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THEE NUMBERS GAME 

Remarkss by Chairman Arthur Levitt 

Securitiess and Exchange Commission 

Deliveredd at the NYU Center for Law and Business 

Neww York, NY 

Septemberr 28, 1998 

"...Well,, today, I'd like to talk to you about another widespread, but too little-
challengedd custom: earnings management. This process has evolved over the years 
intoo what can best be characterized as a game among market participants. A game that, 
iff  not addressed soon, will have adverse consequences for America's financial 
reportingg system. A game that runs counter to the very principles behind our market's 
strengthh and success. 

Increasingly,, I have become concerned that the motivation to meet Wall Street 
earningss expectations may be overriding common sense business practices. Too many 
corporatee managers, auditors, and analysts are participants in a game of nods and 
winks.. In the zeal to satisfy consensus earnings estimates and project a smooth 
earningss path, wishful thinking may be winning the day over faithful 
representation...." " 
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CHAPTERR 1 INTRODUCTIO N 

Onee of the most important numbers for investors in an annual report is the net 

earnings.. It is this number that measures the overall performance of the firm over the 

pastt year. The outcome of the accounting process, the net earnings, is not only 

determinedd by the achievements and the state of the firm. It can also be influenced by 

discretionaryy adjustments in the numbers by management. 

Laww and regulations for external reporting in the Netherlands are flexible in the sense 

thatt they allow a certain extent of discretion in the application of accounting rules 

andd regulations. The result of this flexibility , and the estimations that are made, is 

thatt there is a degree of latitude within which earnings can be reported. The term 

usedd for the adjustment of accounting earnings by management is earnings 

management. . 

Researchh on earnings management has to take into account that there are several 

interestedd parties that each have their own role in the numbers game. Regulators set 

thee rules, auditors play referee, managers compose the financial statements and 

investorss and other stakeholders, that do not have access to the internal information, 

readd and assess the annual reports. All parties involved have different interests. 

Thesee different roles make them regard earnings management differently. As noted 

byy Dechow and Skinner (2000) there is a notable difference in views between 

variouss stakeholders. 

Academicss are more neutral in their positions then direct stakeholders, whereas 

regulatorss regard earnings management as pervasive and problematic. For investors 

thee possibility of managed earnings also poses a problem. The interpretation of the 

annuall  report and hence the assessment of profitability of the firm becomes a 
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combinationn of assessing the state of the firm based on the reported numbers while 

allowingg for possible adjustments in this reported state by earnings management. 

Evenn if it is obvious that earnings are managed, how should this be interpreted? 

Accountingg adjustments do not have to be seen as a negative signal. They can also be 

seenn as a signal from management about their expectations for the future. 

Understandingg when managers implement an accounting policy, and how they make 

certainn adjustments, whether this influences the value relevance of earnings and how 

thiss affects the inter-temporal earnings stream is of importance to preparers, users 

andd regulators alike. 

Inn the US earnings management is an active field of research. It was shown that there 

aree reasons for management to engage in earnings management (bonus plans, for 

instancee see Healy (1985)). Beaver and Engel (1997) have also done some work in 

thee US setting on the effects of earnings management on the share price. The main 

findingg in the US market context was that investors see through these adjustments to 

aa certain extent. 

Whetherr these results can be transferred to the Netherlands is not well known. In the 

Netherlandss the regulation of accounting is far more flexible and therefore more 

openn to the adjustment of earnings by management than in the US. Also, the 

financiall  markets in the Netherlands are smaller. The combination of more flexibilit y 

inn accounting regulations and smaller financial markets could lead to a lesser degree 

off  detection of earnings management. Whether this is indeed the case has not been 

investigatedd till now. 

Investigatingg the effects of earnings management in the Netherlands will contribute 

too the accounting literature since knowing the effects of earnings management in this 

contextt provides an illustration of the consequences of the flexibility in our 

accountingg regulation. Moreover, providers and users of financial statement 

informationn in general and investors and managers in particular will be interested in 

knowingg the effects of earnings management. For management it could show the 

rationalityy of earnings management behavior, and for users it could help with the 

interpretationn of financial statements. 
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1.11.1 CENTRAL RESEARCH QUESTION 

Whilee there seems to be general consensus that earnings management occurs quite 

frequentlyfrequently the motivations, value relevance effects and strategies are far from clear. 

Thiss thesis attempts to contribute to further understanding the nature of earnings 

management.. The general question for this thesis is formulated as: 

WhatWhat are the causes and consequences of earnings management? 

Thee generally formulated research question will be divided into more specific 

questionss that are open to hypothesis testing. The likelihood of occurrence of 

earningss management appears to be influenced by the performance of firms. Before 

examiningg the two main hypotheses of the thesis, earnings management will be 

examinedd in detail and related to the performance of the firm. Special attention will 

bee given to high and low performing firms relative to average performers. Hence, the 

firstt research question is formulated as: 

QuestionQuestion 1: Is earnings management associated with the financial 

performanceperformance of a firm? 

Iff  there is a linear relationship or some other connection between the performance of 

thee firm and the incidence of earnings management this should be taken into account 

whenn interpreting results. 

AA central question in the discussion about earnings management for both regulators 

andd users of financial information is whether it influences the relevance of annual 

reports.. The second research question is therefore formulated as: 

QuestionQuestion 2: Does earnings management influence the value relevance of 

financialfinancial reports? 

Thiss question will be examined both in a relative and incremental form. Examining 

relativee information content is similar to asking the question: "Does earnings 

managementt add or delete information from reported earnings?" and examining the 
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incrementall  information content amounts to asking the question: "Does earnings 

managementt add information on top of the neutral outcome of the reporting 

process?" " 

Incomee smoothing is the reallocation of earnings across periods to reduce the 

volatilityy of the reported income. It can be argued that managers and shareholders 

reapp rewards from smoothed earnings. Smooth earnings allow management to 

conveyy the expected long-run performance of a firm. This allows investors to better 

assesss future performance. In addition, it could also be that management will aim at 

theirr forecast and use slack in the reporting process to improve on the predictability 

off  reported earnings. The third research question thus becomes: 

QuestionQuestion 3: Does earnings management increase the inter-temporal 

smoothnesssmoothness of earnings? 

Iff  there is empirical support for income smoothing in the analyses the interpretation 

iss dependent on the outcome of the examination of earnings management in relation 

too the performance of firms and the value relevance findings from the first research 

question. . 

Bothh the examination of the earnings management proxies and the analyses of the 

researchh questions take into account that most research methodology is developed in 

aa US setting. Since laws, regulations, economic structure, institutional settings and 

interestss of stakeholders differ substantially between the US and the Netherlands the 

locall  setting is specifically taken into account. 

Thee results that will be presented in the empirical analysis will examine whether 

earningss are managed to attain certain targets and if the outcome of the neutral 

reportingg process relative to the desired outcome provides indications in which 

directionn earnings are likely to be managed. In addition, evidence will be presented 

onn the value relevance of earnings management. The association between earnings 

andd returns is examined for the impact of adding discretionary components to 

earnings.. Finally, the empirical analysis will investigate the association between 

earningss management and income smoothing. 
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ResearchResearch program 

Onee of the research programs of the Faculty of Economic Sciences and Econometrics 

att the University of Amsterdam is the program in Accounting, Organizations and 

Society.. This dissertation is part of the sub program Financial Accounting and 

Assurance. . 

FieldField of research 

Inn accounting research there is a specific area that deals with earnings. Earnings 

managementt is a subset of this research and it deals with the deliberate adjustment of 

earningss numbers with the aid of actual transaction or accounting methods in order to 

gett a more desirable outcome of the reporting process. In the past such research has 

focusedd primarily on the factors associated with the incidence of earnings 

managementt and the way that adjustments in accounting data are effected. Current 

developmentss are moving in the direction of more interest in targets towards which 

earningss are managed and the effects on the value relevance of earnings 

management. . 

Methodology Methodology 

Thiss thesis uses survey data gathered from annual reports and DATASTREAM. The 

collectedd data is subjected to statistical analysis in order to answer hypotheses. This 

approachh was chosen for the following reasons. Financial accounting is a research 

fieldfield that can use relatively large samples. The wide availability of market data and 

annuall  reports allow sufficient sample size for complex data analysis. In addition, the 

gatheringg of data by means of interviews or questionnaires introduces extra 

complexitiess on top of limited sample size. The nature of the topic introduces the 

likelihoodd that respondents are either unwilling to answer questions or answer 

questionss which are hard to assess on their truthfulness. 

1.21.2 SOCIETAL AND SCIENTIFIC RELEVANCE OF THE STUDY 

Measuringg the effects of adjustments in accounting earnings on the relevance of 

accountingg information could help to interpret the informational quality of annual 
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reports.. The meaning of accounting information is relevant for all stakeholders of the 

firm.firm. Investors, financial analysts, banks, managers and others could benefit from 

betterr understanding of the cause and effect structure for discretionary decisions. 

Knowingg more about the mechanisms that drive earnings management could help to 

increasee the decision usefulness of annual reports. In addition, it could also help 

regulatoryy bodies decide what course to take and assess what degree of discretion 

shouldd be allowed to managers when preparing financial statements. With the current 

internationall  trend towards harmonization it becomes important to know more about 

thee impact of discretion in accounting systems. 

StructureStructure of the dissertation 

Thee remainder of the dissertation is organized in three parts. The first part consists of 

chapterss 2-4 and introduces the prior literature on earnings management (Chapter 2), 

thee institutional setting (Chapter 3) and the measurement of earnings management 

(Chapterr 4). The second part (Chapter 5) contains the development of hypotheses and 

thee empirical analysis. The third and final part consists of the summary and 

conclusionn (Chapter 6) and a brief Dutch summary of the thesis (Chapter 7). 
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CHAPTERR 2: PREVIOUS RESEARCH 

2.12.1 INTRODUCTION AND PLAN OF THE CHAPTER 

Creativee accounting, cooking the books, earnings management and accounting policy 

aree all related concepts that are often associated in common speech with unethical 

behavior.. When earnings management is the focus of an academic research project, it 

iss important to free the concepts used from the associations they bare. A formal 

definitionn and a theoretical foundation of the mechanisms of interest are conditions 

withoutt which precise discussion and reliable conclusions are precluded. 

Thee existence of discretion in the reporting process creates a complex interaction 

betweenn the suppliers and users of financial information. The suppliers will take the 

effectss of certain accounting decisions into account when preparing the financial 

statements.. Users of these statements will in turn try to assess the reliability of these 

statementss and attempt to interpret them in the knowledge that the statements are 

openn to management discretion. 

Theree are three perspectives that can be taken on the interaction between incentives 

too manage earnings and discretionary accounting decisions. The first perspective, the 

contractingg view is oriented towards factors that give rise to earnings management. 

Thee second view is the information perspective of earnings management that takes a 

moree process-oriented view in which not the contracts but the flow of information is 

thee central item. A third more general approach deals with the state of the firm as a 

drivingg force in the decision process whether and if so how to manage earnings. 

Itt should be noted that the possibilities that management has to use their discretion 

forr adjusting earnings are constrained by both the auditor's judgment and the chances 

off  being "caught" by investors. Both a qualified opinion and the loss of credibility 

wouldd defeat the purpose of earnings management. In this context fraud is not 

excludedd but merely regarded as a very costly option to manage earnings. Managers 

couldd manipulate earnings beyond the boundaries of what is allowed by law but this 

coursee of action carries a high risk and penalty. 
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Timee is an additional complicating factor in the understanding of earnings 

managementt because there are single period motivations for interventions and on top 

off  those the time series properties of reported earnings are important as well. For 

instance,, in a year of excess earningss managers may want to lower their reported 

earningss to avoid overshooting this year's market expectations while simultaneously 

smoothingg their earnings in anticipation of future period's lower earnings relative to 

thee current year. Earnings management could very well be a balancing act between 

currentt year's needs and the long-term goals. Sometimes these two needs yield 

identicall  incentives to adjust current years earnings and sometimes they do not. The 

naturee of the accrual based reporting process is such that some interventions cause 

reversalss in future periods and other interventions do not reverse. 

PlanPlan of the chapter 

Thee next paragraph will start out with a definition of earnings management. Both a 

formall  definition and the boundaries for what is and what is not meant by the term 

earningss management will be dealt with. In paragraph 2.3 the context in which 

earningss management seems plausible will be explored. Both the contracting and the 

informationall  view on earnings management will be discussed here. The third view 

wil ll  be discussed in Paragraph 2.4 that examines the likely actions resulting from 

thesee incentives. Paragraph 2.5 deals with income smoothing and paragraph 2.6 

summarizess the chapter. 

2,22,2 DEFINING EARNINGS MANAGEMENT 

Beforee we can define earnings management, a few remarks on associated concepts 

aree warranted. Earnings management is an interactive process between the firm, 

managementt of the firm and outside stakeholders. As noted by Foster (1986) there is 

aa supply and demand for financial information. The demand for financial statement 

informationn arises from outside stakeholders that do not have access to all the 

privilegedd information of the firm. If a firm is fully self-serving and has no 

personnel,, there would also be no need for external financial reporting because there 
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wouldd be no party that would be (partially) dependent on the financial report as a 

sourcee of information. 

Earningss management arises as a result of the existence of interested parties that 

makee use of the financial information of the firm for their decisions. 

Consequently,, the outcomes of the financial reporting process impact all stakeholders 

involved.. The economic consequences of the outcome create incentives for 

managementt to influence the reporting process. When management considers the 

consequencess of these choices in the reporting process, we will speak of accounting 

policy.. Freely translated the definition used by Hoogendoorn (1995) to describe 

accountingg policy is: 

AccountingAccounting policy occurs when management deliberately considers the 

consequencesconsequences for the image that the annual report projects when deciding on 

whichwhich accounting alternative to implement. [Def 1.] 

Inn this definition, accounting policy is the use of a set of decision rules. Based on the 

assumedd attitudes towards financial statement information, the accounting policy is 

thee consideration of the effects of alternative accounting choices. When accounting 

policypolicy is defined as the set of decision rules for accounting decisions, earnings 

managementmanagement is the actual intervention in the reporting process. In this text the 

definitionn of earnings management introduced by Schipper (1989) will be used. She 

definess earnings management as: 

EarningsEarnings management is really disclosure management in the sense of a 

purposefulpurposeful intervention in the external financial reporting process, with the 

intentintent of obtaining some private gain, as opposed to merely facilitating the 

neutralneutral operation of the process. [Def 2.] 

Earningss management is thus defined as a deliberate intervention of management in 

thee financial reporting process to further a private gain of either management itself or 

thee firm. As such earnings management becomes the implementation of the choice 

thatt follows from the accounting policy. Thus, earnings management becomes the 
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deliberatee adjustment of financial accounting data to try to improve on the outcome 

off  the reporting process. 

Thee definition of earnings management [Def 2.] includes both the adjustments that 

aree made to further the interests of the firm and those that are made to further the 

interestss of management. The interests of management and the firm are not mutually 

exclusive. . 

AA definition of earnings management should not, in the author's opinion, be confined 

too the use of the latitude afforded by the financial reporting laws and guidelines. 

Fraudd is regarded upon as a costly way to manage earnings. The risk of getting 

caughtt committing a crime times the penalty for committing a crime both in legal as 

welll  as in reputation and missed rewards makes fraud in external financial reporting 

ann unattractive and costly option. Restricting earnings management to merely the set 

off  options provided within laws and regulations ignores the fact that there is no clear 

distinctionn between being optimistic and being so optimistic that laws might be 

broken.. Some interventions may be clearly fraudulent and some are well within the 

boundss of what is allowed. In between these extremes there is a region where it is up 

too the courts to decide whether a line is crossed. The possibility of management 

committingg an economic crime complicates the issue of afforded latitude. Without 

regardd for the laws, regulations, and credibility of management, one could simply 

makee up any financial statement. However, this ignores that there are real penalties 

too committing fraud, both legal and in reputation and reward. 

Thee definition of earnings management [Def. 2] furthermore only includes external 

reportingg and is independent of any particular concept of earnings and it subsumes 

componentss of earnings. Therefore, it is more helpful to think of a continuum of 

possiblee interventions where the risk and hence the cost of legal and or reputation 

consequencess increases. Similarly, there is no clear upper or lower bound to how big 

thee intervention can be. Rather, the larger the (visible) intervention the more likely 

thee risk of detection by investors and the loss of credibility. Beyond loss of 

credibilityy there comes a range where interventions may have legal consequences. 

Itt would take a minor extension of the definition to encompass real earnings 

management,, accomplished by timing investment or financing decisions to alter 
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reportedd earnings or some subset of it. The distinction between interventions in the 

reportingg process and actual transactions mainly designed to influence earnings is 

oftenn not that clear. Future references in this thesis to the concept earnings 

managementt include real earnings management. 

Makingg the definition of earnings management operational poses some difficulties. 

Theree is no certainty when earnings are managed. Since management is not required 

too disclose whether and why it has adjusted earnings at its own discretion a 

researcherr can only conclude that the reported numbers are in some instances 

consistentt with hypothesized earnings management. For large samples of firms, an 

associationn between certain incentives and accounting decisions can be observed. 

Thiss is not the same as stating that when a specific firm in a specific situation makes 

aa discretionary adjustment this constitutes to earnings management. The strength of 

thee association between the occurrence of incentives and discretionary accounting is 

thee researchers' only guideline to the inference of earnings management. 

AA different aspect that deserves attention is timing. Earnings management is defined 

ass the intervention in the reporting process. It should be noted however, that 

interventionss could have consequences for later periods. Certain interventions cause 

reversalss of the intervention over one or more subsequent periods. Chapter 3 will pay 

moree attention to the relation between regulations and accounting discretion. The 

actuall  mechanics of detecting earnings management with the help of proxies wil l be 

discussedd in Chapter 4. 

Whetherr earnings management is ethical, is a question that will not be answered 

sincee it is the authors' opinion that the question is normative in nature. As such, it is 

basedd on convictions and (political) preferences and not on reason. However, 

increasingg the understanding in the consequences of earnings management may help 

too facilitate judgments on the desirability of the practice. In the empirical analysis the 

designss are constructed in such a manner to correct for these difficulties when 

possible. . 
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2.33 INCENTIVE S TO MANAG E EARNING S 

Noww that we have introduced earnings management, we can proceed with exploring 

thee context in which earnings management is likely to arise. As noted in the first 

paragraphh inferring earnings management is based on likelihood of occurrence. 

Theoreticall  constructs that help to identify situations with a higher likelihood of 

earningss management are useful because they improve the chances of correct 

measurementt and detection. According to Schipper (1989) there are two perspectives 

onn earnings management that can be taken: 

A.. The contracting perspective. Under this perspective earnings management 

purposefullyy distorts some number, such as economic income. There is 

anotherr distortion as well: the rules of accrual accounting and GAAP lead to 

accountingg numbers that measure true income with error. Managing earnings 

changess the properties of the noise (such as its amount, bias, or variance). 

B.. The informational perspective. Under this perspective earnings are one of 

manyy signals. In this view the absolute value of earnings is not relevant. 

Earningss are regarded as a signal on the state or changes in the state of the 

firm. . 

Bothh perspectives are used in the literature as a theoretical basis for empirical 

research.. The economic income or contracting perspective is strongly based on 

positivee accounting theory. It emphasizes the reaction to a given set of incentives. 

Thee informational perspective regards financial statements as part of an information 

system.. In this context earnings management can be used to send extra signals on the 

statee of the firm to outside parties. The informational perspective regards earnings 

managementt as a rational action by management and focuses on the reaction by the 

receiverss of the signal. In the investigation of the effects of earnings management 

thiss perspective is more suited. Since the focus of the current section is the setting in 

whichh earnings management might arise both the economic income and the 

informationall  perspective will be discussed briefly. 
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2.3.12.3.1 Contracting or economic income perspective 

Thee contracting perspective of earnings management originates from positive 

accountingg theory. This view on accounting assumes that the contracting perspective 

iss helpful in the explanation of the incentive structure of earnings management. 

Principall  agent relationships are hypothesized between the owner/manager and other 

stakeholderss of the firm. In order to mitigate the agency costs of monitoring the 

agent,, the principal makes use of accounting contracts. There is an abundance of 

exampless of the use of accounting in the firm's contracts. Both implicit and explicit 

contractss exist. Explicit contracts are those where the terms of the contract include a 

specifiedd value for an accounting variable. An example of an explicit contract would 

bee when the bank could demand that the tariff and conditions of a loan be 

renegotiatedd when the solvency of an enterprise falls below a pre-specified level. In 

thee case of implicit contracts, the relation between the stakeholder and the firm is not 

directlyy based on accounting information. The outcome of the accounting process is 

howeverr likely to be of influence on the relation of the firm with the stakeholder. An 

examplee of an implicit contract would be the negotiation of wages. Although there is 

seldomm a direct link in the contracts for labor, it is likely that workers will accept a 

smallerr increase in wages when the firm has sustained losses than in the case of 

increasess in earnings. 

Apartt from the distinction between implicit and explicit contracts, another difference 

needss to be addressed. Although the formal task of management is to further the 

interestss of the firm it should be noted here that management can have personal 

incentivess that differ from those that the firm holds. To a certain extent the interests 

off  the firm coincide with those of management. In the case of executive rewards and 

compensationn or responsibility for the performance of the firm, the interests of 

managementt and the firm start to diverge. In the discussion of earnings management, 

itt is therefore important to precisely specify the role of management and the firm to 

thee external stakeholder. In other words, when discussing earnings management it is 

importantt to remember that there are three instead of two parties that determine the 

structuree of incentives. Earnings management is not a situation in which inside 
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partiess (management/the firm) try to influences outside parties (stakeholders). Rather 

theree is the scenario where management tries to maximize its own benefits and the 

scenarioo where management acts to further the interests of the firm. These situations 

aree not mutually exclusive; rather they are overlapping in nature. 

