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This paper aims to perform a systematic review of prior literature, with the 

focus being on earnings management and the influence of political 

connection towards this practice. This systematic review was made on a total 

of twenty-five (25) journals that firstly has a clear definition of political 

connection, and secondly has studied earnings management in politically 

connected companies. There have been multiple definitions of political 

connection, whereby the most common proxy is if any of the company’s 

board of directors is or was a Member of Parliament, or is or was holding any 

Minister position, or is closely related to any politician or political party. 

Furthermore, this systematic review will display the mixed results from prior 

literature, in which some studies showed a positive influence of political 

connection on earnings management, and on the other hand, overall more 

studies showed a negative impact of political connection on earnings 

management. 
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Overview 

Earnings, or profits, is an important and the ultimate purpose of every company, in order to 

continue running their business. The financial statements produced by a company is a tool in 

which the earnings value is made known (Griffin, Kilgore & Putman, 2003), and these 

financial statements are prepared by managers, who are also the salaried employees. The 

managers are intensely interested in presenting growth in the earnings figure, as their 

remuneration are tied to the profits of a company (Chan, Chan, Jegadeesh & Lakonishok, 

2001) Therefore, the level of earnings quality becomes doubtful because managers have 
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financial and economic incentive to manage the earnings aggressively. Under the agency 

theory, separation of ownership and control between shareholders and managers has provided 

managers additional advantage for greater control of the information (Kazemian & Sanusi, 

2015), and this has encouraged managers to be opportunists by exploiting the flexibility of 

accounting principles. 

 

“Earnings Management” is a well-known phrase in the corporate world, in which the mention 

of this term itself raises eyebrows from many parties. The earnings management practice can 

prolong to be a serious issue as continuous manipulation of accounting information will 

channel to massive financial consequences (Alexander, 2010). Ever since the trigger of many 

infamous cases such as Enron (USA), Tyco International (USA), and WorldCom (USA) that 

led to the firms’ downfall over time due to fraud, the earnings management practice has 

caused financial reporting quality to be increasingly doubtful (Daghsni, Zouhayer, & Hadj 

Mbarek, 2016), in addition to shaking the confidence of the public in the securities market 

(Karim, Shaikh, & Hock, 2015).  

 

Due to this, there is very high focus on this subject matter over the last few decades (Mohd-

Ali, Hassan, & Mohd-Saleh, 2007), as continuous earnings management can lead to corporate 

fraud and corruption (Jones, 2013; Almahrog, Marai, & Knežević, 2015). Prior literatures 

have exposed that there have been many factors that can influence earnings management. For 

instance, firstly, the ownership structure of a company can impacts the level of earnings 

management practiced. Ownership structure refers to whether the organization is family 

owned, or is a run by partnership, or is a public listed corporation. 

 

Next, the characteristics of the board of directors can also be one of the influencing factors 

for a company to practice earnings management. Some of the characteristics discussed were 

on the independence of the directors, the gender diversity of the board composition, as well 

as the size of the board. Another study had shown that an audit committee can also influence 

the altitude of earnings management in a company, whereas some literatures have linked the 

company’s CEO or executive manager’s compensation to earnings management. 

 

There are also a handful of prior studies that had shown the possibility of a link between 

political connection and earnings management, and a few studies had exposed a corporate 

governance scandal that happened a few years back in Malaysia. Perwaja Steel Sdn Bhd was 

a government-owned company that became the successor to Perwaja Terengganu, which is its 

parent company that had been declared bankrupt. Perwaja Steel’s aim was to recover the 

national steel company (Mohamad & Sori, 2011), but an audit after many years had revealed 

that a director has made a payment of RM74.6million to a Japan entity, NKK Corporation, by 

going through a fictional Hong Kong based company (Norwani, Mohamad & Chek, 2011). 

There were also unauthorized high value contracts between Perwaja and other companies and 

there were incidences of financial records being modified. The above case is describing the 

element of a political influence on the quality of earnings. 

 

But the influence of political connection on earnings management is not only a problem in 

Malaysia, but this is a worldwide issue. The study conducted by Chaney et al. (2011) on 

companies across 19 countries has revealed that the existence of political connection in a firm 

will fundamentally drop the quality of financial earnings reported. This has also been 

supported by another research done on the Italian market, revealing that even though the 

benefits reaped by politically connected firms are higher than non-politically connected ones, 

their accounting efficiency is relatively low (Pellegrini & Pellegrini, 2018). In addition, a 
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study done on India’s business environment found that politically connected firms lack high 

earnings quality (Narayanaswamy, 2013). 

