
Business Strategy and Earnings Management: Financial 

vs Non-Financial Firms 

Taqwa Al Mawaali1[0009-0001-8410-3001], Omar Nasser Khamis Al Hashar2, Noof Al 

Alawi3[0009-0003-5035-0826] Tamanna Dalwai 4[0000-0001-5754-5384], Syeeda Shafiya Moham-

madi5[0000-0001-5929-8145], and Maroua Ben Maaouia6 

1,2,3,4,5,6 Muscat College, Ruwi, 2910, Sultanate of Oman 

tamanna@mucatcollege.edu.om   

Abstract. 

This study investigates the impact of business strategy on earnings management 

practices for financial and non-financial firms in Oman. To assess the research 

objective, 430 firm-year observations from 2015 to 2019 were employed in the 

study. Using regression analysis, the findings suggest that differentiation strategy 

positively affects earnings management in financial sector firms. In addition, cost 

leadership strategy positively affects earnings management in non-financial sec-

tor firms. This indicates that business strategy is associated with company leaders 

managing their earnings while they are trying to survive through competition. 

These findings are useful for regulators, as they can introduce mechanisms to 

curb earnings management practices and instil more faith in investors. 
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1 Introduction 

According to Magerakis and Habib [1] business strategy defines the organization's stra-

tegic moves intended to acquire a competitive advantage [2, 3]. Having a well-defined, 

clear business strategy in place impacts any organization with certainty and, moreover, 

has great importance in aiding an organization’s success [4]. In order to achieve better 

business functioning, strategies are generally concentrated on the actions required to 

create customer value in the firm's target markets. Numerous studies examine and reach 

conclusions on how various business strategies impact a company's success in several 

countries, although a lack of data is apparent on listed firms predominantly in the Sul-

tanate of Oman. Therefore, this paper investigates this objective to close the gap. In a 

study examining publicly traded Chinese firms, it was found that prospectors and com-

panies with an innovation-based strategy had a greater wage disparity than those with 

a cost leadership approach, also known as defenders [5].   

The use of accounting methods to create financial statements that positively over-

state a company's business operations and financial situation is known as earnings man-

agement. According to agency theory [6], the primary reason for having earnings 
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management is a dispute or disagreement between management and the owners in an 

organization. Due to the discrepancies in contracts, and lack of accurate information, 

management may have strong reasons to participate in earnings management to match 

analysts' forecasts and smooth overall outcomes. The distinctive tone used specifically 

during earnings conference calls and the increased usage of earnings management by 

businesses to exceed or meet a firm's earnings were found to be positively correlated, 

according to a study on tone and earnings management conducted in the UK by Kayed 

and Meqbel [7]. This illustrates how tone modulation can be used to successfully man-

age audience perception. In terms of cost leadership and differentiation business strat-

egies, earnings management and firm bankruptcy risk are interrelated, therefore both 

techniques significantly lower the chance of bankruptcy [8]. The overall long-term 

business strategy may incorporate earnings management, which is considered an op-

portunistic and resourceful tool for enterprises [9]. Martínez-Ferrero, Banerjee [10] 

have uncovered that corporate social responsibility (CSR) has a stronger positive influ-

ence on the cost of capital in companies that demonstrate earnings management, indi-

cating that the market is unaware of situations in which CSR approaches are used to 

conceal earnings management.  

This study adds to the body of knowledge by investigating the impact of vari-

ous business strategies, primarily cost-based and differentiation strategies, on earnings 

management in financial and non-financial listed firms in the Sultanate of Oman. The 

2040 vision of Oman states long-term goals, which include targets to encourage all 

Omani-based businesses to develop efficient business plans and strategies to focus on 

diversifying the nation's economy and lessen its current reliance on the Omani oil sec-

tor, thus representing the importance of strategic goals in business. According to Dalwai 

and Salehi [11] organizations must adapt to survive and make the most of the environ-

mental prospects based on their strengths and shortcomings since business strategies 

aim to increase the competitive position of the company's offerings in its sector. Despite 

the economic, social, and cultural importance of emerging economy businesses around 

the world and in Oman, there is a shortage of literature that helps to understand how 

these businesses operate in emerging economy markets, and how strategy implementa-

tion and market forces might help to enhance their earnings management. Over the past 

twenty years, several authors have developed typologies to differentiate companies ac-

cording to their strategies [12-15]. A company's strategy represents choices of objec-

tives and means that strategic units decide to implement them after an assessment of 

their strengths and weaknesses, both internally and in their external environment [12]. 

Two typologies aim to classify business organizations according to their competitive 

strategy [12, 14]. This study aims to identify the different business strategies related to 

earning management.  The research attempts to identify which strategy and market 

forces are the most influential on strategy and business performance in the context of 

Oman.  