ExplicitExplicit contracts examined in earnings management literature 

Wee will now continue with the discussion of previous research on explicit contracts 

andd their effects on earnings management. The main studies on the subject will be 

highlightedd by incentive. The four topics of research discussed below all have started 

aa string of follow-up research or they have exposed a new incentive to manage 

earnings. . 

1)1) Management compensation contracts 

Wattss and Zimmerman (1986) pose that one of the contracts that produces incentives 

too manage earnings is the bonus scheme. They formulate the bonus scheme 

hypothesiss as: Ceteris paribus, managers of firms with bonus plans are more likely to 

choosee accounting procedures that shift reported earnings from future periods to 

currentt periods. 

Healyy (1985) tested this hypothesis for a sample of firms that had bonus schemes 

basedd on current earnings. For the discussion of the results of this, it is important to 

understandd the structure of these contracts. Bonus schemes are similar to call-

options.. In figure 2.1 the pay-off structure for a typical bonus scheme is shown. 

Amountt of 
Bonus s 

Bogeyy (L) Cap(U) Reported Net income 

Figuree 2.1: Typical bonus scheme. Taken from Scott, (1996) 
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AA minimum level of reported net income must be attained before the manager 

achievess a bonus. This minimum level is called the Bogey. From that level on, a 

percentagee of net income is given to the manager as a bonus. Some schemes have a 

limitt to the amount of bonus a manager can be awarded. The maximum level is 

calledd the Cap. From that level on increases in reported earnings do not result in an 

increasee of the managers' bonus. 

So,, similar to call options, the bonus scheme has a strike price at the value of the 

Bogey.. The expiration date is when the earnings are reported, and the payoff at the 

endd is equal to the difference between the reported earnings and the Bogey. In the 

casee of a Cap, the outcome is similar to a Cap construction in the case of options. 

Thee workings are identical to the unbounded bonus schemes with the difference that 

att the same time a call option is sold at the upper bound of the bonus. This results in 

aa maximum value on the expiration date of the difference between the strike price of 

thee bought option and the strike price of the sold option. Bonus schemes cannot be 

sold,, in contradiction to normal options. Therefore, the value is only relevant for the 

receivingg manager at the time of reporting the earnings. 

Accordingg to Healy (1985), the following incentive structure results: If the reported 

earningss are below the value of the Bogey there is an incentive to further lower the 

reportedd earnings. Since no bonus is to be received this year the manager has an 

incentivee to improve the likelihood that a bonus can be earned next year. 

Iff  the value of reported income is above the Cap there is an incentive to reduce 

incomee to the value of the Cap since earnings reported above the value of the cap do 

nott result in extra bonus income for the manager. Within the bounds of the bonus 

schemee the manager has an incentive to increase reported income to the maximum 

value.. Thus, Healy restricts the bonus scheme hypothesis to values between the 

Bogeyy and the Cap. 

Inn the case of accruals, Healy finds support for earnings management by managers 

subjectt to bonus schemes. A different manner in which accounting policy can be 

implementedd is voluntary accounting changes. As Healy noted, this category of 

discretionaryy accounting decisions is not as desirable an earnings management 
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vehiclee as accruals. Reasons mentioned are that accounting changes have to be 

disclosedd and that consistency requires that changes are not made too often. For the 

samplee of accounting changes, Healy did not find any support for earnings 

managementt to increase the value of manager's bonuses. 

Holthausenn et al. (1995) reexamined the Findings of Healy with the help of 

confidentiall  data obtained from two human-resource consulting firms. Beside the use 

off  more exact data on the bonus schemes Holthausen et al. used different methods of 

estimatingg discretionary accruals and also incorporate real transactions besides the 

managementt of working capital accruals. They find evidence that CEO's manage 

earningss when they are at the upper bound of the bonus scheme. They find no 

supportt that real investment decisions are influenced by the structure of the bonus 

scheme. . 

Gaverr et al. (1995) also investigated the relation between bonus schemes and 

earningss management. They come to reasonably similar result as Healy. However, 

theirr argument is that there is an overlap between income smoothing and the 

targetingg of the maximum value of the bonus plan. 

2)2) Debt covenants 

Debtt covenants are intended to restrict managers from engaging in investment and 

financingfinancing decisions that reduce the value of debt holder claims. Debt covenants are 

frequentlyy written in terms of accounting numbers. According to Watts and 

Zimmermann (1986) managers make accounting decisions to avoid the high costs of 

violatingg debt covenants. Due to the high cost of obtaining access to covenants 

researcherss have usually resorted to the debt/equity ratio to proxy for covenants 

restrictions.. As noted by Watts and Zimmerman (1986), researchers have in fact 

testedd a debt equity hypothesis. They formulate the hypothesis as: Ceteris paribus, 

thee larger a firms debt/equity ratio the more likely the firm's manager is to select 

accountingg procedures that shift reported earnings from future periods to current 

periods. . 

Defondd and Jiambalvo (1994) used actual debt covenants violations to investigate the 

incidencee of earnings management in the year before and the year of the violation. 
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Sincee their sample consists of firms that reported violations, there is a sample bias for 

thee year of violation because the firms obviously were unsuccessful at achieving 

theirr goal if earnings were indeed managed. However, both in the year of the 

violationn and the year prior to the violation Defond and Jiambalvo find support for 

thee hypothesis that earnings are managed upwards supposedly in an attempt to meet 

thee limits of the debt covenant. 

3)3) Taxation 

Boyntonn et al. (1992) test whether the alternative minimum tax (AMT) that was part 

off  the Tax Reform Act of 1986 has any influence on the discretionary accounting 

decisionss made over the period 1986-1988. The AMT creates an incentive to shift 

incomee from 1987 to 1986 at a decreased rate from 20 % to a marginal rate of 10 %. 

Boyntonn et al. (1992) find evidence on income decreasing accruals for the year 1987 

usingg a discretionary accrual model. 

Forr a sample of 388 firms in the year 1986, Guenther (1994) examines the relation 

betweenn discretionary accruals and tax incentives. He states that the most likely 

candidatee for accrual management for tax reasons is the group of working capital 

accrualss since these can influence tax savings. The findings support the hypotheses 

off  earnings management. 

Itt should be noted that the studies mentioned here were performed in a US setting. 

Duee to differences in financial and fiscal regulations, the results cannot be used to 

makee inferences for the Netherlands. The separation between fiscal- and financial 

accountingg is much stricter in the Netherlands and hence the incentive to manage 

earningss to minimize taxes is not as relevant. It could still be that in negotiations 

betweenn tax authorities and firms, the financial accounting numbers are of influence 

onn the outcome. 

4)4) Regulations and political costs 

Joness (1991) hypothesized that firms that are seeking an import relief would have an 

incentivee to reduce current earnings. The argument is based on the idea that the 
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likelihoodd of a favorable decision to the firm, the granting of import relief, increases 

ass a reverse relationship with performance of the firm. Jones suggests that the party 

whoo looses wealth in the transfer (the consumer in the case of import relief) is less 

likelyy to monitor and correct for earnings management. The sample used to test this 

hypothesiss is relatively small. It consists of 26 firms under investigation by the 

Internationall  Trade Commission (ITC). The results support the hypothesis that firms 

reducee income in order to improve the likelihood to receive a favorable decision by 

thee ITC. 

Halll  and Stammerjohan (1997) investigated the relation between damage awards in 

thee oil industry and earnings management. They argue that the size of the damage 

awardss is a function of reported net income and net worth, and that this relationship 

providess management with an incentive to minimize earnings. Hall and 

Stammerjohann (1993) test two hypotheses. 

First,, they hypothesize that firms make income-decreasing accruals during the 

periodss that they are defendants. Second, they hypothesize those firms under 

investigationn under-report new reserves. To investigate these hypotheses they 

investigatedd 20 firms over the period 1974-1992. Their findings support both 

hypotheses.. Other discretionary accounting methods were not found to be of 

influence.. Similar to the results of Healy (1985) in the case of bonus schemes they 

findfind only evidence for the case of earnings management where there is no obligation 

too disclose the adjustments that are made. 

ImplicitImplicit contracts tied to accounting numbers 

Nott all consequences of reporting earnings result from terms that are pre-specified in 

contracts.. There are also situations where stakeholders react on the outcome of the 

reportingg process. In these firm-years, reported earnings determine the relative 

negotiationn position of the reporting firm. The relationship between earnings and the 

reactionn to earnings is not specifically stated in a contract. The term 'implicit 

contracts'' refers to a number of situations where earnings are of influence on the 

reactionn by stakeholders without the presence of a contract that forces the firm to 

obligee the stakeholder. Six examples of implicit contracts will be discussed briefly 

below. . 
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1)1) Labor union negotiations 

Libertyy and Zimmerman (1986) hypothesize that managers reduce earnings during 

laborr union contract negotiations. They examine quarterly and annual earnings over 

thee period 1968-1981 for various measures of income. In order to determine the 

effectss of labor union contract negotiations on income reducing accounting choices 

theyy match the 85 sample firms with a sample of random firms. Using time-series 

expectationn models, they find significantly lower earnings per share for the sample in 

contractt negotiations. This leads Liberty and Zimmerman to conclude that 

managementt reduces income during negotiations to improve their bargaining 

position. . 

2)2) Executive changes 

Elliott and Shaw (1988), and Strong et al. (1987) have performed research into the 

relationn between earnings management and top executives. These studies document a 

strongg association between large discretionary write-offs and executive turnover. 

Pourciauu (1993) investigates the relationship between non-routine executive changes 

andd earnings management. Using a sample of 73 firms, she finds weak evidence 

consistentt with the hypothesis that incoming managers decrease earnings in the year 

off  arrival and increase earnings in the following year. Contrary to expectation, 

departingg managers record accruals and write-offs that decrease earnings during their 

lastt year. However, conclusions are limited because of extreme financial 

performancee and econometrical problems with the techniques used, such as 

collinearityy and the possible mis-specification of expectation models. 

3)3) Management buy-out offers and proxies 

Thee reverse of going public, going private, also creates incentives to manage 

earnings.. Going private is when a group of investors buys all shares of a publicly 

tradedd firm. When this group is made up, amongst others, of management this is 

calledd a management buy-out. When management is planning to buy the firm, it has 

ann incentive to reduce performance. Since the price of the takeover will at least be 

partiallyy related to the earnings-performance of the firm, lowering the performance 

wouldd result in a lower takeover price. Another motivation could be that the risk of 
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ann unfavorable outcome of litigation could be avoided by decreasing the reported 

performancee of the firm prior to the buy-out offer. Claims of shareholders that 

managementt bought the firm for a price that was too low would have less of a chance 

inn court. Similar to the first argument this second argument only holds if the earnings 

managementt is not detected. 

DeAngeloo (1986) investigates 64 firms over the period 1973-1982 that underwent a 

buy-outt by management. Contrary to the hypothesis made by DeAngelo no 

significantt earnings management before the buy-out offer, as measured by accrual 

manipulation,, could be detected. 

Perryy and Williams (1994) examined the effects of management buy-outs on 

earningss management. Their critique on DeAngelo is twofold. First, the sample used 

byy DeAngelo is not deemed representative. The relatively small size of 64 firms and 

thee median 'price to book' ratio of below one suggest that the sample is probably not 

representative.. Second, the method used for inferring earnings management is likely 

too be biased1. 

Forr a sample of 175 firms over the period 1981 to 1988 Perry and Williams find 

significantt decreasing earnings management, which they attribute to the difference in 

samplee and not to the difference in method used. 

AA related case to management buy-outs was investigated by DeAngelo (1988). In a 

proxyy contest shareholders that disagree with managerial policies seek election on 

thee board of directors. The findings of DeAngelo suggest that during an election, 

incumbentt managers raise reported earnings. As a means for implementing the 

accountingg objective DeAngelo uses accruals. There is a significant quantity of 

unexpectedd accruals during the contest and the years following the contest. The cash 

flow,, however, stays at the same level as before the contest. If the contesting 

shareholderss win the proxy contest managers use their discretion to first take a bath 

andd in later years managers use their discretion to show an improvement over the 

performancee before the management change. 

11 Accrual models will be discussed in Chapter 4. The model used by DeAngelo was later found to be 
highlyy inaccurate by Dechow et al. (1996). 
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4)4) Dividends 

Whenn a share is seen as a title that bears the right to an uncertain stream of income it 

iss likely that decreasing the uncertainty of this stream increases the value of this 

share.. Dividends are the reward for holding a share. There is a strong relation 

betweenn earnings and dividends. Income first has to be earned before it can be 

distributed.. Kasanen et al. (1996) argue that there is a relation between dividends and 

earningss management. On the one hand, they see a demand for a smooth dividend 

stream.. While on the other they recognize that in Finland managing earnings in an 

upwardd direction is costly because of tax reasons. The Finnish institutional setting is 

veryy debt-oriented and the markets for equity have a low liquidity. Their sample 

consistss of 37 firms over the period 1970-1989. Their findings support their 

hypothesiss that firms manage earnings towards a dividend-based target. 

DeAngelo,, DeAngelo and Skinner (1994) examine a sample of firms with persistent 

lossess that cut their dividends. The authors point out that "For troubled firms, i.e., 

thosee with persistent earnings problems, extant theories predict managers' 

accountingg choices will be systematically income increasing" (page 114). In contrast 

too their expectation, DeAngelo et al find evidence opposite to what would be 

predictedd under contracting theories, i.e., firms with poor prior performance that cut 

theirr dividends tend to take income-decreasing accruals. They also find that there are 

noo notable differences in negative accruals across firms with and without binding 

lendingg covenants, suggesting the irrelevance of contracting incentives in this setting. 

5)5) Financial analysts 'forecasts 

Apartt from direct financing needs, a market-related party has an interest in the 

outcomee of the accounting process. Financial analysts predict the outcome of the 

financiall  reports of firms in order to facilitate investment decisions. It is conceivable 

thatt if the expectations of the analysts are not met the effect on stock returns will be 

negative.. Management may regard a decrease as unfavorable when they own stock 

optionss or for the effect on their reputation. Bannister and Newman (1996) 

hypothesizee that discretionary accounting latitude is used to decrease the gap 

betweenn the expectation of financial analysts and the neutral outcome of the 
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accountingg process. Moreover, they hypothesize that a shortfall on expectations is 

regardedd as more undesirable than an overshooting. 

6)6) General stakeholders relationship" 

Thee specific situations discussed are not by definition mutually exclusive. That is, 

theyy can occur simultaneously. Zmijewski and Hagerman (1981) suggest that firms 

doo not react to the individual incentives but decide on an overall income strategy. For 

largee firms in concentrated industries they find support for this hypothesis. Based on 

aa sample of 34 firms and four accounting decisions they conclude that firms 

aggregatee their incentives and their possibilities to use their discretionary powers and 

usee the range of possible interventions to implement an overall accounting policy. 

Bowenn et al. (1995) suggest that earnings management is induced by ongoing 

implicitt claims between a firm and its customers, suppliers, employees and short-

termm creditors. A common conclusion in the literature on implicit contracts is that the 

termss of contracts depend on the reputation of the firm for fulfillin g its implicit 

contracts.. To proxy earnings management Bowen et al. use the inventory and 

depreciationn method used by the firm. From these accounting choices they construct 

aa composite index. As dependent variables they use proxies for the four groups of 

stakeholders.. Furthermore they also include the variables leverage, bonus plans, size 

andd taxes used in other studies to demonstrate the predictive qualities over the other 

contractingg variables. To test heir hypotheses they use a sample of 10844 firm-years. 

Thee findings of Bowen et al. (1995) are in support of their hypotheses that the extent 

too which firms are dependent on outside stakeholders influences accounting choice. 

Inn this section we have seen that both implicit and explicit contracts give rise to 

earningss management. However, it is important to note that the evidence of earnings 

managementt as a consequence of explicit contracts is stronger than that for implicit 

earningss management. 

Thee research discussed here is of an Anglo-Saxon nature. Consequently, it cannot 

directlyy be projected to the situation in the Netherlands. Due to differences in 

governmentt intervention, tax-system and perception of the role of the firm in society 

22 Paragraph 2.4 wil l discuss interaction in between stakeholders and management 

22 2 



differentt motivational structures arise. According to Bernard and Skinner (1996) 

contractingg approaches are used in a US context, because the power of earnings 

managementt is so low that cross-sectional samples without a prior inference of 

earningss management do not seem to be a valid approach. A specific contracting 

settingg is needed to increase the likelihood of earnings management. In addition, the 

contractingg setting implies a direction towards which earnings are managed. 

2.3.22.3.2 An informational approach to earnings management* 

Inn the contracting or positive accounting view of earnings management the emphasis 

iss on incentives. Investors, employees, financiers, auditors and others react on 

financiall  statement information. In order to influence the reaction of these 

stakeholderss management intervenes in the financial reporting process to attempt to 

improvee on the perception of these stakeholders. In other words, earnings 

managementt is a reaction on outside pressures. 

Thee informational perspective takes an action instead of a reaction emphasis on 

earningss management. Annual reports can be regarded as one of the sources of 

informationn that influences stakeholders in general and investors in particular. When 

annuall  reports are regarded as signals it can be said that the outcome of the reporting 

processs may be sub-optimal and that the signal could be improved on. 

Beforee we can proceed with the case of earnings management as a signal in an 

informationn system, we first have to clarify some basic assumptions in the 

informationn economics framework. 

Inn order to understand the reaction of receivers of information a decision model is 

used.. Information is defined as anything that yields new knowledge. In information 

economicss information only complies with the definition if it has impact on the 

decisionn process. 

33 For a more thorough treatment of the relation between accounting and information economics the 
readerr is referred to Demski (1980) or for a more market oriented treatment: Bromwich (1992). 
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InformationInformation is decision-relevant knowledge that alters existing optimal 

conductconduct or decisions. [Def. 3] 

Thee symbol for an information system is r\ and the symbol for a message from a 

systemm is y. The term information structure is used because the available information 

systemm provides the structure of events within which the decision-maker seeks to 

optimize.. An information function shows that an information system is a function of 

thee states of the environment, which associates states with signals. 

r](s)) = y eq.2.1 

where: : 

T|| = information system 
ss = state 
yy = signal 

Demskii  (1980) distinguishes between several different information systems. Perfect, 

imperfectt and noisy systems- are the three main categories into which these systems 

cann be divided. 

PerfectPerfect information systems 

AA perfect information system would associate a unique and precise signal on a 'one 

forr one' with each and every state in the environment. A system that does not 

distinguishh between states, which is called the null information system, would 

associatee the same signal with all states. 

ImperfectImperfect information systems 

Ann imperfect information system would yield one signal for more than one state (1 

forr n). An information system with this characteristic is said to lack completeness, 

whichh requires that a unique and specific signal is associated with the occurrence of 

eachh and every state. Accounting information is a clear example of an imperfect 

informationn system. One signal search as earnings, in the presence of earnings 

management,, could signal more than one state. 
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Inn a timeless setting an investor has to make a decision between alternatives based on 

thee probabilities of future states of the object. The expected monetary value of an 

action,, can be written more formally and more generally as: 

£(MF,.)) = £(4C(a,.^)) 

Where: Where: 

E(MVj)E(MVj) = Expected value of action j 

$$ = probability of state i 

C(ÜJC(ÜJ ,s,) = Monetary outcome of action aj  ̂ ^ 

Thiss expected monetary value approach has been subject to criticism. Risk may be 

importantt for non-neutral investors. Put differently, decision-makers are not only 

interestedd in the expected value of an action but also in the variance and possible 

evenn higher order moments of the distribution of the expected value. The solution is 

too use utility functions for risk. Instead of maximizing the monetary value the target 

variablee becomes U (utility). Expressing the new relationship in symbols results in 

thee following equation: 

E{U\a*)=E{U\a*)=  AfoxY f/(fl,.,j(-)<* 
Si Si 

Where. Where. 
AA = Set of mutually exclusive acts 
aa = member of A 

aa = Optimal act eq.. 2.3 

Thee expected utility of the optimal action a can be maximized by selecting that act as 

thatt maximizes the outcome of the state/outcome combinations that involve the act. 

Inn a two-state economy the utility can be written as: 

Z77 = #/(*,) +(1 - 4 X/(* 2) eq.2.4 

Where: : 
xx =state 
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Thee average utility of an investor is given by the chance on state 1 multiplied by the 

utilityy of state 1 plus the residual probability multiplied by the utility of state 2. The 

abstractt decision rule using utility instead of wealth becomes: 

E(U\a)E(U\a) = MaxYu{a,s)<fi{s) 
"^"^ s eq 2.5 

Where e 

aa = optimal act. 

Thee expected utility of a is the maximum sum of the state / probability 

combinations.. The decision-maker first calculates the probabilities of each act and 

thenn optimizes the remaining part of the right hand side of the equation. 

Thee informational systems approach to accounting implies that reported information 

doess not have to be exact as long as it improves on the decision ability. In this 

contextt earnings management becomes a tool to convey expectations of management 

onn the future of the firm, or to influence the perceived optimal outcome. Note that in 

thiss setting a concept of 'true income' is not needed. 