 

Additionally, within the context of earnings management under the political influence, there 

were also studies done by Johnson and Mitton (2001), in which they pointed out that 

politically connected firms apparently have weaker corporate governance practices and 

stronger agency problems (Yen, Chun, Abidin & Noordin, 2007). Furthermore, Kim and 

Limpaphayom (1998) and Derashid and Zhang (2003) mentioned that large politically 

connected companies are found to pay considerably lower taxes, and thus raises the 

possibility of political cost (Yen et al., 2007). The political process forces costs on companies 

that are assumed to be making use of the public and generating extreme revenues (Yen et al., 

2007). This means if a company is generating excessive profits, there is a risk of being 

scrutinized and being pressured in reducing their prices. When it comes to political cost 

theory, it is understood that big sized corporations choose to use accounting techniques that 

reduces their reported earnings. 

 

A study done by Yusoff et al., (2015a) revealed that there is a value of political connection to 

Malaysia’s business tycoons, whereas the study by Goldman, Rocholl, & So (2006) exposes 

the value of political connections to major companies in the United States. Therefore, one gap 

that can be noticed from here is the absence of linking political connection to business 

tycoons, and their joint influencing factor on earnings management. In view of this, we have 

carried out a systematic review, with an objective of evaluating prior literatures that studied 

on the earnings management practices in public listed companies, and in particular with 

political connection being the influencing factor. This review paper will analyze the prior 

literatures’ research outcomes. as well as to provide an outline of their research techniques. 

Based on this review, we will be able to create a new research framework based on the 

research gap found. 

 

Research 

This paper will follow the Systematic Review approach on prior literatures, by assessing a 

particular area of the research topic. Al-Tabbaa, Ankrah, & Zahoor (2019) had mentioned 

that systematic literature reviews are dissimilar compared to the traditional literature reviews. 

The traditional literature review typically talks about a wide area of a research topic, and in 

contrast, the systematic review is able to generate confirmation by using a precise question 

(Robinson & Lowe, 2015). Since systematic reviews have not been done previously on the 

earnings management topic, this paper is hoped to be helpful for existing and future 

researchers of the same field. 

 

The Research Process 

Our systematic review process will be done in four steps, as shown in the below Figure 1. 

This method has been adapted from Al-Tabbaa, Ankrah, & Zahoor (2019). 
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Figure 1. The Systematic Review Process 

Source: Al-Tabbaa, Ankrah, & Zahoor (2019) 

 

Step 1: Identifying The Main Questions 

We started this review by identifying the main questions that can assist in addressing the 

research gap found earlier. We will review prior journals to understand the extent to which a 

political connection can influence the earnings management activities in public listed 

companies. This question can be a guide in providing a new framework on the link between 

political connection to business tycoons, and their mutual influencing factor on earnings 

management. 

 

Step 2: Defining The Preliminary Samples 

The first scope of this study is to detect for any earnings management activities in listed 

companies, therefore the population of this review paper consists of prior studies done on 

public listed companies in developing countries. Furthermore, we did not limit the prior 

literatures to only certain years, to provide an understanding on the business environments 

since the day this topic has been of interest until the present day. 

 

Next, the search terms and keywords are identified and used to search for journal articles, of 

which some are as below: 

“earnings management” OR “creative accounting” OR “aggressive accounting” OR “earnings 

manipulation” OR “earnings quality” OR “accounting quality” OR “financial quality” OR 

“firm value” AND; 

“political connection” OR “political elite” OR “politically connected” 

 

Prior literatures were searched for in electronic databases that we had access to. Most of the 

journals were obtained from ResearchGate and Elsevier (Science Direct), as these databases 

contain a high volume of papers covering the earnings management scope. In addition, a few 

journals were also extracted from other electronic records that provide access to these 

published works, among which are Sciedu Press, International Journal of Business and Social 

Research, and some universities’ database. 

 

Step 3: Choosing The Final Sample 

Upon extracting the journals with above keywords, these papers’ abstracts were individually 

read to examine and comprehend the purpose of each study. In line with our review paper’s 

objective, we selected and screened out the initial journals based on the below premises: 

 

1) Does the study address the link between political connection and earnings 

management? 

 2) Does the study include any characteristics or proxies that define political connection? 
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This review was done only on journals that provides “yes” to both the questions posed above, 

and Table 1 below depicts the breakdown from the initial journals selection to the number of 

journals in the final selection. 

 

Table 1. Breakdown Of Final Journals Selection 

Number of Journals Studied 

 Total 

Findings based on the above-mentioned search terms and 

keywords. 

128 

After selecting only, the relevant journals. 31 

After removing duplicate journals. 25 

Source: Prior literatures 

  

Our final results drew 25 prior journals that has studied on the influencing relationship of a 

politically connected company on the earnings management practice. All these studies were 

quantitative based, therefore providing more consistent results to compare and comprehend. 

 

Step 4: Data Mining and Discussion 

We started the data extraction by reading through each of the final selected journals, to 

analyze what were the researchers’ results when studying for the effect of political 

connection on the companies’ concentration of earnings management activities. Using 

Microsoft Excel spreadsheet, we listed down all the journals to confirm they meet both the 

criteria as mentioned in Step 3. Subsequently, we tabulated all the information gathered, 

specifically firstly the past studies’ measurements or definitions of political connection. This 

is so that we only included studies that had a unambiguous classification instead of just 

randomly selecting companies without a clear parameter on their variable. Secondly, we look 

out for the influencing effect of having a politically connected person or body in the 

organization. The effects included the diverse scope of earnings management, including the 

firm value, the financial reporting quality, and the various manipulation performances. 