The remainder of the paper is organized as follows: Section 2 presents the literature 

review and hypothesis development. Section 3 discusses the methodology presented in 

the study. Section 4 presents the results and discussion of the data analyzed. Lastly, 

Section 5 discusses the conclusion and recommendations.   
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2 Literature Review 

2.1 Business Strategy  

The literature in strategic management has given rise to the concept of business strategy 

and led to numerous typologies intended to define and categorize these business strat-

egies. This development began with the observation that several firms using very dif-

ferent strategies achieve a high level of performance in a given field of activity [16]. 

Among these typologies, those of Porter [3], Miles, Snow [12], and Youndt and Snell 

[17] come up more particularly in management books and practices because of their 

accuracy, ease of implementation, and explanatory power. Porter [3] typology refers to 

three fundamental strategies: cost dominance, differentiation, and focus strategy. The 

Miles, Snow [12] typology proposes four types of strategic configuration (prospectors, 

defendants, analysts, and reagents) based on their organization, efficiency, process, re-

sponsiveness, and products. Finally, the typology of Youndt and Snell [17] distin-

guishes three types of strategies; cost strategies, quality strategies, and flexibility strat-

egies. Besides, it has already been established that strategy plays a key role in the de-

velopment of earning management systems [16, 18].  The objective of this article is to 

try to understand the extent to which a company's strategy influences decisions about 

earning management measures, established in management accounting systems using 

Porter [3] framework. 

 

2.2 Hypothesis development  

Porter [14] claims that the cost leadership strategy and the differentiation strategy are 

two different types of business strategies. To compete in the market, the cost leadership 

strategy emphasizes cost efficiency [6, 8]. Cost-effectiveness is attained by limiting the 

expenses associated with the business' operating activities. High-cost tasks are typically 

avoided using this method. The cost leadership technique is frequently applied to min-

imize production costs in developing nations like Indonesia, where labour costs are 

lower. The differentiation strategy places a focus on the uniqueness that enhances the 

value of a good or service. To set the company's product or service apart from its rivals, 

it can offer uniqueness in the form of design, features, technology, or customer service. 

Businesses that adopt a product differentiation approach frequently make significant 

investments in the facilities or activities that support this strategy, such as R&D, em-

ployee development, and brand creation [8, 19]. As a result, the production costs asso-

ciated with this differentiation strategy are typically high. Business strategy may be 

regarded as an important factor in motivating managers to use earnings management 

[20]. The choice of an earnings management approach can vary depending on variances 

in business strategies like cost leadership and differentiation initiatives. 

Earnings management is the process of modifying accrual earnings to reflect the 

desired corporate performance, influencing the favourable opinions of users of the com-

pany's financial statements [21]. Earnings management practices can be carried out 

through accruals or the company's actual activities [22, 23]. Managerial discretionary 

accruals are used to manage accrual earnings. In this scenario, managers have the au-

thority to choose accrual policy decisions, such as the depreciation method, 
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uncollectible accounts, inventory, and policy estimations in provisions. The methodol-

ogy and volume of accrual transactions are subject to some managerial discretion. Prior 

to the release of financial statements, accrual adjustments are often used to perform 

accrual earnings management. As a result, this type of earnings management does not 

affect cash flow [23, 24]. Managers use accrual forms of earnings management to either 

reduce costs or increase profits. 

Real earnings management is the activity taken by a manager to achieve profit goals 

through operational, or real-world, decision-making. To reach the required sales statis-

tics, true earnings management practices are used, such as providing exorbitant dis-

counts or more accommodating credit conditions, resulting in increased profits. Real 

profit management can also be accomplished by raising or lowering discretionary 

spendings like R&D, marketing and advertising, and general and administrative ex-

penses to meet profit goals. The management of real earnings can be done at any time 

of the year and directly affects the company's cash flow. Previous studies [24-26] 

claimed that real-world earnings management practices were more expensive than ac-

crual earnings management. 

Therefore, after having reviewed the prior studies, the following relationship is hy-

pothesized: 

H1. The cost leadership strategy is positively related to earnings management. 

H2. Differentiation strategy is negatively related to the level of earnings manage-

ment. 

3 Methodology 

This study uses data from the S&P Capital IQ database. The sample has been collected 

for financial and non-financial firms listed in the Muscat Stock Exchange, i.e there are 

430 firm observations (130 financial and 300 non-financial firms) for the 5 years from 

2015 to 2019. To execute the research model and classify an association between the 

dependent variable and the independent variable, STATA version 17 software is used 

for conducting multiple linear regression analysis.  

