cash flows required by the model is available to 
the researchers.      

TAi,t = αi,t + ß1 CFi,t-1 ‚+  ß2 CFi,t  + ß3 CFi, t+1 + ß4 ∆Revit + ß5 PPE i,t + €i,t                     

Where 
TAi,t = total accruals equal to earnings before extraordinary items minus cash 

flow from operation lagged by total assets;  
 CFi,t-1 : Are cash flows for the year t-1 scaled lagged by total assets 

 CFi,t`: Are cash flows for the year t lagged by total assets 

 CFi ,t-1` : Are cash flows for the year t+1 lagged by total assets 

ΔRev : the annual change in revenues from t-1 to t lagged by total assets.  
 PPEi,t: net property, plant and equipment lagged by total assets 

The residuals from the regression model represent the estimation errors in the 
current accruals that are not associated with operating cash flows and that cannot 
be explained by the change in revenue and the level of PPE. The absolute value 
of the error term is used as a measure of discretionary accruals  

4.2.2 Measurement of financial distress 

Gunathilaka (2014) tested the financial distress on a sample of companies from 
various sectors in the economy using Altman Z score model. The model provid-
ed accurate results in identifying default firms compared to other models used by 
the researcher and was able to predict bankruptcy for the sampled firms one year 
a head before they were actually distressed. The model by different research 
studies all around the world in different areas related to capital structure and stra-
tegic        management       (Allayannis    et  al.,   2003;    Molina,    2005  ;  Calandro, 2007).  
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Investment decisions (Sudarsanam and Lai, 2001; Lawson, 2008), asset and 
credit risk estimation (Kao, 2000; Griffin and Lemmon, 2002; Ferguson and 
Shockley, 2003; Jayadev, 2006), distressed securities (Marchesini et al., 2004, 
Gerantonis et al. 2009), and financial failure of publicly traded companies 
(Lifschutz and Jacobi, 2010).    

Even with the introduction of other models to predict financial distress as 
logit analysis, recursive partitioning algorithm and neural networks, the Altman 
Z score showed superior results and was better able to distinguish distressed firms 
from non-distressed firms ones a year in advance before their bankruptcy (Carson 
1995).  

Consistent with prior research as Diakomihalis (2012) and Lakshan and Wi-
jekoon (2013) who  used Altman Z score in predicting bankruptcy and all agreed 
on the robustness of the model in providing accurate results over other models, 
the current research study will measure the independent variable which is finan-
cial distress using the Altman Z score model.  

The model is based on a multivariate discriminant analysis (MDA)as Altman 
provided evidence that firms facing financial difficulties show different values for 
a set of financial ratios compared to the corresponding counterparts who are not 
suffering financial distress problems before their failure by one year. The model 
consists of five ratios measuring different aspects of the firm’s performance based 
on income statement and balance sheet data rather than using an individual 
measure as indicator of the firm’s performance: First is Net working capital/total 
assets (a measure for liquidity) where working capital is computed by subtracting 
current liabilities from current assets, Second: Retained earnings to total assets 
(an age indicator measuring the proportion of retained earnings accumulated as a 
proportion of total assets), Third: Earnings before interest and taxes to total assets 
(a measure of the efficiency by which the firm uses its assets), Forth: market value 
of equity to book value of total liabilities (this is the reciprocal measure of the 
firm’s financial leverage used shows how much the assets of a firm can be re-
duced in value before the liabilities become higher than assets turning the firms 
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into an insolvency status). and finally, annual sales to total assets (a measure of the 
firm’s competitiveness and its  crisis management ability). 

Using a multiple discriminant analysis, each of the ratios mentioned above 
will take a different coefficient resulting in an equation that can best be used to 
predict a value for financial distress for the firm. The following z model was used 
to predict financial distress for the sampled firms by multiplying each ratio with 
its corresponding coefficient and sum the multiplication products: 

   Z= -0.004 X1 + 0.825X2 +0.215 X3 +0.229 X4 + 0.374 X5  

Where Z is Altman value for predicting distress, X1 is working capital to Total 
Assets, X2 is Retained Earnings to Total Assets, X3 Earnings before Interest and 
Taxes to Total Assets, X4 Market Value of Equity to Total Liabilities and X5 is 
Sales to Total assets   

This resulting value is a Z-statistic that can fall into one of three groups classi-
fied by the company: those receiving a Z-score above an upper threshold are 
healthy companied expected to survive; those receiving a Z-score below a lower 
threshold are distressed firms expected to go bankrupt; and the third group of 
companies lies in the middle between the above two values known as the grey 
zone.  