 

Our findings revealed there were multiple definitions of political connection, for instance 

having funding from political parties to run the operations of a company. Apart from this, if 

the firm has a supplier that is a government institution or has any form of affiliation with the 

different layers of government, then this firm is deemed to be politically connected. In 

addition, government-linked companies (GLC) and companies with significant shareholding 

by the government or any politician has also been classified as being politically connected. 

Another scale of political connection is if the CEO or Chairman of the company has been or 

is currently serving as an officer in the government sector or in the military unit. Among all, 

the most common measurement or proxy of a politically connected company is looking at the 

members of its Board of Directors. If any of the directors is the Member of Parliament or is 

holding any Minister position in the present or was holding such position in the past, or is 

closely related to any politician or political party, then this corporation falls under the 

politically connected definition. Table 2 below provides an overview of this second criterion 

set for this review paper. 
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Table 2. Definitions of Political Connection 

Prior Literature 

Screening 

Criteria 

Results 

(Definitions) 

Results 

(%) 

Does the study 

include any 

characteristics or 

proxies that 

define political 

connection? 

Political funding. 4% 

Government suppliers or government affiliations. 11% 

Government-linked companies (GLC) and golden 

shares by government or politician. 

22% 

Past or present government or military officer. 11% 

Member of Parliament, or past or present Minister, 

or closely related to politician or political party. 

52% 

Source: Prior literatures 

 
Moving on to the second phase, Figure 2 in the next page is a framework that we had 

developed for the purpose of synthesizing the data collected from our systematic review. A 

brief explanation is presented ensuing the framework. 
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Figure 2. Conceptual Framework For Political Connection And Earnings Management 

Relationship 

 

The conceptual framework in Figure 2 above illustrates that there are both positive influences 

as well as negative influences on a company that has a politically connected person or entity, 

but the latter had outweighed the results on the whole. From the 25 journals studied, only 

about 16% showed a positive influence, while 84% illustrated an unfavourable relationship 

between a politically connected company and earnings management. 

 

Among the positive achievements that a politically connected company can accomplish is 

firstly, the firm value can be increased through the guidance of political directors who are 

knowledgeable on the laws and can make use of laws that favours the company. Another 

positive benefit arising out of this relationship is that the political connection is able to 

weaken an organization’s financial distress. This is because financially distressed companies 
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are usually driven to practise high levels of earnings management in order to produce reports 

that reflect better financial health. With resources coming in through political connection and 

with less public’s expectation due to the presence of a politician, the level of financial distress 

will be noticeably lower. 

 

On the other hand, the first negative effect that can be seen coming up out of a politically 

connected company on earnings management are companies presents low quality of financial 

reports and thus lowers the value of the firm. This may also harm the reliability of the 

financial information, which is highly used by various stakeholders for decision-makings. 

Secondly, previous literatures have mentioned that politically connected companies that has 

government connections does not have to be worried about regulatory pressures, especially if 

their connection is with the federal government. Besides these, it is said that firms with 

political associations are also under high public inspection, and due to this, these firms will 

tend to hide the yields they get out of the political connections, and therefore will resort to 

earnings management practices. This is because any identification of private gains will cause 

both the firm’s and the politician’s names to be negatively affected. 

 

Moreover, having a political connection enables the company to have higher advantage on 

tax benefits or tax avoidance. In the event of a company being caught for tax manipulation 

activities, the connection with a politician may help in reducing the penalty or punishment 

severity. In addition, another negative influence of a politically connected company on 

earnings management is that, they have a competitive advantage over government resources 

or securing government contracts. Therefore, they get easier access to debt financing 

especially through government loans instead of relying on high interest-bearing borrowings, 

they have higher values of long-term debts, and subsequently being able to show a better 

financial strength. Besides debt financing, firms under political influence are also at the 

advantage of receiving further subsidies to their benefit. In addition to the above, one prior 

study had also revealed that politically connected firms have higher chances of being selected 

for audit. 

 

Conclusion 

The above results of our systematic study had shown the measurements and definitions of a 

politically connected company, as well as the positive and negative effects of political 

connections to earnings management. Overall, it may be concluded that there are more 

negative effects than positive effects, of a political connection to the level of earnings 

management being practised by organizations. 

 

But as mentioned earlier, there is a literature gap that exists, which is the absence of linking 

political connection to business tycoons, and both their influencing factor on earnings 

management. The different distinctiveness between firms run by business tycoons and firms 

not operated by them will provide us with a different snapshot and might portray the same or 

an opposing impact as in previous studies that were included in this review. Therefore, it will 

be good to focus on firms under the influence of politically connected persons as well as 

under the authority of business elites. 
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