 

3.1 Research Model  

Earnings Managementi,t = β0 + β1 Cost Leadershipi,t + β2 Differentiationi,t + β3 Cash 

Holdingi,t + β4 ROAi,t + β5 Firm Sizei,t + β6 Leveragei,t + β7 Tangibilityi,t + β6 

SalesGrowthi,t + β6 Firm Agei,t + α (Equation 1) 

Earning management (EM) is dependent, while the business strategy variables cost 

leadership and differentiation strategy are independent research variables. EM is the 

discretionary accruals measure that is derived from the prior study of Kothari, Leone 

[27].  As suggested by the work of Hambrick [28] and David, Hwang [29], cost leader-

ship is a technique employed by cost leaders to establish a competitive advantage in 

pricing through the reduction of costs carried together by the development of 
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operational excellence. It is measured with the proxy of asset turnover of operations, 

which is the ratio of operating sales divided by average operating assets. The differen-

tiation business strategy aims to gain a competitive advantage over competitors by mak-

ing products and services that differentiate themselves from their competitors. Differ-

entiation is measured using the proxy of profit margin, calculated with the formula op-

erating income plus R&D expenses divided by sales [6].   

In addition to the independent and dependent variables already indicated, the study 

model also includes several control variables chosen in light of the existing literature 

[6, 8, 30]. Leverage is the ratio of a company's total liabilities to its total assets, and is 

a measure of its utilization of debt from creditors in the capital structure of the company 

[31]. The size of a firm is calculated using the natural logarithm of the firm's total assets 

to determine its relative size in comparison to other businesses operating in the same 

industry [32]. When a company's total assets are higher, the size of the company is 

larger, which in turn correlates to different patterns of behaviour and different financial 

conditions, and should comply with different regulatory requirements that the company 

has. The return on assets (ROA), which is calculated as net profit divided by total assets, 

is used as the control variable in this study [33]. Return on Assets (ROA) quantifies the 

productiveness of asset use over earning profits. The natural logarithm of the firm's age 

represents the age of the company [34]. 

4 Results and Discussion 

4.1 Descriptive Statistics  

Table 1. Descriptive Statistics 
 Financial Sector Non-Financial Sector 

Variables N Mean SD N Mean SD 

Earnings Management 130 -0.029 0.075 300 0.013 0.093 

Cost Leadership 130 0.801 0.240 300 0.880 0.176 

Differentiation 130 0.088 0.166 300 0.071 0.151 
Cash holding 130 0.129 0.140 300 0.118 0.163 

ROA 130 1.343 1.897 300 2.221 3.740 

Size 130 5.574 0.776 300 4.960 0.615 
Leverage 130 0.288 0.392 300 0.301 0.345 

Tangibility 130 0.095 0.230 300 0.477 0.306 

SalesGrowth 130 0.932 19.031 300 -2.476 16.447 
FirmAge 130 27.885 13.615 300 27.033 11.640 

 

Table 1 presents the descriptive statistics of the variables in Equation 1. The mean value 

of Earnings Management is -0.029 for the financial sector and in comparison a positive 

mean value of 0.013 is shown for the non-financial thus reflecting the varying degrees 

of earning management of listed companies vary greatly across the firms. The mean 

value for the independent variables i.e. cost leadership and differentiation is 0.801 and 

0.088 respectively for the financial sector while the mean value is 0.880 and 0.071 re-

spectively for the non-financial sector. The data suggests that financial sector firms are 

generally large-sized (Size) in comparison to the non-financial sector. Non-financial 

sector firms hold more tangible assets in comparison to the financial sector.  
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4.2 Regression Analysis 

Table 2. Regression results of business strategy impact on earnings management  
  (1) (2) 

  Earnings Management Earnings Management 

Variables Financial sector Non-financial sector 

Constant 0.0868* -0.0391 

  (0.022) (0.575) 

Cost Leadership 0.0218 0.0560* 

  (0.694) (0.048) 

Differentiation 0.0908* 0.00696 

  (0.014) (0.914) 

Cash Holding 0.0800 0.119** 

  (0.053) (0.009) 

ROA -0.00846 -0.00837* 

  (0.084) (0.019) 

Size -0.0343*** 0.00316 

  (0.000) (0.790) 

Leverage 0.0296 -0.0122 

  (0.180) (0.472) 

Tangibility -0.0699 -0.0190 

  (0.231) (0.395) 

SalesGrowth -0.0000510 0.0000317 

  (0.901) (0.933) 

FirmAge 0.000979 -0.0000276 

  (0.065) (0.962) 

Year Included  Included  

Observations 130 300 

R2  .343 .1703  

Prob 0.000 0.00149 

Wald chi2 75.57 33.40 

p-values in parentheses* p<0.05, ** p<0.01, *** p<0.001. Variables definition in-

cluded in section 3.  