4.2.3 Measurement of Audit Quality 

Last decades had witnessed great concern for examining how can higher 
quality audits affect the ability of auditors to uncover errors or fraud in the firm’s 
financial reports. The term audit quality can be defined by the extent to which 
the auditing process has been able to detect and report material misstatements in 
the firm’s financial statements whether resulting from error or fraud (Issa, 2008) 
in addition to its success in reducing the degree of information asymmetry be-
tween the firm’s management and external shareholders (Reyad, 2012), reduce 
earnings management practices inside the firm which in turn could enhance the 
financial reporting quality (Paulo et al 2013 and Lu and Ma 2016).  

Prior studies had used various measures for audit quality as most of them 
agreed that there can be no one single measure for audit quality (Francis 2004, 
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Lu and Ma 2016). This include the type of audit opinion, size of the audit firm, 
he magnitude of audit fee (Balsam et al 2003; Lu and Ma 2016), the client reten-
tion period and audit tenure, the degree to which the auditor is specialized in the 
industry and finally the auditors’ qualifications (Piot and Janin, 2005). 

Many studies had used size of the audit firm as a measure for audit quality 
which is proxied by whether the firm belongs to one of the Big 4 audit firms or 
not. This could be attributed to the fact that Big 4 audit firms hire more compe-
tent auditors and can afford more operational resources, better able to preserve 
their financial independence which in turn could better enhance their abilities to 
accept any aggressive accounting treatments from their clients (Paulo et al., 
2013). In support to this view, Almarayeh  et al., (2020) found that firms audited 
by one of the Big 4 audit firms reported more conservative earing numbers com-
pared to their counterparts who were not audited by Big 4 audit firms 

According, size of audit firm proxied by being Big 4 or non-Big 4 is used as a 
measure for audit quality (Lu and Ma 2016) where this variable equal 1 if the au-
ditor belongs to one of the Big Four audit firms or 0 otherwise (Lu and Ma 
2016).  

4.2.4 Measurement of Firm Size 

Studies that use firm size as one of their variables, used the natural log of total 
assets (Kim, Liu and Rhee (2003), Ismael (2013), Amertha et al., (2014)   and 
Muigai and Muriithi (2017) as a proxy for this variable. 

4.2.5 Control Variables 

The control variables selected by the researchers for this study were picked 
out of the previous literature review publication. The literature is not providing 
enough evidence on the combined effect of the Leverage, profitability and the 
conservatism as control variable within the relationship between the financial 
distress and earnings management the following is illustrating the most important 
studies in relation to these variables; Accounting conservatism, profitability 
(ROA) and leverage level.  
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Teymouri and Sadeghi (2020), state that inadequate level of conservatism and 
level of debt (leverage) are of the key causes of financial distress risk. The study 
investigates the effect of conservatism on financial distress in Tehran stock ex-
change market. The results of the study showed that accounting conservatism 
and level of debt (leverage) have a positive significant impact on the financial dis-
tress risk level of companies. 

Yusnaini (2019), test the impact of financial distress on conservatism using the 
leverage as a moderating variable on the listed companies in Indonesia stock ex-
change market. The study results show that financial distress is significantly affect 
the conservatism in a positive direction and that leverage is not significantly af-
fecting this relationship as a moderating variable. 

Suleiman (2019) investigate the effect of the firm characteristics proxied 
through profitability and leverage on the accounting conservatism using data 
form Nigerian listed companies for the period 2011-2017. The study results 
show a significant positive association between the leverage and accounting con-
servatism and on the other hand, the results how that there is significant negative 
association between profitability and accounting conservatism.  

El-habashy (2019), investigated the effect of corporate governance on the ac-
counting conservatism level on companies listed in the Egyptian stock exchange 
market covering period from 2009 to 2014. The study reached a conclusion that 
that board independence as a proxy of corporate governance has a positive sig-
nificant association with the level of conservatism in the Egyptian companies. 