AA clear example of conveying private information to investors is the 'blocked 

communication'' concept introduced by Demski and Sappington (1990). They argue 

thatt a manager gains extra freedom to convey private information on the long-run 

expectationss of future earnings by managing earnings. Scott (1996) gives the 

followingg example of blocked communication4. Suppose that the shareholders (the 

principal)) want to encourage the manager (the agent) to communicate the firm's 

long-runn earnings potential. This is complex inside information of the manager. If the 

managerr simply announced this information, the information would not likely be 

credible,, since the shareholders would find it prohibitively costly to verify the 

information.. Suppose, however, that the firm had just realized earnings of $200 

millionn from the sale of a division. Rather than report a net income substantially 

higherr than what is sustainable in the long run, the manager decides to record a 

44 The example used by Scott has been modified to use shareholders instead of board members to avoid 
confusionn over the role of board members in the Netherlands versus the US. 
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provisionn for restructuring of, say, $180 million, thereby reducing current earnings to 

whatt the manager feels is sustainable. 

Byy recording the provision the manager conveys his private information5. If the 

amountt for restructuring diverges substantially from the fair estimates the manager 

mayy incur auditor objections. A later article by Demski and Sappington (1990) 

furtherr investigates the dual role of reporting. Both the information 'unblocking' and 

thee conveying of value relevant information can coexist. 

Dyee (1988) introduced a framework that made it plausible that shareholders have a 

demandd for earnings management. In the construction of this model, Dye 

differentiatess between an internal and an external demand for earnings management. 

Internall  demand arises from the budget and control cycle whereas the external 

demandd is caused by the shareholders. Dye focuses on the external demand for 

earningss management that is induced by current managements' attempts to alter 

prospectivee investors' perceptions of the firm's value. The model is set in an 

overlappingg generations environment (see Samuelson [1958]). 

Truemann and Titman (1988) constructed a theoretical model to explain income 

smoothing.. In order to construct their model they make the following two 

assumptions:: First, they assume that the amount that firms have to shift between 

periodss in order to smooth their income depends on the nature of the firm and hence 

differss between firms. Second, they assume that claim holders cannot fully observe 

firmss operations and are therefore unable to infer the full extend of the income that is 

smoothed.. Given these assumptions they show that it is likely that smoothing 

increasess the market value of a firm. The paper by Trueman and Titman is highly 

mathematicall  in nature and has been critiqued for the critical sensitivity to the 

assumptionss made6. 

Thee three models discussed above by Dye, Sappington and Demski and Trueman and 

Titmann are abstract models that hold their value not in the exact modeling of reality 

55 Recording a provision wil l decrease the bottom line. The signal here is that management thinks that 
thee neutral outcome of the reporting process overstates current earnings, and thus decides to reallocate 
thee excess earnings to future periods. 

IncomeIncome smoothing will be discussed in more detail in paragraph 2.5 
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butt rather in exposing the critical assumptions and in showing that there is no need 

forr regarding accounting numbers as absolute. Moreover, the shift from incentives 

causingg reactions to an interaction between actors and reactors exchanging 

informationn is a useful advancement. 

RelativeRelative and incremental value relevance of earnings management 

Inn market based research it has been accepted since Ball and Brown (1968) that 

pricess lead earnings. In a 'prices lead earnings' world prices reflect available 

informationn faster then accounting information. In such a world it is assumed that all 

availablee information is compounded in prices and that accounting information is a 

reflectionn of a sub-set of this information that arrives after most other information. 

Valuee relevance research focuses the ability of accounting information to convey 

informationn that is already reflected in prices. 

Thiss section will deal with the (changes in) value relevance of earnings associated 

withh earnings management. Information as such has no metric form and will be 

proxiedd by the strength of the association of earnings and returns or similar measures 

thatt imply informational content. When the informational effects of earnings 

managementt are the topic of interest there are two manners in which this content can 

bee split. 

Schipperr (1989) remarked that in an informational perspective, earnings management 

amountss to "changing the properties of the noise of the earnings signal". This 

statementt implies that it cannot be predicted a priori that earnings management either 

increasess or decreases the value relevance of earnings. 

RelativeRelative value relevance of earnings management 

Too test the informational effects there are two possible designs. The first is relative 

valuee relevance. The null hypothesis under this approach becomes: Some accounting 

measuress of performance before and after earnings management have the same 

relativee value relevance. That is: Both contain equal amounts of information about 

somee measure of performance such as returns or future value. To test this type of 

hypothesiss two regressions are run: 
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y-y- al + <j\X\ + e 

yy = a2+^x2+£ e q 2 6 

Where: : 
yy = Some market measure of return 
(j)l=coefficientt of xl 
<t>2=coefficientt of x2 
xl== accounting based performance measure with earnings management 
x2== accounting based performance measure without earnings management 

Byy comparing the adjusted R2 measures and t-values of the coefficients of the two 

regressionn models, an indication of the descriptive qualities of the two measures of 

incomee for the prediction of stock returns is obtained. The model with the better fit  is 

saidd to have a higher value relevance of x. This design for testing the relative value 

relevancee of different performance measures has been used in various contexts. 

Graphicallyy the relationship between the different variables can be represented as 

shownn in figure 2.2. 

// \ 

Figuree 2.2: The relative value relevance of various accounting measures of performance. 

Thee value relevance is the area of x that intersects with y. The x with the largest 

intersectingg area than becomes the variable with the highest relative value relevance. 

Warfield,, Wild and Wild (1995) examine the relationship between incentives to 

managee earnings and the value relevance of these earnings. The incentive used to 

identifyy the propensity to manage earnings is the degree of managerial ownership. 

Basedd on the theory of the firm the hypothesis posed is that the lower the degree of 

ownershipp by management, the stronger the incentive to engage in earnings 

managementt to adjust the numbers in a manner favorable to outside stakeholders. 

Usingg the DeAngelo form of discretionary accruals (see Chapter 4 for a discussion of 

accruall  models) Warfield et al. estimate the discretionary portion of total accruals. 

Theyy find evidence that there is a positive relation between the degree of earnings 
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managementt as measured by this proxy and the level of ownership as measured by 

variouss measures of managerial ownership. Furthermore, they also find that as the 

degreee of discretionary accruals increases the value relevance as measured by the R 

off  the earnings returns relationship decreases. 

Subramanyamm (1996) uses discretionary accruals as a proxy for earnings 

management.. Various estimation methods are used to test the sensitivity of the Jones 

Model.. Although the results seem to be reasonably robust, measurement error still 

cannott be excluded. Similar to the approach taken by Dechow (1994), Subramanyam 

usess levels of earnings and cash flows to examine the value relevance of accrual 

accounting.. The results of univariate regressions show that net income is more value 

relevantt than non-discretionary income, which in turn is more relevant than the cash 

floww from operations (CFO). Using significance levels and R as measures of 

relevancee shows that net income has more (relative) value relevance than just the 

non-discretionaryy component. 

Wang,, Swift and Lobo (1993), hereafter WSL, examine the effect of discretionary 

accrualss on the informativeness of accounting information. The central hypothesis is 

thatt there is an inverse relationship between the informativeness of accrual 

adjustmentss and the magnitude of these adjustments. The argument for the 

hypothesiss of WSL is that the accrual part of earnings is more open to earnings 

managementt and contains therefore less information. The larger the unexpected 

changee in the accruals the smaller the reaction of the investor to the change in 

earnings.. It should be noted here that the WSL design does not measure value 

relevancee but rather the effect of new information by looking at the abnormal returns 

associatedd with the release of information. 

WSLL proceed with stating that informativeness can be measured in terms of price 

reaction.. If the hypothesized effect indeed occurs, the cumulative abnormal return 

(CAR)) measure should be smaller for enterprises with a larger accrual change. Using 

aa market model to measure the performance over the 1975 to 1986 period they find 

thatt larger proportions of accruals lead to lower performance. Using the CAR 

measuree as a dependent variable in the regression model they find a statistically 
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significantt negative relationship between performance and discretionary accruals. 

Thatt is the lower the accrual component the higher the abnormal return. The 

interpretationn by WSL for this finding is that the larger the cash flow component the 

largee the persistence of earnings. They expect investors to discount accruals due to 

thee reverting nature of accruals. 

IncrementalIncremental value relevance 

AA second approach to the assessment of value relevance of performance measures is 

incrementt value relevance. Here, it is not a question of which performance measure 

containss the most information about returns but whether one measures of 

performancee has information that is not included in the other measure. Instead of 

comparingg several univariate models a multivariate model is estimated to assess the 

extraa information that is contained in the additional variable. In equation form the 

relationshipp can be expressed as: 

yy = a + faxi+<t> 2x2+...+e e q 2 7 

yy = Some market measure of return 
(|)11 coefficient of xl 
(j)2=coefficientt of x2 
xl== earnings management 
x2== accounting based performance measure without earnings management 

Analoguee to the relative value relevance the incremental value relevance can also be 

presentedd in a graphical manner as can be seen in figure 2.3. In figure 2.3 the 

variancee of the market return measure is again the circle y. 

Figuree 2.3: The incremental value relevance of various accounting measures of performance. 
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Thee intersecting area between xl and y is the variance that is explained by the first 

regressor.. There is however, some variance in x2 that overlaps with y and is not 

includedd in xl . In the regression model x2 would hence contribute to the prediction 

off  y over and above the information contained in xl . 

Subramanyamm (1996) also investigated the incremental value relevance of 

discretionaryy accruals in a multivariate setting. The multivariate models show that 

discretionaryy accruals improve on the ability to predict returns. In other words: 

discretionaryy accruals help reflect the economic reality as it transpired over the 

periodd between two annual reports. 

2.42.4 TARGETS RESULTING FROM THE INCENTIVE STRUCTURE 

Wee have seen that there are incentives to manage earnings and that accounting 

affordss latitude to implement accounting actions using this latitude. With the range of 

possiblee outcomes in mind and the aggregation of the incentives the preparers of 

financiall  statements can choose a certain direction for adjustment. If management 

decidess to use its discretionary powers to try to improve on the neutral outcome of 

thee accounting process it needs to determine a target towards which it will steer 

earnings. . 

Mostt earnings management research either uses extreme situations to specify the 

directionn of expected earnings management or uses low power tests for cross-

sectionall  analysis. Abarbanell (1999) specifies a model for a general direction for 

earningss management depending on the difference between a neutral outcome of the 

reportingg process and a target for earnings motivated by expectations or forecasts. 

Thiss model only assumes that firms have some target for earnings and it does not 

assumee that this target is observable. 

Itt is assumed that firms can manage earnings to meet equity market expectations 

and/orr explicit and implicit contracts. In addition, it is also assumed that managers 

preferr more accounting slack to less in the current period. Managers may be sensitive 
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too multiple objectives when choosing the sign and magnitude of earnings 

management.. Figure 2.4 depicts levels of pre-managed earnings for a firm. 

Theree is an unbiased target for earnings T. This target can be defined by forecasts, 

contractss such as bonus schemes, market expectations or other objectives. 

** :  i
ii  i 

Em i nn T-k T Em ax 

Figuree 2.4: Incentives across the range of pre-adjusted earnings 

Anyy neutral outcome of the reporting process below T results in an incentive to 

increasee earnings towards T. 

T-kk is the maximum of slack in the pre-adjusted earnings. Any point below T-k for 

thee neutral outcome means that the slack is insufficient to reach the target. This 

combinationn of assumptions divides the space of neutral outcomes in three zones 

withh different actions. 

Whenn pre-adjusted earnings fall below T-k the target T is unattainable and managers 

havee an incentive to 'take a bath'. When earnings are between T-k and T the target 

cann be attained and managers will attempt to adjust earnings upward until they reach 

T.. All pre-adjusted outcomes above T will lead to reserving income to create slack 

forr future periods. When earnings are consistently managed towards T for all periods 

incomee smoothing will result. 

Thiss combination of assumptions is a more general specification of the assumptions 

usedd by Healy (1985). In this paper T was assumed to be the maximum outcome of a 

bonuss contract with an option structured as a collar. As a consequence of the 

assumedd option structure T was the upper boundary of the range where managers 

wouldd earn a maximum bonus. Due to the Cap on the bonus earnings above the 

maximumm bonus did not yield additional rewards. Healy assumed that outcomes 

abovee the maximum bonus would result in reserving earnings for future periods. This 
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basicc framework allows for 'big bath' accounting7, earnings inflation and 'cookie jar 

reservingg '. If the rules above are descriptive for earnings management decisions it 

followss that there are certain asymmetries in the distribution of earnings since there 

aree different incentives across the distribution of pre-managed earnings. 

DeGeorgee et al. (1999) develop similar views when examining the distributions of 

earnings.. They note that while (deflated) earnings are a continuous variable there are 

certainn psychological bright lines for outsiders and insiders alike such as zero 

earnings,, past earnings and analysts' projections as meaningful thresholds for 

assessingg firms' performance. 

DeGeorgee et al. (1999) have shown that targets can be ranked according to their 

priority.. Loss-avoidance is the first target management will try to meet, if things are 

goingg better for the firm they will also try to show an increase in earnings relative to 

thee previous year. The highest target for management is to meet market or analysts' 

expectations.. They also find that firms that just meet a target will have lower 

subsequentt performance. 

Thee analysis presented here abstracts from the avoidance of losses as introduced by 

Burgstahlerr and Dichev (1997, 1998). The Burgstahler and Dichev work is based on 

veryy large samples, which are hard to obtain in the Netherlands for listed companies. 

Thee nature of earnings management is such that there are reverting and non-reverting 

earningss management interventions. First, there are interventions that reverse in 

subsequentt periods and second there are interventions that do not reverse. A good 

examplee of a discretionary accounting intervention that reverses in subsequent 

periodss is the restructuring provision. The creation of the provision will decrease 

earningss and the earnings in subsequent periods will be increased when the provision 

iss used. Extraordinary gains such as the realization of gains on book value add to 

earningss in the period that the gain is realized and has no impact on subsequent 

'bigg bath' accounting is often referred to in the literature as the act where management takes large 
discretionaryy losses to increase future slack in reporting. Here the term 'big bath' also refers to large 
discretionaryy losses to increase accounting slack when they are accompanied by offsetting non-
revertingg gains to mask the losses. 
**  Reserving is used here as the creation of accounting slack and not as the accounting term adding to 
thee line item reserves. The line item reserves are part of Equity in financial statements. 
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periods.. Reverting interventions transfer earnings between periods by adding to the 

slackk or using available slack depending on the position of pre-managed earnings 

relativee to T in figure 2.4. Permanent changes can be used in a similar manner 

withoutt reverting in subsequent periods. Although both permanent and reverting 

earningss management have an effect on the current period their effect on subsequent 

periodss differs. 

Thee combinations of different incentives for different positions relative to T and the 

availabilityy of reverting and non-reverting discretionary accounting interventions are 

combinedd to formulate expectations for earnings management proxies, the 

informativenesss of earnings and the effects of earnings management on the apparent 

persistencee of reported income. 

2.52.5 INCOME SMOOTHING 

Scottt (1996, p. 307) warns that various earnings management patterns can be in 

conflict.. Over time, the pattern chosen by a firm may vary due to changes in 

contracts,, changes in levels of profitability, changes in CEO, and changes in political 

visibility .. Even at a given point in time, the firm may face conflicting needs to, say, 

increasee reported net income to meet market expectations, but to smooth it for 

borrowingg reasons. Then the particular pattern chosen by the firm would be difficult 

too predict. The concept of income smoothing is defined as: 

thethe deliberate dampening of fluctuations about some level of income that is 

currentlycurrently considered to be normal for the firm (Barnea et ai, 1976, p. 110; 

AlbrechtAlbrecht andRichardson, 1990, p. 714). [Def. 4] 

Thee practice of income smoothing is conjectured to be a widespread phenomenon 

(Foster,, 1986; Nobes and Parker, 1998 and Ashari et al. 1994). 

Fudenbergg and Tirole (1995) suggest that job security is the main motivation for 

engagingg in income smoothing. The important assumptions in their theory are that 

poorr performance increases the likelihood of management dismissal and good 
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performancee in the current year will not compensate for poor performance in the 

future.. Intuition from this theory suggests that managers have an incentive to smooth 

incomee in two related ways. They boost their earnings in bad times to lengthen their 

tenure.. In good times, they are less concerned by their short-term prospects, and 

informationn decay gives them an incentive to save for future bad times in order to 

reducee the chance of dismissal. Empirical tests by Defond and Park (1997) find 

supportt for this theory. 

Carlsonn and Bathala (1997) have investigated the consequences of agency costs, 

informationn asymmetry, and incentive motives on income smoothing behavior in 

firms.. Their empirical evidence supports the notion that managers engage in income 

smoothingg for more than one reason. It could be for their job security or increasing 

theirr compensation/personal wealth. Or, it could be for minimizing the possibility of 

shareholderss unrest or for maintaining institutional interest in their firms' common 

stock.. Carlson and Bathala (1997, p. 194) end their paper with the statement that 

"whateverr the motive is, it appears that the firm's managers and stakeholders prefer 

smootherr income streams to those that are erratic." The study of Carlson and Bathala 

(1997)) is broader than the studies of Fudenberg and Tirole (1995) and Defond and 

Parkk (1997), as it includes both management and stakeholders. 

Huntt et al. (1997) examine income smoothing in a market based context and find 

supportt for the hypothesis that smoothing adds a market premium. In sum, the 

literaturee suggests strong motivations for smoothing income, and indicates reasons 

forr believing that this phenomenon is a real and common practice among managers 

2.62.6 SUMMARY AND DISCUSSION 

Thee purpose of this chapter was to clarify the concepts used and to introduce the 

previouss research. In this chapter earnings management was defined as: 

EarningsEarnings management is really disclosure management in the sense of a 

purposefulpurposeful intervention in the external financial reporting process, with the 

intentintent of obtaining some private gain, as opposed to merely facilitating the 

neutralneutral operation of the process. 
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Ass a next step the context in which incentives for earnings management can arise 

wass examined. Two different views of the incentive structure were discussed. Most 

off  the discussed literature focused on contracting and principal agent relationships. 

Duee to the focus of both implicit and explicit contracts on the outcome of the 

reportingg process this outcome has economic consequences for the firm. Attempting 

too improve on the outcome and hence to obtain more favorable economic conditions 

forr management or the firm is thought to be the main motivation for earnings 

management.. The discussed literature suggests that explicit contracts give a stronger 

incentivee to manage earnings. The alternative to the contracting view is the 

informationall  perspective. In this perspective management attempts to signal extra 

informationn by adjusting the neutral outcome of the reporting process. 

Givenn an incentive structure, a firm has to decide whether and if so which 

adjustmentss to make. The framework introduced in paragraph 2.4 argues that a 

chosenn target will be aimed for as long as it is within reach of the available latitude. 

Meetingg or slightly exceeding market expectations is a clear example of this 

behavior.. When the slack is insufficient to meet the target set by management the 

rewardd for meeting or slightly exceeding the desired value will not be present and 

thuss the incentives change to creating slack for future periods. Since the target is not 

achievedd there is no strong penalty for bringing out more bad news. 

Similarly,, when the pre-managed earnings exceed the target level substantially there 

iss no additional reward in reporting extra earnings. Thus, the incentives to manage 

earningss are also downward in the case of very high pre-managed earnings. Targets 

towardss which earnings are managed differ from firm to firm and can also differ 

fromm year to year. It is therefore that only on the tails of a distribution, where the 

extremee financial performance is located, that clear results should be expected. 

Consistentt with, or resulting from, a target based earnings management strategy is 

thee smoothing of income. Income smoothing can either result from a stable target 

overr time or it can be a target for earnings in its own right. Either way there seems to 
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bee a strong relation between managing earnings towards a target in a given reporting 

periodd and the reduction of variance across periods. 



CHAPTERR 3: INSTITUTIONA L SETTING 

3.13.1 INTRODUCTION AND PLAN OF THE CHAPTER 

Inn the previous chapter we have defined earnings management, examined in which 

contextss it is likely to occur and how the flexibility  of the reporting process allows 

thee manager to convey information. In addition, it was argued that the flexibility in 

reportingg could be used to attain certain targets for certain levels of earnings. 

Whatt has been abstracted from in the previous chapter is the institutional setting and 

thee underlying mechanics of the reporting rules and regulation that create the 

possibilityy to manage earnings. 

Thiss chapter will examine the importance of accounting systems. A flexible reporting 

environmentt allows for more latitude in making reporting decisions. When 

measuringg earnings management it is necessary to examine the differences between 

countryy of origin of a model and the local sample. Especially, the suitability of the 

applicationn of a model should receive extra attention, given the properties of the local 

system. . 

Mostt empirical research on earnings management focuses on Anglo-Saxon countries 

andd especially the US. When applying methodology and models developed for the 

USS it is important to pay attention to the differences between accounting in the US 

andd the Netherlands. Rules and regulations in the Netherlands will be discussed 

relativee to the US with regard to earnings management. For the empirical analysis the 

differencess presented in this chapter are used to modify the earnings management 

proxiess to incorporate the local institutional settings. The discussion will focus on 

threee aspects: the regulatory institutions, the rules and regulations and the 

enforcementt of the rules. 
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PlanPlan of the chapter 

Thee next paragraph wil l detail some of the aspects of the institutional accounting 

settingg in the Netherlands in a comparative context. Paragraph 3.3 wil l briefly 

explainn the institutional setting in the US. Paragraph 3.4 wil l compare the setting in 

thee Netherlands with the US and infer the consequence for measuring earnings 

management.. Finally paragraph 3.5 wil l summarize this chapter. 