 

Table 2 presents the regression results of business strategies' impact on earnings man-

agement practices of financial and non-financial sector-listed companies in Oman. Re-

sult 1 is for 130 firm-year observations related to financial sector companies, and the 

R2 of 34.3% suggests the model's predictive power in explaining the variation in earn-

ings management. As seen from the table the differentiation strategy is positively and 

statistically significant in its association with earnings management. Thus, financial 

sector firms are more reliant on differentiation strategies, and this leads to managers 

being encouraged to undertake more earnings management practices. This finding is 

consistent with Indonesia's listed non-financial firms, whose differentiation strategy is 

associated with earnings management [21]. However, other prior studies indicated that 

a differentiation strategy could result in good financial performance without engaging 

in real earnings management [35, 36]. Results 2 for 300 firm-year observations of non-

financial sector firms have an explanatory power of 17% (R2). Cost Leadership strategy 

is significantly and positively associated with earnings management practices. Thus, 
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due to the low-profit margins in this sector, the firms tend to manage their earnings to 

reflect better performance. This result is consistent with the findings of the Chinese 

listed firms [6].  

 

4.3 Robustness Analysis 

Table 3. Systems GMM regression results of business strategy impact on earnings 

management 
 (1) (2) 
 Earnings Management  

Financial Sector 

Earnings Management  

Non-Financial Sector 

L.CostLeadership -0.0245 0.0210 

 (0.505) (0.345) 
L.Differentiation 0.225** -0.109** 

 (0.004) (0.009) 

Cost Leadership -0.111 0.117* 
 (0.395) (0.017) 

Differentiation 0.0135 0.137 

 (0.873) (0.138) 
Cash Holding -0.388* 0.186*** 

 (0.012) (0.000) 

ROA -0.0362*** -0.00759** 
 (0.000) (0.009) 

Size 0.0292 -0.0312 

 (0.534) (0.239) 
Leverage 0.0810 -0.00464 

 (0.144) (0.887) 

Tangibility 0.105 -0.101*** 
 (0.053) (0.001) 

SalesGrowth 0.000486 -0.000251 

 (0.226) (0.158) 
FirmAge 0.00154 -0.00356 

 (0.865) (0.267) 
Year Included Included 

Constant -0.0859 0.175 

 (0.824) (0.257) 

Observations 129 300 
Chi2 818.6 77.73 

P 6.65e-164 4.27e-10 

AR1 0.035 0.002 
AR2 0.550 0.627 

Sargan  0.141 0.003 

Hansen 0.957 0.129 

p-values in parentheses * p < 0.05, ** p < 0.01, *** p < 0.001 Variables definition included in section 3.  
 

To address endogeneity concerns, Table 3 presents a two-step system of generalized 

methods of moment (GMM) to produce efficient estimates and address biased estimator 

issues with a dynamic model of panel data [37]. The lagged independent variables are 

used as instruments, and their validity is confirmed through the autocorrelation test 

(AR2) and Hansen J test for overidentification. Both tests' null hypotheses cannot be 

rejected for alternate hypotheses, suggesting that the instruments are valid and con-

sistent. The OLS results obtained for the non-financial sector are confirmed by GMM, 

as Cost Leadership is positively and significantly associated with earnings manage-

ment.       
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5 Conclusion and Recommendations 

This study investigates the impact of business strategies on the financial and non-

financial sectors' earnings management practices in Oman. Porter [3] business 

strategies typologies cost leadership and differentiation were used in the study. Using 

a sample of 430 observations for the period 2015 to 2019, it was observed that the 

business strategies adopted by the firms in Oman had a significant impact on earnings 

management practices. The findings of this study suggest that the financial sectors' 

differentiation strategy and the non-financial sectors' cost leadership strategy impact 

their earning management practices, respectively.  

The study has several implications. The regulators can derive information on which 

strategy is associated with earnings management practices. For the non-financial firms, 

the results indicate that cost leadership is associated with low-profit margins, and the 

cost leaders would be under pressure to meet an earnings target. Thus, they are more 

likely to manage their earnings. Similarly, non-financial firms adopting differentiation 

strategies are also more likely to adopt earnings management. Thus, regulators are re-

quired to monitor such practices and develop rules that would prevent price competi-

tions or cost competitions to deter cost leaders from manipulating earnings.  

The study also suffers from certain limitations. The study was conducted for listed 

firms in Oman before COVID-19. This is a limitation, as during the pandemic there 

were other challenges due to which companies had to change their strategies for sur-

vival. This could have had a different impact on earnings management. The findings of 

this study can be generalized to other GCC countries but not to other emerging markets, 

as they differ from economic and social perspectives. Future studies can be extended to 

cover the pandemic period specifically and other emerging markets.  
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