Jacoby and Liu (2019), test the relationship between the financial distress and 
earnings management using profitability and leverage as control variables. The 
results of the study show that companies with high level of financial distress has 
negative relationship with the leverage and profitability as the higher negative 
value of the financial distress results in a higher level of profitability and leverage.  

Xu and Ji (2016), examined how earnings management and financial distress 
are related to each other on top listed Chinese companies using the firm charac-
teristics as control variables. The firm characteristics included leverage, size prof-
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itability and growth. The results of the study indicate that the leverage and prof-
itability have a significant impact on the earnings management of the companies 
tested.  

5. Empirical results 

This part of the research includes the statistical analysis results. The researchers 
used group of statistical analysis like, Descriptive analysis, person correlation 
analysis and regression analysis 

5.1 Descriptive analysis 

Table (1) indicates the descriptive statistics for the research variables. The total 
observations is 231 collected from 77 companies over the period 2015-2017. 
The statistics show minimum, maximum, mean and standard deviation for all 
variables. The financial distress shows a minimum of -24.79 and maximum of 
105.96 with a mean of 6.5760 and standard deviation of 17.04. the earnings 
management shows a minimum of -0.52 and maximum of 2.16 with a mean of 
0.0938 and standard deviation of 0.34. leverage shows a minimum of 0.02 and 
mximum1.63 with mean of 0.4923 and standard deviation of 0.25. firm size 
shows a minimum value of 1.12 and maximum value of 1.63 with mean value of 
17.16 and standard deviation of 6.54. Return on assets shows a minimum and 
maximum values -0.48 and 2.16 respectively with mean and standard deviation 
values 0.07 and 0.25 respectively. Conservatism (MVE_BVE) has a minimum 
value of -13.74 and maximum value 14.52 with mean and standard deviation 
values of 1.35 and 2.66 respectively. Audit quality is a dummy variable measured 
by 0 and 1 values referring to the existence and absence of the variable with a 
mean and standard deviation values of 0.38 and 0.486 respectively. 
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Table (1): Descriptive statistics for the research variables 

Descriptive Statistics 

 
N Minimum Maximum Mean 

Std.  

Deviation 

Fin_Distress 231 -24.79 105.96 6.5760 17.04135 

Third_INFQ_3b_ 

residual 
231 -.52 2.16 .0938 .34131 

Leverage 231 .02 1.63 .4923 .25003 

Firm_size 231 1.12 24.74 17.1622 6.54724 

ROA 231 -.48 2.16 .0782 .25201 

MVE_BVE 231 -13.74 14.52 1.3525 2.66193 

Audit_quality 231 0 1 .38 .486 

Valid N (listwise) 231     

The descriptive analysis helps the researchers in understanding the nature of 
the data collected and to give an overview about the nature of each variable.  
From the statistical analysis results, it can be concluded that the earnings man-
agement is tending toward inflating the income of the companies than understat-
ing the income. Furthermore, financial distressed companies have a higher lever-
age ratios and bigger firm size and that lead to the high profitability ration of the-
se companies. The conservatism also, shows a higher value with the highly dis-
tressed companies that can help in reducing the earnings management practices 
by management. 

5.2 Correlation matrix 

Table (2) presents the correlation matrix of the research variables. The results 
show that there is a significant positive correlation between the earnings man-
agement and financial distress, firm size and profitability with significant level less 
than 0.01. In addition, earnings management has a significant positive correlation 
with audit quality and leverage level with significant level higher than 0.05. on 
the other hand, there is negative insignificant correlation between conservatism 
and earnings management. Financial distress has a significant positive relationship 
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with the leverage level at significant level less than 0.01 which is very sound re-
sults at the higher the company depending on financing its operations through 
debt the higher the probability of the financial distress.  