3.23.2 THE INSTITUTIONAL SETTING IN THE NETHERLANDS? 

Priorr to 1970 financial reporting in the Netherlands was not regulated by law, except 

forr some basic requirements. Various institutions, such as the employer's 

organizationss and scientific committees of political parties issued recommendations, 

whichh were implemented voluntarily by many firms. In 1970 the Act on Financial 

Reportingg was published which became effective on May 1, 1971. Public companies 

(naamloze(naamloze vennootschappen, NVs) and large co-operative societies were the first to 

bee required to disclose and audit their financial statements. Eventually, the law 

appliedd to NVs, private companies (besloten vennootschappen, BVs), cooperative 

associationss (coöperaties), and mutual guarantee associations (onderlinge waarborg 

maatschappijen)maatschappijen) . 

Thee emphasis in the law was put on general acceptability and a true and fair view. 

Thee act became part of the civil code in 1976 (Book 2, Title 6) with some minor 

changes.. More important was the transition from Title 6 to Title 8 because of the 

inclusionn of the Fourth EC Directive. Title 9 which became effective on January 1, 

19900 adopted EC directive 7. Since consolidated statements were already mandatory 

sincee the original 1970 Act on Financial Reporting the impact of the incorporation of 

thee 7th Directive was minimal. Subsequent additions to Title 9 include specific 

requirementss for financial institutions, the extension to foundations and associations 

9Thiss paragraph is based on: Hoogendoorn (1991) The Netherlands in the third edition of the 
'Europeann Accounting Guide' by Alexander and Archer (1991). 
100 A more detailed discussion of the history of accounting regulations in the Netherlands and the 
impactt on financial accounting choices can be found in Mertens (1997) and Zeff et al. (1992). 
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andd Dutch entities with a head office abroad but with their main activities in the 

Netherlands. . 

CharacterCharacter of law 

Thee Civil Code emphasizes the basic principles of going concern, consistency, 

accruals,, prudence, realization and individual valuation. In addition, there is the 

overridingg article 362.4 that states that if insight requires so, the annual reports 

shouldd let true and fair view prevail over the specific legal requirements and deviate 

fromfrom the specific requirements in the Civil Code while explaining the effects on 

financiall  position and earnings in the notes. 

Thee Netherlands had a tradition of current cost accounting and the law allows both 

historicall  cost and current cost accounting. The importance of current cost 

accountingg is decreasing. 

Accordingg to Nobes and Parker (1998) the Netherlands can be typified as "...a 

combinationn of almost extreme permissiveness with high professional standards. The 

permissivenesss is moderated by the EC standards but the high standards remain, 

especiallyy under large listed firms." The emphasis is less on uniformity and more on 

insightt in the financial position and results of the firm. 

Guidelines'Guidelines'1 1 

Inn the explanatory statement (Memorie van toelichting) of the original Act on 

Financiall  Reporting the Ministry of Justice expressed its expectation that the 

businesss community and the auditors examine the acceptability of the accounting 

policies.. The Dutch Institute of Chartered Accountants (NIVRA), the joint 

employers'' organizations and the Trade Union Federation created the Tripartite 

Accountingg Standards Committee in 1971. In 1980 this was changed into the Council 

forr Annual Reporting (Raad voor de Jaarverslaggeving, CAR). The CAR is 

comprisedd of representatives from the preparers and users of the financial statements 

andd the auditing profession. The CAR publishes Guidelines. First Drafts Guidelines 

aree issued for comments. After receiving comments they will become Guidelines. 

1'' When references are made in this text to RJ Guidelines, the 1990 English version is used since this 
iss the version which was of importance during the period of the sample. 
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Thee Guidelines come in two forms, Recommendations and Authorative Statements. 

Applyingg the Authorative Statements will normally result in the legally prescribed 

insight,, although there may be well founded reasons to depart from them. 

Thee powers of the CAR and the Guidelines are considerably less than those of the 

ASBB in the UK and the American FASB. The Guidelines in the Netherlands have no 

legislativee status but can be looked upon as a reflection of what is generally 

acceptable.. Moreover, departures of the Guidelines do not have to be disclosed in the 

annuall  report. In the English version of the Guidelines for Annual Reporting (1990) 

itt states: "The CAR does not pretend that the authorative statements in either draft or 

thee definitive Guidelines are binding, in the way legal requirements are. In the final 

analysiss it is for the courts to decide on the merits of each case what standards are to 

bee considered generally acceptable for a specific set of annual accounts." 

Enforcement Enforcement 

Inn the Netherlands, law allows interested parties to bring a case to the Company 

Divisionn of the Court of Appeal (Ondernemingskamer, OK), with a possibility of 

furtherr appeal to the Supreme Court. The OK is the alternative of a monitoring 

authorityy like the US Securities and Exchange Commission (SEC). The OK cannot 

actt on its own initiative but has to wait until an interested party brings a case. Once a 

casee is brought to the OK the scope is limited to the case that is brought forward. A 

rulingg is restricted to the case even if an investigation uncovers unrelated issues. 

Bringingg a case to the OK involves complex legal procedures that are costly and 

time-consumingg legal procedures. 

3.33.3 THE INSTITUTIONAL SETTING IN THE US12 

Thee 1933 and 1934 Securities Exchange Acts established the SEC. The SEC's prime 

missionn is to achieve and maintain stable and effective capital markets for securities 

tradedd in interstate commerce. The 1933 Securities Act required securities to be 

122 This paragraph is based on the Ninth Edition of the Accountants' Handbook (1999) by Carmichael, 
Lilienn and Mellman. 
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registered.. The purpose of registration is to create a complete and widely available 

publicc record of the registrant and the securities. The 1934 Securities Act increased 

thee requirements set forward in the 1933 Securities Act by requiring substantial 

ongoingg disclosures about the corporation, its officers and directors, and its financial 

conditionn and results of operations and other activities. Thus, firms who have 

registeredd under the 1933 Act must submit quarterly reports (10-Q), annual reports 

(10-K)) as well as ad hoc reports when crucial events occur. An important feature of 

thee 1934 Securities Act is the emphasis on disclosure. The filed reports are examined 

forr compliance with the disclosure requirements but there is no review of the merits 

off  managers' behavior. 

Onlyy listed firms with at least $10 million in assets and at least 500 stockholders fall 

underr the jurisdiction of the SEC. However, the role as the regulator and protector of 

USS capital markets has given it substantial influence over financial accounting 

practice. . 

Thee 1934 Act Securities gave the SEC specific authority to establish accounting 

principless for the registrants. This authority led to the issuance of Accounting Series 

Releasee (ASR) No. 4 in 1938, which stated that the principles used in the filings 

wouldd have to enjoy "substantial authorative support". There are three divisions that 

primarilyy deal with financial accounting: 

1.. The Division of Corporate Finance (DCF) 

2.. The Office of the Chief Accountant (OCA) 

3.. The Division of Enforcement (DE) 

Add 1) The fundamental responsibility of the DCF is to process the filed documents 

whenn they are received from registrants and to determine whether they comply with 

thee appropriate disclosure requirements. The staff of this division is composed of 

attorneys,, accountants and financial analysts. The division is organized by industry. 

Whenn the DCF staff encounters questions about the registrants' filings the questions 

aree mostly resolved using published GAAP or precedents established in earlier firm-

years.. Some registrants raise questions prior to filing. 
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Whenn the cases are more complicated or when the issues are more ground breaking 

thee DCF consults with the OCA. 

Add 2) The Commission's main advisor on financial accounting issues is the Chief 

Accountantt who is appointed at the discretion of the SEC chairman. The OCA works 

withh the DCF to solve problems in filings or prefiling questions. 

Thee criterion for the OCA is whether something has substantial authorative support. 

Thee first step is to consult the authorative literature and consult with the Financial 

Accountingg Standards Board (FASB). It is also common for the OCA to have a 

meetingg with representatives from the registrant. They also examine their own 

pronouncementss and interpretations. 

Thee OCA aims at a solution that presents "full and fair disclosure". The solution is 

developedd by the OCA together with the DCF. If the registrant objects to the solution 

itt can make an appeal to the full Commission. In practice this seldom occurs since 

thee Commission almost always supports its staff. 

Inn addition, to resolving specific filing issues the OCA also advises the Commission 

onn major policy matters. This involves preparing recommendations for new SEC 

ruless and overseeing standard setters. In this oversight capacity the OCA mainly has 

aa supervisory role and does not specifically dictate the positions that the standard 

setterss should take. 

Add 3) The Division of enforcement (DE) is in charge of investigating violations of 

thee statutes and regulations and recommending disciplinary action. Information about 

possiblee violations comes from both within the SEC and outside sources. When the 

violationss are more than accidental or technical the DE is responsible for determining 

whetherr and how to pursue and for discovering the facts. Often the DE settles the 

casess and although the findings are made public the registrant neither accepts nor 

deniess the allegations. Sometimes a settlement cannot be reached and a case is turned 

overr to the court where the Enforcement staff fully cooperates with the US Attorneys 

office. . 
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StandardStandard Setting Organizations 

Thee Financial Accounting Standards Board (FASB) is a unique organization in that it 

iss a private organization that serves to protect the public interest. The FASB is 

endorsedd by the SEC in ASR No. 150 (now codified in FR-1) as the source of 

"substantiall  authorative support". The main outputs of the FASB are the Statements 

off  Financial Accounting Standards (SFAS). Since 1991 a two third majority is 

requiredd to adopt a new SFAS. The SEC officially recognizes the authority of these 

statementss in ASR No. 150. In addition, the statements are recognized by the Council 

off  the American Institute of Certified Public Accountants as generally accepted 

accountingg principles (GAAP). An auditor failing to comply with the FASB 

standardss is in violation of AICPA Ethics Rule 203. 

Scottt (1996) notes that the FASB puts heavy emphasis on due process when setting 

standards.. The standard setting process usually involves the following stages: 

1.. Preliminary evaluation of problems related to accounting and reporting 

standards; ; 

2.. Admission to the agenda of FASB; 

3.. Early deliberations; 

4.. Tentative solution; 

5.. Further deliberations; 

6.. Final resolution; 

7.. Subsequent review. 

Ass a privately funded, nongovernmental entity, the FASB must depend for its 

authorityy and financing on the constituents it serves. 

3.43.4 IMPORTANT DIFFERENCES BETWEEN THE 

NETHERLANDSNETHERLANDS AND THE US 

Inn the Netherlands annual reports are obligatory for firms that meet the minimum 

sizee requirements, regardless of whether a firm is publicly traded. The Netherlands 

hass an institutional setting that emphasizes insight and professional judgment. 
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Regulationss allow substantial choice and if insight requires so the 'true and fair 

override'' can be invoked to deviate from the specific legal requirements. 

Thee Guidelines issued by the CAR have no legal status, and deviations are possible. 

Inn addition to the flexible regulations and the lack of mandatory standards the 

enforcementt of accounting regulations is passive in nature. There is no institution 

thatt actively monitors annual reports for compliance. Only after a case is brought to 

thee OK an investigation can be started, but the scope is limited to the specific charge 

thatt is brought forward by the interested party. 

Inn the US on the other hand, regulations are strict and very specific. Disclosure and 

restrictionn of choice take precedent over true and fair view. There is no true and fair 

vieww override article. In fact it is specifically forbidden to deviate from the generally 

acceptedd accounting principles. Only publicly traded firms of a certain size are 

requiredd to file annual reports. The SEC actively monitors the filings for compliance 

andd will start an investigation if it finds irregularities or when outside parties bring a 

complaintt to the attention of the Enforcement Division of the SEC. 

Apartt from the way that financial accounting is regulated and enforced and the nature 

off  the regulations there are also substantial differences in the specific regulations. 

Somee of the most important differences are listed below: 

1.. The firms included in the consolidated accounts. Contrary to the US the 

Netherlandss requires the exclusion of group firms when inclusion would 

conflictt with the true and fair view 

2.. In the Netherlands it is allowed to capitalize research and development costs 

whenn certain conditions are met. In the US these costs should always be 

chargedd directly to income with the exception of computer software. 

3.. The Netherlands allows current cost accounting for tangible and financial 

fixedfixed assets, whereas the US does not. 

4.. In the US goodwill is required to be capitalized and amortized over the 

usefull  economic life not exceeding 40 years. The Netherlands allows this 

methodd as well but has no limit to the useful life. In addition, it is allowed to 

chargee goodwill against shareholders equity directly and to charge directly 

too the income statement. 
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5.. Similar to tangible and financial fixed assets, inventories can be valued at 

currentt costs in the Netherlands, as opposed to the US where this method is 

nott allowed. 

6.. In the US changes in accounting policy require recognition of the 

cumulativee effect in net income in most cases. Although this method is 

acceptablee in the Netherlands, firms prefer to recognize the effect directly in 

shareholderss equity and adjustment of the comparative figures. 

7.. There are also major differences in the methods for pension accounting, 

accountingg provisions for insurance obligations and dividend accounting. 

Thee list above is just an overview of some of the major differences in financial 

accountingg regulations between the Netherlands and the US 

Vergoossenn and Polman (1995) examined firms that report in Dutch GAAP and are 

listedd with American Deposit Receipts in the US. These firms are required to file a 

20-FF report reconciling the differences between Dutch GAAP and US GAAP. 

Thee results of the Vergoossen and Polman study show substantial differences in both 

reportedd net income and the shareholders equity between Dutch GAAP and US 

GAAP. . 

Onee of the main causes for the differences according to Vergoossen and Polman 

(1995)) is the accounting for goodwill as direct movements in equity. Other factors 

aree the valuation principles that are allowed for publishing rights, real estate and 

insurancee company regulations. 

3.53.5 SUMMARY AND DISCUSSION 

Thee differences as described above are beginning to decrease. The Netherlands is 

slowlyy moving in a direction of more disclosure, stricter rules, international 

conformityy and stronger enforcement. 

Currentt developments are that IAS will most likely become mandatory in the 

Netherlandss and other European countries in 2005 for listed firms. The Dutch 
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Guideliness of the CAR are currently adapted to IAS. The Minister of Finance 

expressedd himself a proponent of enforcement of accounting regulation by the 

Stichtingg Toezicht Effectenverkeer (STE), the Dutch body that regulates the financial 

markets.. These developments do not impact the empirical research in this thesis since 

theyy were not yet implemented over the sample period. 

Thee Netherlands has a relatively permissive reporting environment with flexible 

regulationss and limited enforcement and monitoring. The US on the other hand has 

veryy detailed regulations and strict enforcement. This difference in reporting 

environmentt has consequences for both earnings management and empirical 

analysis.. The relative flexibilit y in the Netherlands provides Dutch managers with 

moree room for discretionary adjustments. Since their degree of freedom relative to 

thee US is larger, it is likely that they will use different methods to implement the 

adjustments.. It is probable that in the Netherlands line items will be used more then 

accrualss relative to the US since line items provide more discretion in a Dutch 

setting.. Using US methodology in a Dutch setting without attention for differences in 

institutionall  setting will result in flawed empirical designs. 

Inn sum, it can be concluded that the institutions, the regulations and the enforcement 

off  these regulations differ substantially between the two countries. These differences 

alsoo influence the latitude afforded in implementing an earnings management 

strategy.. The stricter regulations and enforcement in the US are also likely to result 

inn different manners in which an earnings management strategy is implemented. 

Harmonizationn of accounting regulations is a slow process that still leaves substantial 

differencess between the Netherlands and the US. These differences are slowly 

disappearingg but are still substantial. 
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CHAPTERR 4: MEASURING EARNINGS 

MANAGEMEN T T 

4.14.1 INTRODUCTION AND PLAN OF THE CHAPTER 

Whenn measuring earnings management there are practical issues that deserve 

attention.. The latitude or slack in the outcome of the reporting process is the 

maximumm amount of intervention that can be used to manage earnings over a 

reportingg period. Rather then focusing on determining the possible upper- and lower 

boundss of reported earnings, the maximum possible adjustments, the interventions 

thatt management actually makes to influence earnings are relevant for the inference 

off  earnings management in an empirical context. 

Sincee earnings management is an inherently unobservable process, proxies are 

neededd to make inferences. Generally, there are two possible approaches that can be 

taken.. Either specific line items can be identified or benchmarks for normal levels of 

variouss variables can be used. Both approaches have their advantages and issues. 

Itt has been mentioned before that earnings management is an inherently 

unobservablee process and that the only thing that can be used for empirical analysis 

iss behaviour as if earnings are managed. 

Thiss section is dedicated to the identification of the techniques that can and very 

likelyy are used to manage earnings. Structuring the different options that are 

availablee to management can be done in several ways. In order to specify operational 

criteriaa for inferring earnings management it is helpful to examine the afforded 

latitudee of the accrual based accounting system. This provides us with the broadest 

possiblee set of criteria of what can be included in the operational definition of 

earningss management in designing proxies for earnings management in an empirical 

context. . 

Proxiess are needed to make measurement possible. The proxies for discretionary 

accountingg can take two forms. Either specific line items of a discretionary nature are 
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identifiedd or benchmarks are used to determine normal levels of variables. An 

examplee of the latter approach is the family of accrual models. These models 

generatee low power tests in the US. The advantage of using line items is increased 

precisionn whereas benchmarking can yield a more encompassing but noisy measure. 

Strongerr results are expected for line items then for the noisy measure of accruals 

sincee accruals contains even less theoretical grounds in the Netherlands where 

samplee size is relatively small and accrual accounting is implemented differently 

fromm the US. The highly judgmental accounting system of the Netherlands provides 

muchh more opportunities to use discretionary line items then the accounting system 

off  the US. As a consequence it is expected that Dutch managers will use 

discretionaryy line items much more than discretionary accruals than their US 

counterparts. . 

PlanPlan of the chapter 

Theree are two methods for measuring earnings management. Paragraph 4.2 will 

discusss the discretionary line items approach that uses specific items to infer earnings 

management.. Paragraph 4.3 will examine the accrual approach to earnings 

management.. Finally, paragraph 4.4 will summarize and discuss the two different 

methodss of measurement. 

4.24.2 DISCRETIONARY LINE ITEMS 

Naserr (1993) categorizes the different discretionary accounting decisions by which 

itemm in the balance sheet or the income statement is affected. Although this manner 

off  classification is convenient for the systematic identification of different 

discretionaryy techniques it does not deal with the type of adjustment or with the 

consequencess of double entry bookkeeping. The double entry system has the 

propertyy that at least two items are affected by a single discretionary accounting 

intervention.. For instance, if the valuation method is changed both the asset and a 

revaluationn account are affected. Moreover, the depreciation cost and hence the 

earningss also change. A second objection to the structuring of discretionary line 

itemss by their place in the balance sheet or income statement is that not all 
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discretionaryy accounting interventions are equal. Some involve actual transactions 

andd some do not even have to be disclosed, some cause a reversal in later periods 

whereass others do not. A choice was made to select three types of discretionary line 

items,, which are often used and have a high impact on the reported earnings: 

—— Accounting changes 

—— Extraordinary items 

—— Restructuring provisions 

Accountingg changes and extraordinary items are collections of actions that result in 

changess in reported earnings. The third category is included since it allows 

substantiall  discretion and is often used. The three categories are by no means 

completee but they do represent items of substantial discretion and are observed often 

inn frequency and magnitude. Below the three categories will be discussed separately. 

AccountingAccounting changes 

Accordingg to Hoogendoorn (1990) accounting changes are a concept that in the 

Anglo-Saxonn literature encompasses a broad set of terms. Accounting changes 

includee changes in accounting principles also known as changes in accounting 

policies.. Furthermore, changes in valuation method and changes in the reporting 

entityy fall under the accounting changes concept. 

Nott included in the meaning of accounting changes are changes in classification. If a 

reportedd item is calculated in the same manner, but is disclosed as a different item 

thann in previous years this does not constitute to an accounting change. 

Thee concepts that are used in the Netherlands are different from those used in the 

Anglo-Saxonn literature. According to the Dutch accounting standards board (CAR 

140.104)) three main categories of changes in accounting principles can be discerned: 

A.. Changes in valuation method and method of performance calculation: 

 Changes in the pricing method used for assets and liabilities; 

 Changes in allocation methods of costs and benefits over time; 

 Changes in the criteria for direct mutations in equity; 

B.. Changes in consolidation criteria, 
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C.. Changes in presentation. 

Onlyy category A influences the reported earnings. According to the Dutch 

accountingg standards board (RJ 140.105) the following firm-years do not amount to a 

changee of accounting method: 

A.. First time disclosure of an item not previously disclosed; 

B.. The reporting method used for an action that has occurred for the first time; 

C.. A change in estimation. 

Forr the implementation of an earnings management strategy there is another aspect 

off  accounting changes that is of interest. Apart from the manner in which an item is 

calculatedd the reporting on the change is of influence on the reported earnings as 

well. . 

Hoogendoornn (1991) concludes that specific regulations for accounting can generally 

bee deemed satisfactory. However, he also concludes that the practice in the 

Netherlandss is often not compliant with the regulations for disclosure. Specifically 

thee disclosure of reasons for implementing an accounting change, the adaptation of 

priorr book years to show the effects of the accounting change, the adjustment of 

multii  period overviews, and the comparison of earnings are seriously deficient. 

Hoogendoornn (1991) also notes that the legal stipulation that auditors should include 

non-compliancee with the law is simply not carried out. 

Vergoossenn (1996) examines the relation between functional fixation of analysts and 

thee disclosure about accounting changes in the Netherlands. The nature and 

disclosuree of the accounting change are important factors in determining the fixation 

off  analysts. 