In the same time, financial distress has a positive significant correlation with 
conservatism at a significant level less than 0.05. the conservatism are one of the 
main accounting concepts that try to take into consideration the worst case sce-
nario in selecting the accounting policies which at the end can make the compa-
ny avoiding the financial distress and that is on the contrary to the results of the 
correlation matrix that states that the higher the conservatism the higher the fi-
nancial distress. The financial distress has a significant negative correlation with 
audit quality at a significance level less than 0.01. This means that the higher au-
dit quality can reduce the probability of the financial distress as it provides an as-
sessment of the going concern of the company. So, when the audit to be done 
with high quality this will help the company to avoid the bankruptcy risk. 

Table (2): Pearson correlation matrix 

 EM Fin_Distress Firm_size Audit_quality Leverage ROA 
MVE_ 

BVE 

EM 1       

Fin_Distress .250
**

 1      

Firm_size .173
**

 .169
*
 1     

Audit_quality .158
*
 -.178

**
 .043 1    

Leverage .141
*
 .259

**
 .211

**
 .004 1   

ROA .622
**

 -.012 .120 .179
**

 .027 1  

MVE_BVE -.022 .137
*
 .116 .069 .145

*
 .162

*
 1 

**. Correlation is significant at the 0.01 level (2-tailed). 

*. Correlation is significant at the 0.05 level (2-tailed). 

From the person correlation matrix in table (2), researchers can conclude that 
there is a significant relationship among the study variables. These results validate 
the hypotheses of the research as three main variables of the study are significant-
ly correlated with the earnings management. This mean that whenever the com-
pany has higher financial distress, bigger firm size and higher audit quality level 
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there will be a high level of earnings management. These results are consistent 
with Yasar 2013, Ajekwe et al.,, 2017 results and it can be justified that maybe in 
developing countries the legal institutions that are responsible of the listed com-
panies in the country are not emphasizing on preventing the earnings manage-
ment practices. 

5.3 Regression analysis  

The Linear multiple regression analysis has been used to illustrate the coeffi-
cients of each of the independent variables (Financial distress, audit quality and 
firm size) and their impact on the dependent variable (Earnings management). 
The results in table (3), indicate that the earnings management are affected by 
financial distress, Profitability, conservatism and audit quality with coefficients of 
0.006, 0.851, -0.024 and 0.03 4 respectively with significant level less than 0.01 
and 0.05. on the other hand, Earnings management is affected by leverage, and 
firm size with coefficients of 0.093 and 0.003 with insignificant level higher than 
0.05. The model has R2=48.6%, which means that it explaining 48.6% of the 
variability in the dependent variable (earnings management). The overall model 
is significant at level less than 0.01 and with F value 37.235.  

Table (3): Multiple linear regression 

Model 

Unstandardized  

Coefficients 

Standardized 

Coefficients t Sig. F 

B Std. Error Beta 

1 

(Constant) -.099 .052  F .060 37.235 

Fin_Distress .006 .001 .275 5.445 .000 

Leverage .093 .068 .068 1.362 .174  

Firm_size .003 .003 .054 1.104 .271 

 
ROA .851 .066 .628 12.857 .000 

.000 

.034 

MVE_BVE -.024 

.073 

.006 

.034 

-.185 

.104 

-3.781 

2.131 Audit quality 

R
2
=41.6% 

Sig 

.000 
The Linear multiple Regression model can be illustrated as follows: 

EM=-0.099+0.006FinDistress+0.093Leverage+0.003Firm size+0.066Profitability-0.024 Con-

servatism+0.073 Audit quality 
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The results of the regression analysis provided a base for the researchers to val-
idate the hypotheses of the research. the model shows that the most significant 
variables that affecting the earnings management are financial distress, profitabil-
ity (ROA) and Conservatism (MVE_BVE), while it shows insignificant impact 
of leverage and firm size on earnings management. The researchers decided to go 
further to apply stepwise regression to indemnify the most powerful model com-
binations of variables.  

5.4 Stepwise regression 

The stepwise regression analysis is one type of the statistical technique that 
used to elect the most influential and significant independent variables that are 
impacting a specific independent model. the researchers used the stepwise analy-
sis to find out if the explaining power of the model can be enhanced through 
eliminating some of the variables form the model. Table (4) illustrate the results 
of the regression model after excluding leverage and firm size. The model 
achieved a R2=48.6% which show an increase from the previous linear regres-
sion R2 by 7%. The overall model is significant at level less than 0.01 and with F 
value 54.532.  The VIF values are indicators for the presence of multicollineari-
ty. As shown in table (4), VIF values are all less than 5 which means that there is 
no collinearity problem among the model variables (Ring et al., 2015). 