Summarily,, it can be concluded that accounting changes in the Netherlands differ in 

somee aspects from the accounting changes in the US. In both countries accounting 

changess must be disclosed and are hence relatively visible as an instrument for 

managingg earnings1 . The advantage for the researcher is that due to the disclosure 

requirementss the discretion can be calculated directly from the financial report 

withoutt the need to resort to statistical estimation. However, it is allowed to disclose 

thee effect on the prior year. This complicates the calculation of the effect for the 

133 Van der Wei (1987) concludes that in practice this often does not occur in the Netherlands. 
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currentt years earnings. Accounting changes can be identified quite easily but the 

effectt will often be disclosed for the prior year. 

ExtraordinaryExtraordinary items 

Regulatoryy bodies have paid substantial attention to the extraordinary items. 

Accordingg to the law in the Netherlands in article BW 2.377 section l14 the 

extraordinaryy items are those not arising in the ordinary course of the business 

operationss of the legal entity. As such they are very broadly defined. In the case of 

extraordinaryy gains or losses there are two ways in which it they can be used to 

managee earnings. First, the extraordinary items can be used for classification 

purposes.. By marking an item as extraordinary it can be pushed down on the profit 

andd loss statement and thus it will not influence operational income. While this 

certainlyy is an interesting use of extraordinary items it does not influence the level of 

reportedd earnings. 

Ass a measurable proxy for earnings management that yields comparable data to other 

line-itemss it is the use to influence the bottom line rather then the classification that 

iss of interest. Both extraordinary gains and losses can occur simultaneously. Gains 

oftenn occur as result of the sale of an asset above book value and losses often result 

fromm provisioning. This has an interesting consequence. The losses will reverse in 

laterr years if the provision is used and the gains will not affect future years since the 

salee of an asset is final. Not all gains are non-reverting and not extraordinary losses 

aree reverting but the combination of offsetting gains and losses can mitigate the 

effectt on reported net income while changing slack for future periods. 

RestructuringRestructuring provisions 

AA final category of substantial discretion in reporting is the provision for 

restructuringg charges. When a firm disposes of part of its activities and or when a 

firmfirm restructures its organization it can form or add to a restructuring provision. 

Whilee reorganizations and restructuring can be separate activities they are grouped 

heree and referred to as restructuring charges. Even the Guideline RJ 2.53.924 allows 

144 BW or the "Burgelijk Wetboek" is the part of the Civil Code that includes in Book 2 title 9 the laws 
onn financial reporting. 
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forr the inclusion of the total amount of the provision for cessation of activities as a 

singlee amount on the balance sheet, e.g. under the caption 'Provision for 

reorganizationn costs'. 

Restructuringg is a frequently occurring process in many firms. When costs for 

redundancyy schemes, operational losses and for instance professional fees are 

expectedd they can and should be provisioned for. 

Hoogendoornn (1997) notes that the magnitude of a provision cannot be determined 

unequivocally.. Furthermore, he concludes that provisions are one of the most 

subjectivee elements of an annual report and that this subjectivity allows provisions to 

bee used as part of the accounting policy of a firm. Improper use of provisions can be 

mitigatedd by an external audit, although this will not reduce the subjectivity. 

Empiricall  research for the Netherlands by Overboom and Vergoossen (1997) for 574 

annuall  reports over the period 1988-1994 finds that provisions are used for earnings 

management.. Their findings show that provision policies are associated with 

smootherr earnings, that changes in provisions occur more often and are larger in 

amountt in years of earnings decreases and that there is a relation with management 

changes. . 

Inn sum, it can be stated that restructuring provisions have large influences on 

reportedd earnings, are open to discretion and have low disclosure requirements. This 

combinationn of properties makes restructuring charges very suitable for 

implementingg accounting policy. 

4.34.3 DISCRETIONARY ACCRUALS 

Accruall  accounting is based on the notion that there is a difference between cost and 

expendituress versus benefits and revenue. Due to this fact net income can be seen as 

thee adjustment of the operational cash flow for transitory components resulting in net 

incomee from operations. Adjustment items are called accruals. There are a number of 

subjectivee decisions involved in the allocation of expenditures and revenue over 

time.. It is important to note that accruals are a correction on the cash based financial-
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economicc approach. In the earnings management literature it is often assumed that 

accrualss are open to more discretion then cash flows. Although under the assumption 

off  clean-surplus accounting the final amount of un-discounted cash flows is equal to 

thee amount of un-discounted earnings the time effect disturbs this relationship. 

Accordingg to Schipper (1989) and Dechow et al. (1994) it is very difficult to separate 

totall  accruals into discretionary accruals and non-discretionary accruals. 

Itt can be argued that it is likely that discretionary accruals are used to manage 

earnings.. The low degree of detectability of accruals by users of financial statements 

whenn used for earnings management makes it a suited instrument for implementing 

accountingg objectives. However, by the same reasoning accrual management is not 

suitedd for signaling. 

Sincee discretionary adjustments in working capital accruals can only be estimated 

withh the use of benchmark models the resulting proxy is bound to be a less accurate 

measuree of earnings management than line items such as accounting changes. On the 

otherr hand there is reason to belief that earnings management is also implemented 

withh the help of discretionary working capital accruals rather than solely with visible 

linee items. The estimation of the scope of earnings management seems to be better 

servedd with accrual models but the accuracy of detection is with line items. 

Thee method of estimating the discretionary accruals has evolved from Healy (1985). 

Besidess the estimation method used for non-financial firms several models that are 

specificallyy used for financial institutions are also discussed. Dechow, et al. (1995) 

startedd with the assumption that accruals can be split into a discretionary and a non-

discretionaryy part. 

DA,DA, = a + pPARTt £ yk Xb + st eq. 4.1 

where e 

DAA = discretionary accruals (typically deflated by lagged total assets); 
PARTT = a dummy variable Partitioning the data set into two groups for which earnings management 

predictionss are specified by the researcher 
Xkk = (for k= 1,... ,K) other relevant variables influencing discretionary accruals; and 
cc = an error term that is independently and identically normally distributed. 

Theyy note that unfortunately the researcher will have to use a proxy for DA being 

DAP(proxy)) and the other relevant variables are omitted, thus the model can be 

rewrittenn as: 
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DAP,DAP, =a + j3PARTtY4ykX)a + v,+£, 
*='' eq 4.2 

where e 

vtt = some error in the proxy. 

Thee model typically estimated by the researcher becomes: 

DAPtt = a + b PARTt + et eq 4.3 

Theree are more than 20 variations on the accrual estimation model. Below seven 

importantt models will be discussed. 

1)1) The Healy model 

Healyy (1985) makes the first attempt in the earnings management literature to 

estimatee earnings management by estimating deviations from normal levels of 

accruals.. In his model, he starts with total working-capital accruals. Total accruals 

(TA(TAtt)) are defined by: 

ACRACR = 
__ (ACA, - ACL, - ACash, + ASTD, - Pep,) 

4-. . eq.. 4.4 

Where e 

ACRACR = total working capital accruals 
ACAACA = change in current assets 
AA ci = change in current liabilities 

AA Cash = change in cash and cash equivalents 
AA  STD = change in debt included in current liabilities 
DepDep = depreciation and amortization expense 
AA = total assets 

Healyy predicts that systematic earnings management occurs in every period. He 

partitionss his sample in one upward and two downward groups. The following model 

forr non-discretionary accruals (NDA) is used: 

NDA,NDA, = eq. 4.5 
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Where: : 

NDA,NDA, - estimated non-discretionary accruals; 
TA,TA, = total accruals scaled by lagged total assets; 
// = 1,2,.. .T is a year subscript for years included in the estimation period; and 
rr = a year subscript indicating a year in the event period. 

Thee difference between the total accruals and the non-discretionary accruals leaves 

thee discretionary accruals. This model assumes that accruals are a constant fraction 

off  lagged assets. Any deviation from the average is seen as earnings management. 

2)2) DeAngelo (1986) 

DeAngeloo assumes that first order differences in accruals have an expected value of 

zero.. Thus the DeAngelo model for NDA is: 

NDANDArr = TAr]  an , f-
rr r_1 eq. 4.0 

Duee to the nature of the accrual process it seems unlikely that accruals are constant 

overr time. It is in fact a special case of the Healy model where TA is only dependent 

onn last year's total accruals instead of the average of the years in the estimation 

period. . 

3)3) The Jones Model (1991) 

Joness relaxes the assumption that NDA are constant. She proposes a model that 

controlss for the firm's circumstances: 

NDA^a^l/A^NDA^a^l/A ̂ + a^AREV ̂ + a.iPPE^, eq 4 7 

where e 

AREVTT = revenues in year x less revenues in year x-1 scaled by total assets at x-1; 
PPETT = gross property plant and equipment in year scaled by total assets at x-1; 
A t.ii  = total assets at x-1; and 
a,,, a2, a3 = firm-specific parameters. 

Estimatess of the firm-specific parameters CL\, a.2, 0:3 are generated using the following 

modell  in the estimation period: 

ACR,ACR, = a^l/ A,_,)+ a2{AREVt)+ a3(PPEt)+ e eq. 4.8 
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where: : 

ACRR = the total accruals 

4)4) The Modified Jones Model (1991) 

Thee modification is designed to eliminate a conjectured tendency of the Jones Model 

too measure discretionary accruals with error when discretion is used over revenues. 

Inn the modified model NDA is estimated as: 

NDANDATT̂ â]a](\/A(\/Ar+lr+l )) + a2(AREVT-ARECT) + a3(PPEz), g q 4 9 

wheree ARECT = net receivables in year x less receivables in year x-1 scaled by total 

assetss at year x-1. 

5)5) The Industry Model (1991) 

Dechoww and Sloan (1996) argue that there are inherent differences between different 

industries.. These industry differences influence the levels of items in working 

capital.. To correct for this they use industry median values. To estimate the non 

discretionaryy accruals (NDA) the run the following regression: 

NDANDATT =yl+ y2mediani{TAT), eq 4 JQ 

where e 

medianmedian j(TAT) = the median value of total accruals scaled by lagged assets for all non-sample firms in 
thee same 2-digit SIC code 

Thee multitude of different models for estimating discretionary accruals give an 

indicationn of the difficulties that arise when estimating parameters that cannot be 

verified.. Dechow et al. (1995) give evidence that the Modified Jones Model currently 

seemss the most adept at detecting earnings management. However, the search for 

efficientt models to estimate normal levels of variables is not finished yet. 

Mertenss (1997) notes that there are some serious issues with accruals as earnings 

managementt proxies. Since the amount of accruals in the absence of managerial 

discretionn is not known for certain, the effect of accruals management becomes hard 

too estimate. Furthermore Mertens and Hassink (1992) show that the definitions of 

cashh flows and accruals impact strongly on the outcome of the estimation process. 
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Thee issue of the reliability of discretionary accrual models will be examined further 

inn the empirical analysis. 

4.44.4 SUMMARY AND DISCUSSION 

Inn this chapter issues relating to the measurement of earnings management were 

discussed.. Since earnings management is an inherently unobservable process a proxy 

variablee is needed for empirical analysis. 

Twoo main methods for proxying earnings management currently exist in the 

literature.. The first method, referred to as the discretionary line items method 

identifiess specific items in the annual report that are open to a large degree of 

discretionn in timing or amount. This method will not catch all earnings management 

activityy but is relatively accurate for the items that are identified. 

Thee second method of measuring earnings management aims to estimate normal 

levelss of variables and marks deviations from the estimated normal levels as 

discretionaryy adjustments that are attributed to earnings management. The most used 

exponentt of this approach is the accrual model methodology. Especially in US 

researchh earnings management is often proxied by discretionary accruals. The 

accuracyy of this approach depends critically on the power of the model that is used to 

determinee normal levels for variables. In the case of accruals the quality and 

precisionn of these models is open to debate. The accrual method is less precise then 

thee discretionary line items approach but might give a better indication of the scope 

off  the total earnings management. 

Thee differences in institutional settings, especially the larger flexibility in Dutch 

reportingg regulation make accruals less likely to be the prime method for 

implementingg earnings management in thee Netherlands. 
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CHAPTERR 5: EMPIRICA L ANALYSI S 

5.15.1 INTRODUCTION AND PLAN OF THE CHAPTER 

Inn the theoretical section of this thesis we have defined earnings management, 

discussedd the incentive structure and introduced the information settings involved. 

Thee institutional settings and relations with financial markets have also been 

discussedd in this light. 

Inn this section the theory and reasoning is tested in the setting of the Netherlands. 

Thee relatively flexible accounting rules allow for insights into the effects of tightness 

inn regulations and laws. Although no direct comparison will be made it can be 

informativee to see the results from a setting where the institutional factors differ 

substantiallyy from the majority of the literature. 

Sincee earnings management is an inherently unobservable phenomenon it requires a 

proxy.. To mitigate the problems of measuring earnings management by means of a 

proxyy two different methods of measurement are used, discretionary line items and 

accruals. . 

OrganizationOrganization of the empirical analysis 

Thee empirical analysis presented here is structured as follows. We will start out with 

thee development of hypotheses about the earnings management proxies, the value 

relevancee and the persistence of earnings in paragraph 5.2. Next, the sample selection 

processs will be described in 5.3. Using this sample, proxies for earnings management 

aree computed and estimated. Both discretionary line items (paragraph 5.3.1) and 

accrualss (paragraph 5.3.2) will be employed to create aggregate measures of earnings 

management. . 

Usingg these aggregate measures and their components, the association of 

discretionaryy accounting interventions with buy and hold returns will be related to 

thee value relevance of earnings (paragraph 5.4). Here we will show that the inclusion 

off  discretionary line items and especially extraordinary losses in the models increase 
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thee informativeness of earnings. The discretionary accrual methods wil l be shown to 

bee less successful in explaining the economic events in the period as reflected in 

priorr returns. 

Finally,, we wil l examine the relation between earnings management and the 

(reported)) persistence of earnings in paragraph 5.6. Here, we find evidence that 

accruall  accounting enhances the persistence of reported earnings, that the 

discretionaryy accruals do not influence the reported persistence of reported earnings 

andd that the discretionary line items improve the persistence of reported earnings 

beyondd the normal effects of accrual accounting. 

5.25.2 HYPOTHESIS DEVELOPMENT 

EarningsEarnings management proxies 

Ass noted earlier in chapter 3, earnings management is not directly observable. 

Conceptually,, there are two ways to infer earnings management, identifying line 

itemss with a high degree of discretion or benchmarking the normal level of 

aggregatedd variables and using the deviation from the benchmark to infer earnings 

management.. Both methods have their advantages and drawbacks. 

Identifyingg line items in the annual report produces accurate numbers when they are 

found.. However, the motivation of the line item cannot be verified to be earnings 

management.. In addition, this method may be correct for the amount but it could 

veryy well miss relevant discretionary accounting interventions motivated by earnings 

management.. This last issue is even more problematic when the identification of 

discretionaryy line items is confined to certain groups of items. 

Thee benchmarking method, where normal levels of a variable are estimated, is 

criticallyy dependent on the accuracy of the benchmark and the reliability with which 

deviationss from the benchmark can be attributed to earnings management. In the case 

off  accrual benchmarking both problems are very acute. The currently available 

modelss often have R-squares lower then 10% when they are estimated with standard 

62 2 



OLSS instead of with no-origin regressions15. The exclusion of a constant in the 

modelss artificially increases the R-square of the benchmark model since the variance 

thatt would normally be explained by the constant is distributed over the other 

variables. . 

Deviationss from the normal level of accruals, even under the assumption of complete 

accuracyy of the benchmark, cannot be uniformly attributed to earnings management. 

Economicc events such as reconstruction of plants or large takeovers result in 

deviationss from normal levels of accruals that do not arise from earnings 

management. . 

Bothh methods are currently often employed in the empirical earnings management 

literaturee where the accrual benchmark method is gaining popularity. In our 

empiricall  analysis both methods will be used, thus allowing for the comparison of 

differencess in the setting of the Netherlands. 

Regardlesss of the method used, we expect to find specific properties for the 

distributionn of earnings management resulting from the desire to meet or slightly 

exceedd earnings targets. Moreover, the discretionary accrual approach is expected to 

yieldd low predictive power tests'6. Thus, the following hypotheses for earnings 

managementt proxies are specified: 

HI:HI:  Earnings management is expected to occur to a stronger degree in the 
outsideoutside quartiles of the performance 

Insightt in the hypothesis 1 is important to serve as a basis for interpreting the results 

off  the value relevance and income smoothing analysis. 

ValueValue relevance 

Onee of the central questions in the earnings management debate is whether earnings 

managementt increases or decreases the value relevance of annual reports. When 

155 No-origin regressions are regressions where no constant is included in the estimated model. These 
modelss are justified when there is a conceptual argument that when the independent variables are all 
equall  the dependent variable also has to be zero. By excluding a constant from the estimated model 
thee model does not correct for the mean value of the independent variables, thus leaving more 
variancee to be explained by the independent variables. Consequently, the results of no-origin 
regressionss cannot be compared to OLS results for parameters and test statistics. 
166 See for instance Dechow, et al. (1995) or Guay et al. (1996). 
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pricess lead earnings, almost all available information is already compounded in the 

market.. Buy-and-hold17 market returns over the period between two annual reports 

aree therefore often used as an aggregate measure of all available information that is 

releasedd between two annual reports. In this line of reasoning annual reports reflect 

moree information when their association with buy-and-hold returns increases. 

Reflectionn of economic events is termed value relevance in the literature. As noted in 

thee theoretical part of the thesis value relevance exists in two forms, relative and 

incrementall  value relevance. A variable is said to have relative value relevance when 

itt significantly explains more of the buy-and-hold return then another variable or set 

off  variables in a different equation with the market variable as dependent. A variable 

hass incremental value relevance when it adds to the explanatory power of a (set of) 

variable(s)) within an equation. When formulated as hypotheses: 

H2a:H2a: Earnings management has relative value relevance 

H2b:H2b: Earnings management has incremental value relevance 

Thesee hypotheses will be tested both for the discretionary line items proxies as for 

thee accrual proxies. 

IncomeIncome smoothing 

Iff  income smoothing is as pervasive as deemed in the academic literature18 and in the 

financiall  press then it could very well be the primary target towards which reported 

earningss are adjusted. It should be noted that smoothing income is not mutually 

exclusivee with other objectives. 

Smoothingg income with accounting discretion can be feasible when a manager 

knowss the long-term trend for the variable of interest. In an attempt to reduce the 

variancee of the performance measure the temporary shocks are removed to report the 

longg term expected level of the variable. To be perfectly successful in smoothing 

incomee as a manager, it helps to know the future. In reality it is more likely he will 

estimatee a sustainable level of growth and choose that as the smoothing target. In the 

177 For more details on earnings and returns studies the reader is referred to Easton and Harris (1991) 
188 See for instance Schipper (1989) and Healy and Wahlen (1999). 
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smoothingg literature pre-smoothed performance measures are often thought of as 

movingg stochastically around a linear trend line. 

Whenn income smoothing is successful the relation between current period 

performancee and prior periods should become stronger as a result. Also, 

discretionaryy accounting aimed at smoothing income should reduce a negative serial-

correlationn in first-order differences if it exists, resulting from the under- and 

overshootingg of the trend line. Thus the hypothesis is: 

H3:H3: Earnings management is used to discretionarily smooth income 

Too test this hypothesis the effects of earnings management proxies are examined 

withh regard to the serial-correlation of the earnings stream. More specifically: tests 

aree performed to examine whether discretionary line items and discretionary accruals 

increasee the serial-correlation of earnings. In addition, discretionary accounting 

shouldd reduce the negative serial-correlation of first-order differences if it is 

successfull  in removing the under- and overshooting relative to the long-term trend. 

5.35.3 SAMPLE SELECTION AND CONSTRUCTION 

Too test the hypotheses a sample was selected that met the following criteria: 

1.. Companies must be listed 
2.. Equal proportions from different sections of the capital markets 
3.. No financial institutions 
4.. No merger or IPO years 

Forr some of the analysis market data are needed to relate to the financial information. 

Thereforee only listed firms were included in the sample. Equal parts of the sample 

weree drawn from the AEX, the Midkap and the small listed firms to represent all 

sizess equally. Financial institutions were excluded because they have differently 

structuredd financial information in their annual reports and are not directly 

comparablee to non-financial firms. A final criterion for inclusion in the sample is 

whetherr firms do not have a merger or large take-over in the year of interest, or if 

theyy are listed for the first year. These firm-years are excluded from the sample since 
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theyy contain such large external effects that measurement of earnings management 

andd market reactions are not relevant due to the overshadowing effect of other 

disturbances.. For the period 1988-1997 611 firm-years met the criteria and are 

includedd in the final sample. Table 1 below shows the statistics for the investigated 

fulll  sample of 611 firm-years. 

Tablee 1: Sample characteristics for  the full sample of 611 firm-years over 
thee period 1988-1997 for  which the annual reports where examined 

YEARR MTH 

Total l 

MARKET T 
AEX X 
MIDKA P P 
Other r 

Total l 

IND D 

Construction n 
Food d 
Publishing g 
Industriall  firms 
Transport t 
Wholesale e 
Retail l 
Services s 

Total l 

1988 8 
1989 9 
1990 0 
1991 1 
1992 2 
1993 3 
1994 4 
1995 5 
1996 6 
1997 7 

Frequency Frequency 

57 7 
61 1 
61 1 
63 3 
65 5 
61 1 
61 1 
60 0 
62 2 
60 0 

611 1 

Frequency Frequency 

200 0 
211 1 
200 0 

611 1 

Frequency Frequency 
65 5 
75 5 
58 8 

191 1 
50 0 
80 0 
40 0 
52 2 

611 1 

Percent Percent 
9.33 3 
9.98 8 
9.98 8 

10.31 1 
10.64 4 
9.98 8 
9.98 8 
9.82 2 

10.15 5 
9.82 2 

100 0 

Percent Percent 
32.73 3 
35.53 3 
32.73 3 

100 0 

Percent Percent 
10.64 4 
12.27 7 
9.49 9 

31.26 6 
8.18 8 

13.09 9 
6.55 5 
8.51 1 

100 0 

Cumm.Cumm. % 
9.33 3 

19.31 1 
29.3 3 

39.61 1 
50.25 5 
60.23 3 
70.21 1 
80.03 3 
90.18 8 

100 0 

Cumm.Cumm. % 
32.73 3 
67.27 7 

100 0 

Cumm.Cumm. % 
10.64 4 
22.91 1 
32.41 1 
63.67 7 
71.85 5 
84.94 4 
91.49 9 

100 0 

YEARMTH H 

MARKET T 

IND D 

== Year with the majority of months for a reporting period 
== Market where the stock of a firm is traded. AEX are large 
sizedd firms that are part of the AEX index, MIDKA P are 
mediumm sized firms and Other is not part of an index and are 
smalll  firms 
== not actual industry codes but a grouping made for the 
sample.. Appendix A has more details on the industrial 
classificationn used 
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Tablee 1 shows that the firms are evenly distributed over years, markets and industries 

withh an emphasis on the industrial firms. Since this is in line with the distribution of 

firmss on the Dutch stock exchange the sample is deemed representative for listed 

firmss in the Netherlands. The classification of firms by industry is included in 

Appendixx A. For this sample all annual reports were examined to obtain the variables 

off  interest. 

Thee actual annual reports were examined instead of available databases for two 

reasons.. Firstly, not all variables of interest are available in databases. Secondly, 

usingg standardized data that have to fit into databases is an acceptable practice for 

mostt applications but when discretionary adjustments in earnings are the focus of 

researchh it is unacceptable to examine some standardized variable instead of the 

actual,, as reported in the annual report. Detailed data retrieved from annual reports 

hass higher accuracy and allows for more precise analysis. Especially a phenomenon 

likee earnings management benefits from the examination of annual reports since the 

visibilityy of the interventions is often confined to the notes of an annual report. 

Al ll  market data were obtained from DATASTREAM. For both the accounting data 

andd the market data extensive validation procedures were run to examine the 

logicalityy of relationships within the data and to examine the extreme values19. 

Afterr selecting the sample and collecting the data the proxies for discretionary 

accountingg were computed. The next section describes the construction of an 

aggregatee measure of discretionary line items by first examining the separate 

categoriess and then eliminating the double counts. 

5.3.15.3.1 Specific instances approach 

Ass explained earlier in the text there are two methods to develop a proxy for earnings 

management:: accrual benchmark methods and the identification of specific instances 

off  discretionary accounting. 

199 The data from the annual report analysis have been compared with results from other researchers 
andd the resulting data set has been analyzed for internal consistency. In addition, all extreme values 
havee been checked for accuracy. 
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Thiss paragraph describes the measurement of earnings management with the help of 

thee specific discretionary accounting instances. There are a lot of different items that 

cann be argued to have a certain degree of discretion in whether and when they are 

includedd in the annual report and for which amount. Three of these items were 

chosenn based on their magnitude, prior use in the literature and their frequency of 

use,, namely accounting changes, extraordinary items and changes in provisions for 

restructuring. . 

AccountingAccounting changes 

Thee regulatory aspects of accounting changes have been discussed in Chapter 3. For 

thee total sample of 611 firm-years 115 accounting changes (18.8% of the firm-years) 

weree identified as can be seen in Table 2 below. The middle part of the table shows 

thee frequencies for the various types of accounting changes. As can be seen the 

majorityy of change involve valuations changes. Although it is mandatory to disclose 

thee effect of accounting changes the laws and regulations in the Netherlands allow 

thee effect to be shown for the previous year. Thus the effect of the accounting change 

onn current years' earnings is obscured. For 51 of the 115 firm-years an amount could 

bee found or computed for current years' earnings that were not zero. 

Inn the lower panel of Table 2 the statistics for both the full sample and the sub-

samplee of 51 firm-years where the impact on current years' earnings could be 

identifiedd are shown. The variables are scaled to lagged total assets. 

Thee results for the full sample and the sub-sample are similar with the exception that 

thee full sample contains all firm-years and the sub-sample includes the firm-years 

wheree an amount could be identified for the accounting change for the year that the 

accountingg change took place. Thus the mean effect for the full sample is lowered 

relativee to the sub-sample and increases the skewness and kurtosis. 

Thee vast majority (85.3%) of amounts are positive which is reflected both in the 

meann and the frequencies. This can be seen as a strong indication that accounting 

changess are used to increase the reported earnings. 
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Tablee 2: Frequencies for  accounting change dummies for  the full sample 

DMYACG G 
Value e 

DMYACGT T 
Value e 

ACG G 

Noo Change 
Change e 
Total l 

Noo change 
Consolidation n 
Presentation n 
Valuation n 
Total l 

N N 
Mean n 
Median n 
Minimum m 
Maximum m 
Std.. Deviation 

Frequency Frequency 
496 6 
115 5 
611 1 

Frequency Frequency 

Positivee accounting changes 
Negativee accounting changes 

496 6 
10 0 
13 3 
92 2 

Percent Percent 
81.18 8 
18.82 2 

100 0 

Percent Percent 
81.18 8 

1.64 4 
2.13 3 

15.06 6 

Full Full 
sample sample 

611 1 
0.0004 4 

0 0 
-0.0161 1 
0.0399 9 
0.0029 9 

43 3 
8 8 

Cumm.Cumm. % 

81.18 8 
100 0 

Cumm.Cumm. % 
81.18 8 
82.82 2 
84.94 4 

100 0 

SubSub sample 
51 1 

0.0046 6 
0.0026 6 

-0.0161 1 
0.0399 9 
0.0093 3 

84.30% % 
15.70% % 

DMYACGG = Dummy variable for the occurrence of an accounting change 
DMYACGTT = Dummy variable for the type of accounting change 
ACGG = Impact of the accounting change on current years' earnings 

Fulll  sample consists of 611 industrial firm-years over the period 1988-1997. 
Thee sub-sample was created for the 51 firm-years where an amount could be 
identifiedd for the accounting change. All amounts are scaled to lagged total 
assets.. Percentages are subject to rounding errors. All date are collected from 
annuall  reports. 

ExtraordinaryExtraordinary Items 

Thee regulatory aspects of extraordinary items have also been discussed in Chapter 3. 

Thee extraordinary items have both a classificatory and an earnings level aspect. The 

classificatoryy effect occurs when an item is marked as extraordinary in order to 

recognizee it lower in the income statement. Alternatively, the choice could be 
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whetherr to show the item at all in the given reporting period. Here the item would 

affectt the level of income and not only the composition of the income statements. 

Sincee a single firm year can have both extraordinary gains and losses they are 

recordedd separately. Table 3 shows the frequency of occurrence of extraordinary 

gainss and losses. 

Ass can be seen in Table 3 the extraordinary gains and losses mostly occur together or 

nott at all in the sample. Around a third of the firm-years have extraordinary gains 

andd even more than a third of the firm-years have extraordinary losses. 

Inn 27,17 % of the firm-years both losses and gains occur in the same case and only in 

16,37%% of the firm-years a gain or loss is not accompanied by an opposing 

extraordinaryy item. In other words, most often extraordinary gains and losses occur 

simultaneously.. Although the table does not provide proof for the causality between 

extraordinaryy gains and losses it is remarkable that they do occur together more often 

thenn not. The statistics for the sub-sample of gains, losses and aggregated items are 

shownn in Table 3 after being scaled to lagged total assets. One thing that draws 

attentionn is that the number of firm-years for the EXI sub-sample is unequal to the 

frequencyy implied in Table 3.Based on the frequencies it should be logical to have 60 

++ 40 + 166 or 266 occurrences of extraordinary items. The reason that this is not so, 

iss that the extraordinary gains and losses cancel out exactly in 8 instances. This 

resultss in 258 non-zero EXI values. 

Thee table shows that both the amount and the frequency of occurrence of gains are 

smaller.. As a result the aggregated measure EXI is negative. This means that on 

averagee the extraordinary items decrease reported earnings and that extraordinary 

gainss and losses offset each other's effects. 

Provisions Provisions 

Thee third group of discretionary line items that are examined are the changes in 

provisions.. Provisions can be examined as a whole or in sub-sets. Tax and pension 

relatedd provisions are less open to discretion. This leaves the group other provisions. 

Onee subset of the other provisions is of particular interest, the restructuring 

provisions.. In Table 4 the Provisions, Other Provisions and Restructuring Provisions 
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aree shown for t and t-1 and also the differences are shown. In the table it can be seen 

thatt almost half of the total provisions are other provisions. 

Tablee 3: Statistics for Extraordinary items 

Panell  A FrequencyFrequency Percent 

Gains s 

Losses s 

Neither r 

Gainn no loss 

Losss no gain 

Either r 

Both h 

206 6 

226 6 

345 5 

40 0 

60 0 

100 0 

166 6 

33.7 7 

37 7 

56.46 6 

6.55 5 

9.82 2 

16.38 8 

27.17 27.17 

Panell  B EXG EXG EXL EXL EXI EXI 

N N 

Mean n 

Median n 

Minimum m 

Maximum m 

Std.. Dev. 

206 6 

0.0148 8 

0.0066 6 

0 0 

0.2418 8 

0.0289 9 

226 6 

-0.0225 5 

-0.0108 8 

-0.5849 9 

-0.0001 1 

0.0462 2 

258 8 

-0.008 8 

-0.0028 8 

-0.5757 7 

0.1661 1 

0.0492 2 

EXGG = Extraordinary gains 

EXLL = Extraordinary losses 

== Aggregated extraordinary gains and losses scaled 
EXII  to lagged total assets 

Fulll  sample consists of 611 industrial firm-years over the 
periodd 1988-1997. Panel A shows the frequencies of 
combinationss of Extraordinary items. Gains and losses refer 
too extraordinary gains and losses. 'Neither' refers to firm-
yearss where neither gains nor losses were present. 'Either' 
referss to firm-years where one or the other was present. 
'Both'' marks firm-years where both gains and losses were 
present.. In panel B the statistics for the extraordinary items 
scaledd to lagged total assets are shown. Statistics are shown 
forr the respective sub samples where the variable of interest is 
unequall  to zero. Data collected from annual reports. 
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Tablee 4: Statistics for  some measures of levels and changes in provisions 

Scaledd Provisions t 
Otherr Provisions year / 
Restructuringg Provisions year / 

Provisionss year /-/ 
Otherr Provisions year t-1 
Restructuringg provisions year t-1 

AA Provisions 
AA Other provisions 
AA Restructuring provisions 

N N 
611 1 
611 1 
611 1 

611 1 
611 1 

611 1 

611 1 
611 1 
611 1 

Mean Mean 
0.0922 2 
0.0431 1 
0.0124 4 

0.0858 8 
0.0389 9 

0.0108 8 

0.0064 4 

0.0042 2 
0.0016 6 

Median Median 
0.081 1 
0.032 2 
0.000 0 

0.076 6 
0.028 8 
0.000 0 

0.003 3 
0.000 0 
0.000 0 

Minimum Minimum 
0.0000 0 
0.0000 0 
0.0000 0 

0.0000 0 
0.0000 0 
0.0000 0 

-0.7029 9 
-0.1699 9 
-0.0623 3 

Maximum Maximum 
0.4305 5 
0.2658 8 
0.2180 0 

0.7700 0 
0.1985 5 
0.1258 8 

0.3500 0 

0.2492 2 
0.2180 0 

Std.Std. Dev 
0.0576 6 
0.0401 1 
0.0225 5 

0.0585 5 
0.0365 5 
0.0191 1 

0.0448 8 
0.0256 6 
0.0173 3 

Fulll  sample consists of 611 industrial firm-years over the period 1988-1997. All variables are 
scaledd to lagged total assets. Provisions refers to all provisions shown on the balance sheet. Other 
provisionss is the sub set of provisions that exclude tax and pension related provisions. 
Restructuringg provisions is a sub set of Other provisions related to the cost of future 
reorganizations.. Data were collected from annual reports. 

DoubleDouble counts 

Interventionss in the reporting process can lead to multiple effects in a single annual 

report.. As a consequence of double-entry accounting some discretionary line items 

aree measured more than once using the three measures. To identify a more accurate 

estimatee of earnings management it is of importance to remove these double counts. 

Thee following combinations of overlap are possible. 

1.. Extraordinary items - Accounting changes 

2.. Extraordinary items - Changes in (restructuring) provisions 

a.. Gains 

b.. Losses 

3.. Accounting changes - Changes in (restructuring) provisions 

Add 1) No double counts found. 

Add 2) A total of 73 double count firm-years were examined. For all these 73 firm-

yearss the amount of the double count was recorded in a separate variable. Eleven 
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firmss had double counts for the gains and 20 firms had double counts for the 

extraordinaryy losses. 

Add 3) No double counts found. 

Al ll  double counts except one were extraordinary losses combined with changes in 

restructuringg provisions. The one exception is Philips in 1995 where they released 

partt of their restructuring provision as an extraordinary gain. Thus, the net result of 

measuringg correctly by correcting for double counts is to lessen the income 

decreasingg effect of discretionary accounting. 

Totall  discretionary line items 

Sincee the purpose of identifying the separate discretionary line items was to proxy 

earningss management the items are aggregated with the following formula: 

DIDI  = ACG + EXG - EXL - ARPROV - (DBLC) eq. 5.1 

Where: : 

DII  = discretionary line items, 
ACGG = amount of the accounting change 
EXGG = extraordinary gains 
EXLL = are extraordinary losses, 
ARPOVV = change in restructuring provision 
DBLCC = correction for double counts 

Alll  variables are scaled to lag total assets. Table 5 below shows DI, the double count 

andd the corrected DI. As can be seen in Table 5 the net effect of discretionary line 

itemss is to decrease reported earnings. That is: on average the used measures indicate 

thatt earnings management is used to increase the conservatism of reported earnings. 

Extraordinaryy items can be used for classification purposes but the effect of all 

discretionaryy line items is to reduce the level of reported net income. 

Thee scaled double counts are negative on average. This is what is about to be 

expectedd since the double accounts almost all were extraordinary losses occurring at 

thee same time as related changes in restructuring provisions. Thus, an income 

decreasingg action is recorded twice, once on the balance sheet and once in the 
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incomee statement. Correcting for this double count decreases the average value of DI 

butt it still remains negative. 

Tablee 5: Statistics for  aggregated discretionary items and double count 
corrections s 

DI I 
DBL L 
DIDC C 

N N 
611 1 
611 1 
611 1 

Mean Mean 
-O.0046 6 
-0.0017 7 
-0.0029 9 

Median Median 
0 0 
0 0 
0 0 

Minimum Minimum 
-0.5757 7 
-0.1134 4 
-0.5757 7 

Maximum Maximum 
0.1602 2 
0.0021 1 
0.1866 6 

Std.Std. Dev. 

0.039 9 
0.0077 7 
0.0381 1 

DII  = Aggregated discretionary items 

DBLL = Double counts 
DIDCC = Aggregated discretionary items corrected for double counts 

Fulll  sample consists of 611 industrial firm-years over the period 1988-1997. All 
variabless are scaled to lagged total assets. DBL is computed when restructuring 
activityy or planned activity cause both an extraordinary item and a change in the 
levell  of restructuring provisions. Thus DI is the raw aggregate of the discretionary 
items,, DBL the scaled correction for double counts and DIDC the double counts 
correctedd scaled aggregated discretionary items variable. All data were collected 
fromm annual reports. 

5.3.25.3.2 Discretionary accruals 

Accrualss are used to transform cash flow accounting into earnings accounting. As 

explainedd earlier, the reasoning in an accrual model based earnings management 

literaturee is that these non-cash accruals are open to discretionary adjustments. 

Especiallyy the working capital part of these changes and the depreciation together 

referredd to as short-term accruals are thought to be highly discretionary in the US 

whenn compared to cash flow components. 

Iff  successful models for the estimation of normal levels of accruals can be devised 

thee actual accruals minus the normal level would indicate the discretionary part of 

accruals.. Previous research has shown us several ways to estimate normal levels of 

short-termm accruals. Almost all these models were developed for the US setting and 

usedd US data to estimate them and even to assess their effectiveness. 

Discretionaryy accrual models will be used besides the discretionary line items 

approach.. In addition, one modification will be made to the short-term accrual 
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definitionn to attempt to accommodate the specific accounting setting of the 

Netherlands. . 

WorkingWorking capital accruals and restructuring provisions 

Accruall  models in the earnings management literature focus on working capital 

accruals.. They are defined as: 

ACRACR (AC4 - ACL, - ALiq, + ASTD, - Depr,) 

4-ii  eq. 5.2 

where: : 

ACR,ACR, = accruals 
ACA,ACA, = changes in current assets 
ACL,ACL, = changes in current liabilities 
ALiq,ALiq, = changes in cash and cash equivalents 
ASTD,ASTD, = changes in short term debt 
Depr,Depr, = depreciation over the book year and 
A,.,A,., = lagged total assets. 

AA line item on the balance sheet that is not included in the working capital definition 

thatt is of particular interest in the Netherlands is the change in restructuring 

provisions.. The inter temporal shift in costs and the highly discretionary nature make 

itt a particularly interesting accrual. This non-cash item was also included in the 

discretionaryy line items and could help adjust the accrual models to the accounting 

settingg in the Netherlands. In equation form accruals are then calculated as: 

(ACA,(ACA, - ACL, - ALiqt + ASTD, - Depr, )-AR_Prov, 
ACK2.,ACK2., — 

4-ii  eq. 5.3 

where: : 

ARPROVtARPROVt = changes in restructuring provisions 

Thee common approach in the literature is to use models to partition total (working 

capital)) accruals into a discretionary and a non-discretionary part. The reasoning is 

thatt when normal levels can be estimated with regressions based on economic 

variabless the error term is the portion that does not follow from the fundamentals and 

iss hence open to discretion. In equation form: 

TotalTotal accrualst = Estimated normal accruals; + Discretionary accrualst eq. 5.4 
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Normall  accruals are estimated with variations in the Jones Model. The Jones Model 

iss a regression of the following form: 

ACR,=aiVACR,=aiVAA \a2(bREVl) + ay(PPEl) + £ eq. 5.5 

where e 

ACR,ACR, = total accruals 
II  /A,.] = inverse of lagged total assets 
AREV,AREV, = changes in revenues 
PPE,PPE, = gross property plant and equipment and 
ee = error term 

Thus,, Jones Models try to estimate normal levels of accruals by incorporating a size 

deflator,, changes in revenues and gross property plant and equipment in a no-origin 

regression.. The predicted value of the regression is what is assumed to be the normal 

levell  of accruals and are referred to as non discretionary accruals (NDA) and the 

errorr term per case is referred to as the discretionary accruals (DA). 

Theree are many refinements on this basic model. Two of these will be discussed and 

estimatedd for the sample for both definitions of accruals. The first variation of the 

Joness Model is known in the literature as 'the Modified Jones Model' and corrects 

thee changes in revenue for changes in receivables to allow for the fact that changes in 

revenuee that do not stem from production should not directly impact the magnitude 

off  accruals over the period. Another modification to the Jones Model is to estimate 

thee model by industry sector. Thus the differences in financial characteristics from 

industryy to industry influence the regression model to a lesser extent since only the 

withinn industry variations in accruals have to be explained20. 

Tablee 6 shows the accruals, the accruals with changes in restructuring provisions 

includedd the components that make up total accruals and the independent variables in 

thee regression models. Panel A of Table 6 shows that total accruals are negative on 

average,, this means that on average an amount is subtracted from the operating cash 

floww to obtain net income. The extreme values for the total accrual variables (ACR 

andd ACR2) are associated with large increases in a firm's size. The minimum values 

occurr for firms that have a one-year decline in sales21. 

200 This model was fisrt used by DeFond and Jiambalvo (1994). 
211 The value of-0.9735 occurs at a hotel company during a year where there is substantial 
constructionn work. In this year they incur a lot of extra investments and have a decline in sales. The 
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Tablee 6: Accruals, components of accruals and independent variables in accrual 
models s 

PanelPanel A: Total accruals 

ACR R 

ACR2 2 

Mean Mean 

-0.0454 4 

-0.0470 0 

Median Median 

-0.0484 4 

-0.0486 6 

Minimum Minimum 

-0.9735 5 

-0.9735 5 

Maximum Maximum 

0.5088 8 

0.4816 6 

Std.Std. Dev 

0.0975 5 

0.0984 4 
PanelPanel B: Components of 'accruals 

ACA A 

ACL L 

ALI Q Q 

ASTD D 

DEPR R 

ARPROV V 

0.0606 6 

0.0518 8 

0.0080 0 

0.0116 6 

0.0578 8 

0.0016 6 

0.0333 3 

0.0313 3 

0.0013 3 

0 0 

0.0536 6 

0 0 

-0.4420 0 

-0.2902 2 

-0.2407 7 

-0.2110 0 

0 0 

-0.0623 3 

1.1190 0 

1.0269 9 

0.4822 2 

0.4587 7 

0.4036 6 

0.2180 0 

0.1372 2 

0.1214 4 

0.0669 9 

0.0563 3 

0.0357 7 

0.0173 3 
PanelPanel C: Independent variables 

ONEJTA A 

AREV V 

AREVRC C 
PPE E 

0 0 

0.1855 5 

0.146 6 
0.3009 9 

0 0 

0.0884 4 

0.0753 3 
0.212 2 

0 0 

-1.3023 3 

-1.2169 9 
0 0 

0.0001 1 

3.6003 3 

2.9467 7 
2.7334 4 

0 0 

0.3832 2 

0.3273 3 
0.3255 5 

ACRR = Working capital accruals 

ACR22 = Working capital accruals plus changes in restructuring provisions 

ACAA - Changes in current assets 

ACLL = Changes in current liabilities 

ALI QQ = Changes in cash and cash-equivalents 

ASTDD - Changes in short-term debt 

DEPRR = Depreciation 

ARPROVV = Changes in restructuring provisions 

ONE_TAA = 1 / lagged total assets 

AREVV = Changes in revenues 

AREVRCC = Changes in revenues corrected for Changes in accounts receivable 
PPEE = Gross property, plant and equipment 

Panell  B shows the components of accruals. Here it can be seen that the current 

assets,, current liabilities and depreciation (CA,, CLt and Deprt) are most the most 

importantt componets of accruals. It should also be noted that some variables have 

valuess larger then one. This is possible as a result of the fact that the scaling is to 

laggedd total assets and not to total assets of the current year. 

maximummaximum values of 0.5088 and 0.4816 for ACR and ACR2 respectively, occur when a company 
increasess five fold in size as a result of takeovers. 
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Panell  C displays the independent variables that are used to estimate normal levels of 

accruals.. The property plant and equipment variable PPE is recorded as the gross 

amountt and can thus be larger then total assets even for the current year. The gross 

amountt is used since the variable is used to explain the depreciation component of 

accruals.. Since depreciation is based on the gross amount the inclusion of the gross 

amountt for property plant and equipment is a better indicator of the level of expected 

depreciation. . 