The new model shows that the financial distress, audit quality, conservatism 
and profitability as independent variables are more influential and have a higher 
impact on the earnings management with all the independent variables are signif-
icant less than 0.01. 
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Table (4): Stepwise regression 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 
t Sig. 

 

 

F 

Collinearity 

Statistics 

B 
Std. Er-

ror 
Beta Tolerance VIF 

 

 (Constant) 

 

ROA 

-.012 

 

.859 

.023  -.524 .601 54.532   

.066 .634 12.996 .000  .936 1.069 

Fin_Distress .006 .001 .302 6.180 .000  .875 1.143 

MVE_BVE -.022 .006 -.174 -3.564 .000  .936 1.068 

Audit_quality .077 .035 .110 2.237 .026  .929 1.076 

R
2
=48.6%                                                                        Sig. .000   

  The new model show that the financial distress, audit quality, conservatism and 
profitability as independent variables are more influential and have a higher im-
pact on the earnings management with all the independent variables are signifi-
cant less than 0.01. 

Table (5): Stepwise regression 

Model 

Unstandardized  

Coefficients 

Standardized 

Coefficients t Sig. F 

B Std. Error Beta 

4 (Constant) -.012 .023  -.524 .601 54.532 

ROA .859 .066 .634 12.996 .000  

Fin_Distress .006 .001 .302 6.180 .000  

MVE_BVE -.022 .006 -.174 -3.564 .000  

Audit_quality .077 .035 .110 2.237 .026  

R
2
=48.6%                                                                                                                                           Sig. .000 

The new Linear multiple Regression model can be illustrated as follows: 

EM=-0.012+0.006FinDistress+0.859 Profitability-0.022Conservatism+0.077Audit quality 

The results of the stepwise regression showed that the firm size and leverage 
are not among the most influential variables that affect the earnings management.  
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6.Conclusion 

The financial distress and earnings management are among the most crucial 
problems that face companies nowadays. The paper tried to tackle this issue by 
identifying the impact of different companies’ characteristics on the level of earn-
ings management practices by companies in Egypt as one of the rising developing 
economies. The paper examined the impact of audit quality, firm size and finan-
cial distress on the earnings management practices. The study collected data cov-
ering period from 2015-2017 and used control variables to enhance the overall 
goodness of the model. The empirical study indicated a positive significant rela-
tionship among the study variables and the earnings management practices. This 
means that the financially distressed companies are much more motivated to 
practice earnings management to enhance the image of the company in the eyes 
of investors and creditors even if the audit quality is high and with bigger size 
companies. The regression analysis showed that firm size and leverage have an 
insignificant impact on the earnings management practices among other varia-
bles. The stepwise regression results showed that the most influential variables 
that yielded highest explanation power are financial distress, profitability, con-
servatism and audit quality. It can be concluded that the exclusion of leverage 
and firm size enhanced the explanation power of the model from 41.6% 
to48.6%.  

The results of the study are giving insight into the current world situation of 
financial crisis due to the Corona virus in most of the countries all over the 
world. The paper results can help companies to avoid the manipulation of man-
agement to enhance the image of the companies during the coming period fi-
nancial statements. The results also, shed a light on the importance of the audit 
quality in reducing or even eliminating the earnings management practices with-
in the affected companies.  

Accordingly, the previous results provide implications for future research 
studies. For example, researchers recommend that future studies extend the study 
period to include the periods affected by the pandemic so that financial distress 
caused by Covid 19 can better be measured and its consequent effect on earnings 
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management practices in firms can better be studied.  More informative results 
could be obtained by using interim financial reports as this could help to extend 
the size of the sample and measure the effect of financial distress in a detailed 
manner. Also, future research studies can extend the sampled firms to include 
banks, financial institutions and insurance companies. The study could also be 
replicated on different sectors in the economy as industries are differently affected 
by the pandemic effects. Comparative analysis between the different sectors 
could provide fruitful insights to investors and the different stakeholders in the 
firm.  
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