EstimationEstimation of normal levels of accruals 

Afterr collecting all input variables to compute the accruals and the independent 

variabless for the Jones Models, the standard Jones Model, the Modified Jones Model 

andd the Industry Model were estimated. For the Industry Model the common 

approachh is to split the sample in two digit SIC code sub-samples for each year of the 

sample.. Since the sample size is only 611 firm-years this would result in extremely 

smalll  sub-sets. Therefore the Industry Model was estimated for the eight industries 

thatt were shown in the sample description Table 7 using all available years for each 

industryy sub-sample. 

Tablee 7 shows the regression output for the 10 models with accruals (ACR) as a 

dependentt variable. The first model shown in Table 7 is the standard Jones Model 

withh an F-value of 34.517 and an adjusted R2 of 14.13 % it is significant at the 0.01 

level.. It should be noted that since the regression is of the no-origin form the F-

valuess and R-squares are not directly comparable with regular OLS values. The 

coefficientt for the changes in revenue variable AREVt is positive and in line with 

expectations.. An increase in activity should result in higher accruals and higher sales. 

Thee negative effect of more PPE (scaled gross property plant and equipment) seems 

intuitivee too since relatively more assets should increase depreciation. Especially the 

PPEE variable seems to be contributing to the model with a t-value of-9.591. 
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Tablee 7: Normal Accrual estimation regressions based on The Jones Model ,The Modified Jones 
Modell  and The Industr y models 

Jones s 

Modifiedd Jones 

sample sample 

Fulll  sample 

Fulll  sample 

n n 

611 1 

611 1 

F F 

34.517 7 

32.344 4 

Adj.Adj. R-Sq. 

14.13% % 

13.30% % 

1/A 1/A 

-329.102 2 

-1.061 1 

-268.793 3 

-0.863 3 

AREV AREV 

0.0247 0.0247 

2.4066 ** 

0.004948 8 

0.408 8 

PPE PPE 

-0.09601 1 

-9.5911 ** 

-0.08899 9 

-8.909** * 

IndustryIndustry Construction 65 13.753 37.10% -1449.473 -0.01935 -0.08328 

-0.666 -0.979 -5.746 ** 

Food d 

Publishing g 

Industrial l 

Transport t 

Wholesale e 

Retail l 

75 5 

58 8 

191 1 

50 0 

80 0 

40 0 

5.442 2 

18.333 3 

18.831 1 

13.133 3 

7.586 6 

21.331 1 

15.10% % 

47.30% % 

21.90% % 

42.10% % 

19.80% % 

60.40% % 

-7164.362 2 

-0.609 9 

-7476.844 4 

-2.395** * 

-119.854 4 

-0.358 8 

3691.439 9 

0.198 8 

-32.821 1 

-0.03 3 

-6407.515 5 

-1.12 2 

-0.00607 7 

-0.153 3 

-0.06777 7 

-3.269** * 

0.144 4 

-6.528** * 

0.131 1 

3.365** * 

0.111 1 

3.893** * 

-0.02919 9 

-1.495 5 

-0.05449 9 

-0.351 1 

-0.04428 8 

-1.624 4 

-0.107 7 

-5.77** * 

-0.296 6 

-3.096** * 

-0.184 4 

-3.452** * 

-0.134 4 

-3.8333 ** 

Servicess 52 2.18 6.40% -1565.99 -0.01736 -0.102 

-0.8044 -0.363 -1.426 

EstimatedEstimated model: ACR = 1/TA + (REV or REV-REC) + Gross PPE + e 

Samplee consists of 611 firm-years over the period 1988-1997. The Jones model is estimated as working 
capitall  accruals determined by one over lagged total assets (1/A), change in revenue scaled to lagged total 
assetss (AREV) and gross property plant and equipment scaled to lagged total assets (PPE). The modified 
Joness model corrects the change in revenue for changes in receivables (AREVRC). The Industry model is 
similarr to the Jones model with the exception that it is estimated by industry group. The grouping is not by 
2-digitt SIC code but based on a conceptual division into 8 groups to accommodate the small sample size. 
Valuess between parentheses are t-values for the coefficients. Data was collected from annual reports. * = 
significantt at 0.05 and **  = significant at 0.01 

Thee Modified Jones Model seems to perform less then the standard Jones Model with 

ann F-value of 32.344 and an adjusted R2 of 13.3 %. What seems most remarkable 

aboutt this model compared to a standard Jones Model is that the change in sales 

correctedd for the change in receivables, is not statistically significant. This could be 
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ann indication that sales are a better indication of total activities. Conversely, it could 

alsoo be that collection of receivables is also influenced by other exogenous factors 

thatt only introduce noise to the model and hence decrease the predictive ability of 

sales. . 

Thee third method of estimating accruals uses the standard Jones Model but estimates 

thee model on a sector-by-sector basis. 

Itt can be seen in Table 8 that the differences are quite substantial. The F-values vary 

betweenn 2.18 and 21.33, but since the sample size is unequal that may be a less then 

optimall  means of comparing the models. The no-origin R-squares are a better 

indicationn and vary between 6.4% and 60.4%. It should be noted here again that no-

originn R-squares are incomparable with regular OLS models including a constant. 

Thee models with a constant have lower explanatory value since part of the variance 

reductionn now attributed to the variables would normally be attributed to the 

constant. . 

Thee worst performing model is the services sector. That the standard accruals model 

iss less descriptive for this sub-sample seems logical since the financial process for 

servicee firms is less dependent on inventories and depreciation. The food sector 

modell  is also insignificant. Sub-samples that seem to work well are Industrial, 

Publishingg and Retail. 

Whatt seems remarkable is that only the publishing sector is significantly influenced 

byy the size deflator and that for the rest of the sectors it is either the change in 

revenuee or the PPE variable that explains levels of accruals. 

Thuss for the ACR variable the Industry Model results can be summarized as that 

somee variables work for some industries and some for others without too much 

obviouss business logic and that the explanatory power of the Jones Models by 

industryy varies substantially across sub-samples. 

Inn order to examine the effects of a different accrual definition we run the same 

modelss with the ACR2 as a dependent variable. Thus, we can see the difference with 

ACRACR resulting from the expansion of the accrual definition to include changes in 

restructuringg provisions. For almost all models the explanatory values are somewhat 

higher. . 
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Tablee 8: Accrual estimation regressions for  the accruals including changes in 
restructurin gg provisions based on The Jones Model ,The Modified Jones Model and 

Thee Industry  models 

sample sample nn F Adj.R-Sq. 1/A AREV PPE 

Jones s Fulll  sample 611 36.2 14.74% -265.201 0.015 -0.098 
-0.8466 1.436 -9.687 

Modifiedd Jones Full sample 611 35.48 14.48% -211.025 -0.006 -0.091 
-0.6733 -0.459 -9.087 

Industry y Constructionn 65 15.87 40.70% -1314.6 -0.025 -0.086 

-0.6177 -1.286 -6.108 

Food d 

Publishing g 

Industrial l 

Transport t 

Wholesale e 

Retail l 

Services Services 

75 5 

58 8 

191 1 

50 0 

80 0 

40 0 

52 2 

6.24 4 

26.26 6 

19.1 1 

13.07 7 

7.948 8 

18.49 9 

2.162 2 

17.33% % 

56.64% % 

22.14% % 

42.01% % 

20.67% % 

56.74% % 

6.28% % 

-7512.05 5 

-0.66 6 

-6742.84 4 

-1.991* * 

-86.819 9 

-0.265 5 

5040.075 5 

0.2678 8 

21.162 2 

0.02 2 

-5522.33 3 

-0.853 3 

-1540.9 9 
-0.815 5 

-0.011 1 

-0.282 2 

-0.123 3 

-5.4844

0.138 8 

-6.4144 ** 

0.129 9 

3.2855 ** 

0.11 1 

3.9199 ** 

-0.028 8 

-1.254 4 

-0.017 7 
-0.358 8 

-0.055 5 

-2.241 1 

-0.03 3 

-1 1 

-0.109 9 

-6.021 1 

-0.304 4 

-3.151 1 

-0.189 9 

-3.609 9 

-0.149 9 

-3.766 6 

-0.105 5 
-1.443 3 

* * 

** * 

** * 

** * 

*# # 

EstimatedEstimated model: ACR = 1/TA + (REV or REV-REC) + Gross PPE + e 

Samplee consists of 611 firm-years over the period 1988-1997. The models use a modified 
accruall  definition to include changes in provisions. The Jones model is estimated as working 
capitall  accruals determined by one over lagged total assets (1/A), change in revenue scaled to 
laggedd total assets(AREV) and gross property plant and equipment scaled to lagged total 
assetss (PPE). The modified Jones model corrects the change in revenue for changes in 
receivabless (AREVRC). The Industry model is similar to the Jones model with the exception 
thatt it is estimated by industry group. The grouping is based on a conceptual division into 8 
groupss to accommodate the small sample size. Values between parentheses are t-values for 
thee coefficients. Data was collected from annual reports. * = significant at 0.05 and **  = 
significantt at 0.01 

Bothh the standard Jones Model and the Modified Jones Model have a slightly higher 

explanatoryy value that seems to be driven by the higher t-values for the PPE variable. 
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Thiss would indicate that not the level of activity but the capital intensity of the 

productionn process is related to the changes in restructuring provisions. Apart from 

thee slightly higher significance levels for the models and the stronger explanatory 

powerr of PPE the models seem qualitatively identical with most coefficients and 

signss similar to the ACR models. Table 9 shows the non-discretionary-, 

discretionary-- and total accruals for the standard Jones Model, the Modified Jones 

Model,, and the Industry Model for both definitions of accruals. 

Tablee 9: Statistics for  Non-discretionary-, Discretionary and Total Accruals 

JONNDA A 
JONDA A 
JONNDA2 2 
JONDA2 2 

MJONDA A 
MJODA A 
MJONDA2 2 
MJODA2 2 

INDNDA A 
INDDA A 
INDNDA2 2 
rNDDA2 2 

N N 

611 1 
611 1 
611 1 
611 1 

611 1 
611 1 
611 1 
611 1 

611 1 
611 1 
611 1 
611 1 

Mean Mean 

-0.0258 8 
-0.0195 5 
-0.0280 0 
-0.0190 0 

-0.0273 3 
-0.0181 1 
-0.0293 3 
-0.0177 7 

-0.0283 3 
-0.0170 0 
-0.0301 1 
-0.0168 8 

Median Median 

-0.0178 8 
-0.0230 0 
-0.0192 2 
-0.0219 9 

-0.0187 7 
-0.0219 9 
-0.0204 4 
-0.0219 9 

-0.0216 6 
-0.0180 0 
-0.0228 8 
-0.0168 8 

Minimum Minimum 

-0.2612 2 
-0.8987 7 
-0.2673 3 
-0.8983 3 

-0.2442 2 
-0.9048 8 
-0.2500 0 
-0.9040 0 

-0.2996 6 
-0.8733 3 
-0.4757 7 
-0.8716 6 

Maximum Maximum 

0.0540 0 
0.4548 8 
0.0259 9 
0.4557 7 

0.0008 8 
0.5136 6 
0.0039 9 
0.5086 6 

0.3922 2 
0.3627 7 
0.3762 2 
0.3686 6 

Std.Std. Dev. 

0.0319 9 
0.0975 5 
0.0319 9 
0.0987 7 

0.0291 1 
0.0982 2 
0.0302 2 
0.0991 1 

0.0474 4 
0.0907 7 
0.0502 2 
0.0905 5 

NDA A 

DA A 
2 2 

JON N 

MJO O 

IND D 

== Non-discretionary accruals 
== Discretionary accruals 

== The addition of 2 to the variable name indicates that the total accruals 
variablee includes changes in restructuring provision 

== The JON prefix indicates that the data was estimated using a standard Jones 
model l 

== The MJO prefix indicates that the data was estimated using a modified 
Joness model 

== The IND prefix indicates that the data was estimated using a standard Jones 
modell  by sector 

Thee sample consists of 611 firm-years from the period 1988-1997. All accrual models were 
estimatedd with no-origin regressions. NDA is estimated as the predicted value for the 
accruall  model and DA is the computed error for the case. Data were collected from annual 
reports. . 
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Stilll  the majority of variance in the total accruals is left unexplained. This 

observationn holds regardless of the total accrual variable used to estimate the models. 

Thee better performance for the industry sub-sets is offset by the fact that for some 

industriess the model is completely insignificant. 

Thee first thing that draws attention is the fact the mean error term of the accrual 

regression,, is non-zero. This is a consequence of the no-origin regression method 

usedd to estimate the normal levels of accruals. The second aspect of the Table that is 

off  interest is the ratio between non-discretionary accrual variance and discretionary 

accruall  variance. For the Jones and Modified Jones Model this is around three. This 

meanss the model does not explain the majority of variance present in the total 

accruals.. The Industry Model has a somewhat lower ratio of a littl e less then two. 

5.45.4 EARNINGS MANAGEMENT PROXIES UNDER DIFFERENT 

LEVELSLEVELS OF PERFORMANCE 

Inn the development of the hypotheses it was shown that an argument could be made 

thatt different parts of the pre-adjusted income range have different incentives to 

managee earnings. More specifically it was hypothesized that firms with low pre-

adjustedd earnings had an incentive to 'take a bath' when they expected their outcome 

off  the earnings management process to fall below T-k. This would allow for the 

increasee of slack in future periods and increase the chance to meet the target T in 

subsequentt reporting periods. When pre-adjusted income is high management has an 

incentivee to reduce earnings and add to the available slack. 

Inn order to examine the differences between the outer groups and the middle groups 

off  performance the sample was ranked in 20 groups by non-discretionary earnings. 

Groupp 1 contains the 5% lowest performers and group 20 the 5% highest performers. 

Inn graph 1 the extraordinary gains losses and items are shown for the 20 groups. The 

resultss show increased extraordinary gains and losses for the outer groups. In order to 

testt the difference in levels the groups 1-5 and 16-20 are combined as the outer 

groups.. Groups 6-15 contain the middle 50% performers as measured by non-

discretionaryy earnings. 
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Graphh 1: Extraordinary items sorted by Non-discretionary earnings 
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Graphh 1 displays the scaled extraordinary items (SEXI), the scaled extraordinary gains (S_EXG) and 
thee scaled extraordinary losses (SEXL) over 20 groups of ranked non-discretionary earnings. The full 
samplee of 611 firm-years over the period 1988-1997 was ranked according to the value of the non-
discretionaryy earnings. The lowest 5% were put into group 1 and the highest 5% are in group20. 

Tablee 10 shows in panel A the mean of the absolute values for the full sample the 

extremee performers (Group = 1) and the middle or average performers (Group = 0). 

Thee t-tests show that the difference between the groups is significant at the 0.05 level 

forr extraordinary gains, extraordinary losses and the combined extraordinary items. 

Theree is a downswing in the middle around groups 10-11. Further examination 

showss that this is caused by Begeman, a firm that lost credibility in later years as a 

resultt of excessive earnings management. 
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Tablee 10: Test of absolute difference in earnings management proxies for 
differentt  groups of performance 

Meann Mean group Mean group t- value 
Panell  A sample 0 1 group 0 vs. 1 p-value 
SS EXI 
SS EXG 
S_EXL L 

Panell  B 
SS ACHG 
SDD RPOV 
D I T A D B B 

Panell  C 
JONN DAC 
MJOO DAC 
INDD DAC 
ACR R 

0.0085 5 
0.0050 0 
0.0083 3 

Mean n 
sample e 

0.0005 5 
0.0060 0 
0.0133 3 

Mean n 
sample e 

0.0676 6 
0.0675 5 
0.0626 6 
0.0770 0 

0.0057 7 
0.0031 1 
0.0059 9 

Meann group 
0 0 
0.0007 7 
0.0045 5 
0.0095 5 

Meann group 
0 0 
0.0428 8 
0.0429 9 
0.0410 0 
0.0578 8 

0.0113 3 
0.0104 4 
0.0155 5 

Meann group 
1 1 

0.0003 3 
0.0077 7 
0.0172 2 

Meann group 
1 1 
0.0956 6 
0.0952 2 
0.0870 0 
0.0986 6 

-2.215 5 
-2.538 8 
-2.051 1 

t-value e 
groupp 0 vs. 1 

1.572 2 
-2.440 0 
-2.651 1 

t-value e 
groupp 0 vs. 1 

-9.129 9 
-8.923 3 
-8.491 1 
-6.661 1 

0.0277 ** 
0.0122 ** 
0.0422 ** 

p-value e 
0.117 7 
0.0155 ** 
0.0088 ** 

p-value e 
0.0000 ** 
0.0000 ** 
0.0000 ** 
0.0000 ** 

Samplee size is 611 firm-years over the period 1988-1997. All variables are grouped by 
non-discretionaryy earnings. The discretionary items variables are grouped based on 
non-discretionaryy earnings computed with aggregate discretionary items and the 
accruall  variables are grouped by non-discretionary earnings computed for non-
discretionaryy earnings based on discretionary accruals from the Jones model. All 
groupingg codes the middle 50% of non-discretionary earnings as 0 (n=311) and the 
outerr 50% of non-discretionary earnings as 1 (n=300). Variables are absolutes to avoid 
cancellationn of positive and negative effects in the outer groups. All tests use an 
independentt sample t test with significance levels for unequal variance, since the 
Leveness test for equality of variance is significant for all firm-years. 

Whenn we examine graph 2 we notice that the effects of accounting changes is quite 

smalll  and positive or zero for all groups. Changes in restructuring provisions peak at 

thee lower and upper groupings of pre-adjusted net-income. Similar to the results in 

Tablee 10 panel A the results in panel B show significant differences for changes in 

restructuringg provisions and the aggregated discretionary line items variable. 

Significantt differences were not found for accounting changes. This could be 

attributedd to the limited number of firm-years where accounting changes can be 

quantified.. The total discretionary items displayed in graph 2 show a negative trend 

ass earnings increase. 
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Graphh 2: Discretionary items sorted by non-discretionary earnings 
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Graphh 2 displays the scaled accounting changes (SACHG), the scaled changes in restructuring 
provisionss (SD_RPROV) and the scaled discretionary line items after double count corrections 
(D ITADB )) over 20 groups of ranked non-discretionary earnings. The full sample of 611 firm-years 
overr the period 1988-1997 was ranked according to the value of the pre-managed earnings. The lowest 
5%% were put into group 1 and the highest 5% are in group20. 

Inn graph 3 the non-discretionary earnings (NDEDI) are plotted against the 

discretionaryy items after double count corrections (DITADB) . Here it can be seen 

thatt there is an inverse relationship between levels of earnings and earnings 

managementt as measured by the line items method. When pre-managed earnings are 

relativelyy low in group 1, the discretionary items are positive. Conversely, if 

performancee of the firm is relatively high, the discretionary items are negative. 

Too further examine the relationship a regression model is estimated to see whether 

significantt relationships exist between pre-managed earnings and aggregated 

discretionaryy items. The results are shown in Table 11. The model is highly 

significantt with an F-value of 88.85 and an Adjusted R-square of 12.59%. The 

coefficientt for the NDEDI variable is negative and highly significant with a t-value 

off  -0.221. It should be emphasized here that aggregate discretionary items only 

measuree the net effect on earnings and not the total creation or use of slack. 
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Tablee 11: Regression model with non-discretionary earnings as an independent variable and 
discretionaryy items as a dependent variable. 

Modell  variable coeff t 
DI_TA_DBDI_TA_DB = a + blNDENI+e F-value 88.85 a 0.013 5.854 ** 

Adj.. R-Sq. 12.59% NDEDI -0.221 -9.426 ** 

Thee sample consists of the full sample of 611 firm-years over the period 1988-1997. All variables are 
scaledd to lagged total assets. D I T A D B is the aggregated discretionary items after double count 
correctionn and NDEDI is the non-discretionary earnings computed with D I T A D B as an earnings 
managementt proxy. Data was obtained from annual reports. * = significant at 0.05 and **  = 
significantt at 0.01 

Graphh 3: Discretionay items and non-discretionary earnings sorted by non-discretionary 
items s 
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Graphh 3 displays the scaled discretionary items after double count correction (DITADB ) and the 
non-discretionaryy earnings (NDEDI). The full sample of 611 firm-years over the period 1988-1997 
wass ranked according to the value of NDEDI variable. The lowest 5% were put into group 1 and the 
highestt 5% are in group20. 

Graphh 4 shows the accruals and discretionary accruals sorted by cash flow from 

operations.. It should be remembered from prior research and the estimations of 

discretionaryy accruals in this sample that discretionary accrual models are of low 

powerr and that there is considerable overlap between working capital accruals and 

discretionaryy accruals, regardless of the model used to estimate discretionary 

87 7 



accruals.. Whether this is an indication of earnings management or of the properties 

off  the accrual process is unclear. 

Highh cash flows from operations are associated with high negative accruals. An 

economicc rationale for this is that high cash flows occur in times of growth and 

hencee investment in working capital. The graph shows that for high levels of cash 

flowss from operations the accruals and discretionary accruals are negative and high. 

Thee discretionary accruals are less so then the working capital accruals. Table 10 

panell  C shows the same statistics for accruals as panels A and B did for discretionary 

linee items. The absolute vale for accruals and discretionary accruals are significantly 

higherr for group 1 then for group 0. The significant difference is not necessarily a 

resultt of earnings management. Since accruals display very similar behavior as the 

discretionaryy accruals it is more likely that the discretionary accruals simply mimic 

totall  working capital accruals. 

Graphh 4: (Discretionary) Accruals sorted by cash flow from operations 
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Graphh 4 displays the scaled discretionary accruals based on the Jones Model (JON_DAC), the 
Modifiedd Jones Model (MJO_DAC), the Industry Model (IND_DAC) and the unpartitioned accruals 
(ACR)) over 20 groups of ranked cash flows. The full sample of 611 firm-years over the period 1988-
19977 was ranked according to the value of the cash flow. The lowest 5% were put into group 1 and the 
highestt 5% are in group20. 
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Conclusion Conclusion 

Twoo methods of estimating the usage of discretion in the reporting process were 

examinedd above. The discretionary line items approach uses various line items to 

constructt an aggregate measure of earnings management. The accounting changes 

havee a relatively small and positive effect on reported earnings for all levels of pre-

adjustedd earnings. 

Extraordinaryy items often occur simultaneously in a gain and a loss. Moreover, they 

seemm to occur when performance is extreme. Graph 1 shows support for the 

hypothesiss that low performance firms attempt to add to future slack by taking 

extraordinaryy losses for restructuring and masking those charges by reporting 

extraordinaryy gains at the same time. On the other extreme of the pre-adjusted 

earningss range the top performing firms seem to take extraordinary losses without 

offsettingg these with extraordinary gains. The motivations here would be to reduce 

reportedd income to be more in line with the target and to save up slack to meet future 

targets.. Changes in restructuring provisions show a less clear message. There seem to 

bee increases in provisions resulting from the extraordinary losses in the extremes and 

theree also seems to be some effect in the middle. 

Onn aggregate the discretionary line items after double count correction add up to 

showw strong earnings management in the tails. The aggregate discretionary items 

displayy a downward trend when plotted against non-discretionary earnings. When a 

regressionn model is estimated a significant negative coefficient is found for the non-

discretionaryy earnings variable. 

Thee discretionary accrual method shows, in line with previous research, that the 

accruall  estimation models are of low power and that the PPE variable is the most 

effectivee to predict total accruals. This is presumably due to the depreciation 

componentss in the accruals. Also it was shown that accruals are relatively robust to 

thee method of estimation. There are strong similarities between the Jones Model, the 

Modifiedd Jones and the Industry Model. Also it was shown that there are no large 

differencess in the discretionary accruals resulting from the inclusion of changes in 

restructuringg provisions. 
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5.55.5 VALUE RELEVANCE 

Beforee the value relevance of earnings management can be assessed we need to 

constructt the market measure to reflect the compounded information over the period 

betweenn two annual reports. It is important to note that value relevance studies 

examinee actual returns and not expected returns. As a consequence the market 

variablee of interest is buy-and-hold return (hereafter BHR) and not the expected 

returnn based on some market model. 

Al ll  previous research uses a default window of 12 months starting 3 months into the 

reportingg period until 3 months after the reporting period. This approximates the time 

fromm the release of the previous annual report until the release of the current annual 

report.. This return on holding the stock is then corrected for the return of the market 

indexx to reduce the effect of exogenous shocks. In equation form this can be 

expressedd as: 

BHRBHR = (Pa, - Pat.i)/Pat.i - (la, - Ia,.i)/Ia,.i eq. 5.6 

Where e 

BHRR = market adjusted buy-and-hold return 
aa = end of the reporting period plus three months 
PP = price of the stock 
II  = the value of the index 

Forr the majority of the firms this means that the return on the stock over the period 

fromm April 1 til l March 31 (or the nearest trading day prior to that) will be corrected 

forr the Market return over that same period by subtracting the return of the CBS 

index.. In the case of broken book year the dates are shifted to reporting period. 

Whenn grouping firm-years by year, broken book year firm-years are appointed to the 

yearr with the majority of months. So all firm-years with a broken book year ending 

priorr to the 1st of July are attributed to the year prior to the closing date. 

Tablee 12 shows the indexed values for the CBS market index and the sample market 

performancee over the period 1988 til l 1997. Graph 5 shows the samples averages 

pricee development and that of the CBS price index when both are set to 100 on April 

19899 or the broken book year equivalent graphically. 
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Tablee 12: Market inden and stock prices for  the period 1988-1997 
YEARYEAR MTH 

1988 8 
1989 9 
1990 0 
1991 1 
1992 2 
1993 3 
1994 4 
1995 5 
1996 6 
1997 7 

1DXB1DXB P3 IDXEIDXE P3 PBPB P3 PEPE P3 
100 0 

131.2 2 
136.9 9 
136.5 5 
144.8 8 
155.3 3 
197.1 1 

198 8 
282.8 8 
372.4 4 

100 0 
104.2 2 
104.1 1 
110.4 4 
118.4 4 
150.2 2 
151.3 3 
216.6 6 
282.7 7 
443.8 8 

100 0 
135.4 4 
146.9 9 
152.4 4 
155.9 9 
156.3 3 
199.7 7 
191.7 7 
262.9 9 
366.7 7 

100 0 
108.7 7 
108.5 5 
114.4 4 
111.1 1 
143.3 3 
145.4 4 
184.4 4 
261.2 2 

345 5 

IDXEP3IDXEP3 = CBS market index for the end of the reporting period plus 3 months 
IDXBP3IDXBP3 = CBS market index for the beginning of the reporting period plus 3 months 
PB_P3PB_P3 = price of an individual stock at the end of a reporting period plus 3 months 
PE_P3PE_P3 = Price of an individual stock at the beginning of a reporting period plus 3 

months months 

CBSS market data and averages for individual stocks on a year-by-year basis for the 10-year 
periodd 1988-1997. Source: DATASTREAM 

Graphh 5: Market performance of sample and CBS Index 
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Graphh 4 displays the market performance of the sample and the CBS index over the period 1988-
1997.. IDXEP3 and IDXB P3 reflect the level of the CBS index at the end and the beginning of a 
measurementt window respectively. PE_P3 and PB_P3 reflect the prices of individual stocks at the end 
andd beginning of the yearly measurement windows. All values are index at 100 in 1988 
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Tablee 13 shows the returns for the sample, the index and for the buy-and-hold 

returns.. The table shows that the average BHR value is -0.0028. This means that 

sincee the BHR variable is computed as the scaled return of a stock corrected for the 

markett index over the same period that the sample performs marginally lower then 

thee index. This is consistent with the results from graph 5. Correcting for the market 

indexx also reduces the variance of the variable slightly from 0.3669 for the stock 

returnn variable RET_P3 to 0.3363 for the BHR variable. 

Somee earlier studies use the reporting period instead of the reporting period plus 

threee months as an indicator of compounded market information. The results are very 

similarr and are therefore omitted from the discussion. 

Tablee 13 shows the descriptive statistics for the index the stock returns and the buy 

andd hold return. Consistent with the previous table, Table 13 shows that the average 

BHR,, which is calculated as the return of the sample minus the return of the CBS 

index,, approaches 0. 

Tablee 13: Average stock Returns, index returns and buy and hold returns for  sample 
period d 

MeanMean Median Minimum Maximum Std. Dev. 
0.20199 0.1409 -0.6830 1.7834 0.3669 
0.20477 0.1351 -0.1591 0.5755 0.1908 
0.00288 -0.0231 -0.8650 1.4829 0.3363 

RET_P33 = Return of stocks over the reporting period shifted three months in the future 

MARKTP33 = CBS market index return over the same period as RETP3 
BHRR = Buy-and-hold return over the same period as RET P3 corrected for MARKTP3 

Samplee consists off 611 firm-years over the period 1988-1997. Market returns are measured 
fromm April 1989 til l 31 March of 1998 or the nearest trading day before those days. Broken book 
yearss are assigned to the period with the majority of months. Source: DATASTREAM 

N_ N_ 
RET_P33 611 
MARKTT P3 611 
BHRR 611 
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5.5.15.5.1 Relative value relevance of cash flows from operations and earnings 

Noww that we have constructed earnings management proxies and a measure for the 

compoundedd information between two annual reports we can examine the 

informationall  effects of discretionary earnings. The first question is whether the 

earningss add or subtract relative information. In other words the question here 

becomess which accounting performance measure reflects most of the available 

informationn in a single univariate regression of the total set of available information 

ass measured by the buy-and-hold returns. The following general model is estimated: 

BHRBHR = a + P * earnings _ component + s eq. 5.7 

forr various earnings components. By comparing these models it can be seen which 

sett of variables has the highest explanatory power for the available information as 

presentt in the BHR variable. 

Firstt we estimate the relative value relevance22 of various performance measures. 

Thee four models in Table 14 show the relative value relevance for cash flows from 

operationss from operations, two measures of non-discretionary earnings and net 

income.. All four models are significant. The lowest explanatory power comes from 

thee cash flow model and the non-discretionary earnings based on the Jones accrual 

model.. The models are almost identical where the Jones based model performs even 

lesss then the cash flow model. The non-discretionary earnings model based on 

discretionaryy line items performs better then the cash flow model yet less then the net 

incomee model with an Adjusted R2 of 3.76%. The reported net income model shows 

ann Adjusted R2 of 6.71 thereby outperforming all three other models. The value 

relevancee of earnings is thus higher then that of non-discretionary earnings or cash 

flowss from operations. 

Too compare these models for statistical significance in their differences the Vuong Z 

testt for non-nested hypotheses is used23. This test is suited for comparing regression 

modelss with the same dependent variable and different independent variables to 

determinee the significance of the difference in explanatory values. 

222 See chapter 2 for a detailed explanation of relative and incremental value relevance. 
233 For a detailed discussion of the use of Vuong Z statistics the reader is referred to Dechow 1994. 
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Tablee 14: Relative Value relevance of net income, nondiscretionary earnings and cash 
flowsflows from operations 

Model l 

1 1 

2 2 

3 3 

4 4 

Independent Independent 

CFO O 

NDEJON N 

NDEDI I 

NI I 

variables variables F F 

16.235 5 

15.802 2 

24.832 2 

44.898 8 

Adj.Adj. R-Sq. 

2.40% % 

2.37% % 

3.76% % 

6.71% % 

a a 

-0.0586 6 

-3.0374** * 

-0.0451 1 

-2.6312** * 

-0.080 0 

-1.0818 8 

-0.1041 1 

-5.1979** * 

Bl Bl 

0.4892 2 

4.0292** * 

0.4794 4 

3.9752** * 

-3.9159 9 

-4.9831** * 

1.4761 1 
6.7006** * 

BHRBHR = a + blX+e 

Modell  1 vs. 4 2 vs. 4 3 vs. 4 

Incrementall  R-Sq. 4.31% 4.34% 2.95% 

Vuongg Z statistic 2.6824 2.7481 2.1364 

CFO O 
== Cash flow from operations 

NDEJONN = Non-discretionary earnings calculated with the Jones accrual model 
NDEDII  = Non-discretionary accruals calculated as net income minus discretionary items 

== Net income 

Samplee consists of 611 firm-years over the period 1988-1997. All regression models have 
thee Buy and hold return over the reporting period plus three months (BHR) as dependent 
variablee and all variables are scaled to lagged total assets. Various forms of earnings and 
discretionaryy items are included as independent variables. Values between parentheses are 
t-valuess for the coefficients. Data was collected from annual reports and DATASTREAM. 
Valuess between parentheses are t-values for the coefficients. * = significant at 0.05 and ** 
== significant at 0.01 

Thee lower part of Table 14 shows the incremental R-square relative to model 4, the 

nett income regression. Thus the Vuong Z statistic expresses the Z-score for the 

differencee in explanatory values. The net income significantly outperforms all 

models.. With a Z-score of 2.6824 and 2.7481 the difference between model 1 and 2 

withh model 4 are significant at the a = 0.01 level. The difference between model 3 

andd 4 is significant at a = 0.05 with a Z-score of 2.1364. 

94 4 



Inn short it can thus be concluded that if BHR is an accurate reflection of available 

informationn and the accrual measures are valid, then net income is a superior 

measuree of performance over the reporting period. Stated differently, the addition of 

discretionn increases the value relevance of earnings. 

Howeverr it should be emphasized that this conclusion is contingent on the validity of 

thee joint assumptions of buy-and-hold returns as a reflection of the available 

informationn and discretionary line items and accruals as proxies for discretionary 

accountingg practices. The alternative explanation could also be that the discretionary 

accountingg measures are noise and thus decrease the relation between earnings and 

returns.. To further examine the results found in Table 14 above incremental 

informationn models will be estimated for both types of discretionary accounting 

proxies. . 

5.5.25.5.2 Incremental value relevance of discretionary line items 

Sofar,, we have seen that under the assumptions about information in buy and hold 

returns,, that net income is a better performance measure then cash flows from 

operationss or non-discretionary earnings. To further investigate the informational 

contentt of discretionary line items we run buy-and-hold regressions on net income 

andd net income partitioned into discretionary and non-discretionary components. 

Tablee 15 shows the results. 

Thee main result from this table is that all multivariate regressions that do not include 

extraordinaryy losses perform worse then the univariate net income model. Only 

modelss 7, 8 and 9 outperform model 1. Since extraordinary losses are negative 

numberss the positive coefficient shows that decreases in stock price are associated 

withh the occurrence of extraordinary losses. A substantial part of the extraordinary 

losess is associated with the creation of restructuring provisions. However, the 

changess in restructuring provisions (ARPROV) are not significant. This could be an 

indicationn that only a minor part of the changes in restructuring provisions are shown 

sincee they are netted, or that other extraordinary losses, like the liquidation of 

discontinuedd activity have a strong influence. 
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Tablee 15: Incremental value relevance models for  discretionary items 

Model l variable e coeff f t t 
I)I)  BHR=a+bINI+e 

2)2) BHR=a+blNDE +b2 Di+e 

F-value e 

Adj.. R-Sq. 

44.898 8 

6.71% % 

F-value e 

Adj.. R-Sq. 

a a 

NI I 

22.8766 a 

6.69%% NDE 

DI I 

-0.1044 -5.198 

1.4766 6.701 

-0.0988 -4.686** 

1.4133 6.133** 

1.7422 4.828** 

3)3) BHR=a+blNDEDl + b2DI+e F-value e 

Adj.. R-Sq. 

22.566 6 

6.60% % 

a a 

NDED1 1 

DI I 

-0.1011 -4.888** 

1.4433 6.303** 

-1.6355 -4.421** 

4)4) BHR=a+blNDEDI + b2ACG+e F-value e 

Adj,, R-Sq. 

13.36 6 

3.89% % 

A A 

NDEDI I 

ACG G 

-0.0833 -4.051 ** 

1.0955 5.041** 

6.1677 1.361 

5)5) BHR=a+blNDEDI + b2ARPOV+e 
F-value e 

Adj.. R-Sq. 

12.399 9 

3.60% % 
a a 

NDEDI I 

APROV V 

-0.08 8 

1.077 7 

0.065 5 

-3.86** * 

4.781** * 

0.08 8 

6)6) BHR=a+blNDEDI +b2 EXG F-value e 

Adj.. R-Sq. 

12.412 2 

3.61% % 
a a 

NDEDI I 

EXG G 

-0.0799 -3.752** 

1.0788 4.941** 

-0.1333 -0.179 

7)7) BHR=a+blNDEDl +b2 EXL F-value e 

Adj.. R-Sq. 

31.279 9 

9.03% % NDEDI I 

EXL L 

-0.0777 -3.872** 

1.3499 6.254** 

2.6555 6.024** 

8)8) BHR=a+bl NDEDI +b2 EXI F-value e 

Adj.. R-Sq. 

28.507 7 

8.27% % 
a a 

NDEDI I 

EXI I 

-0.0944 -4.65 ** 

1.3799 6.31** 

2.3288 5.564** 

9)9) BHR=a+blNDEDI + bnDI F-value e 

Adj.. R-Sq. 

13.178 8 

9.08% % 
a a 

NDEDI I 

ACG G 

APROV V 

EXG G 
EXL L 

-0.083 3 

1.346 6 

5.483 3 

0.651 1 

0.783 3 

2.779 9 

-3.975** * 

6.003** * 

1.24 4 

0.829 9 

1.065 5 

6.129** * 
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Tablee 15: Incremental value relevance models for  discretionary items (continued) 

Testt of non -nested d 

Incrementall  R-Sq. 

Vuongg Z statistic 

hypothesess 1 vs. 7 1 vs. 8 

2.32%% 1.56% 

2.988 2.9022 

11 vs. 9 

2.36% % 

3.6539 9 

BHR R 

NI I 

NDE E 

NDEDI I 

ACG G 

APROV V 

EXG G 

EXL L 

EXI I 

DI I 

DI I 

== Buy and hold returns over reporting period plus 3 months 

== Net income 

== Non-discretionary earnings calculated from discretionary items 

== Non-discretionary earnings calculated from discretionary items double count 
corrected d 

== Amount of the accounting change 

== Changes in provisions 

== Extraordinary gains 

== Extraordinary losses 

== Extraordinary items 

== Aggregated discretionary items 

== All discretionary items separately entered into the model 

Samplee consists of 611 firm-years over the period 1988-1997. All regression models have the Buy 
andd hold return over the reporting period plus three months (BHR) as dependent variable. Various 
formss of earnings and discretionary items are included as independent variables. All accounting 
variabless are scaled to lagged total assets. Data were collected from annual reports and 
DATASTREAM.. Values between parentheses are t-values for the coefficients. 

**  = significant at 0.05 and **  = significant at 0.01 

Thee effect of correcting for double counts seems marginal. Models 2 and 3, the 

uncorrectedd and corrected version of the partitioning in discretionary and non-

discretionaryy earnings, yield almost identical results. The adjusted R for the 

correctedd model 3 is slightly lower due to the fact that double count correction 

lessenss the effect of the extraordinary losses, which seem to drive the results. 

Althoughh the models do not outperform the net income model they do have 

significantt coefficients for both the discretionary and non-discretionary Models 4-6 

doo not have significant coefficients for the discretionary line items accounting 

changes,, changes in restructuring provisions and extraordinary gains. 

Forr the accounting changes this is in line with expectations since relatively few 

accountingg changes can be quantified. 
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Thee incremental value relevance of the models 7-9 when compared to model 1 is 

substantiall  and with Z-scores for the Vuong test ranging between 2.9022 and 3.6539 

significantt at the a = 0.01 level. The interpretation of this result is unclear. The 

traditionall  conclusion would be that the financial report reflects more value relevant 

informationn as is compounded in prior returns. 

However,, when the knowledge that the action of earnings management is in the 

extremess it can also be argued that the additional explanatory power of the 

extraordinaryy losses is a result from a mechanism where underperformance of the 

sharee price is followed by a restructuring provision. Whether this constitutes an 

increasee in value relevance is open for debate. Although management clearly 

attemptss to signal future improvements it should be noted that these improvements 

alsoo result from the accounting intervention. On the one hand it can be argued that 

underperformancee requires a restructuring action, but on the other hand it should be 

notedd that the restructuring provision in its very natures creates a higher accounting 

performancee without any actual improvement. 

Summarizing,, it can be stated that under the given assumptions the partitioning of net 

incomee into a non-discretionary part and a part containing extraordinary losses value 

relevancee models with higher explanatory power. Whether this is to be regarded as 

evidencee for an increase in relevance depends on assumptions about the legitimacy 

off  restructuring provisions. Moreover it was found that the effect of double counts in 

thee computation of discretionary line items is marginal. 

5.5.35.5.3 Incremental value relevance of discretionary accruals 

Unlikee the relative and incremental value relevance studies for discretionary line 

itemss there is ample of prior Anglo-Saxon literature on the value relevance of 

accrualss and components24. 

Seee for instance Dechow (1994). 
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Tablee 16: Incremental information content models for  discretionary accruals 

Model l 

1)1) BHR_P3=a+blNI+e 

2)2) BHR_P3=a+blCFO+e 

F-value e 

Adj .. R-Sq. 

F-value e 

Adj .. R-Sq. 

3)3) BHR P3=a+blCFO + b2ACR+e F-value 

4a)4a) BHR P3=a+blNDE DC + 
b2ACHb2ACH G+e 

4b)4b) BHR P3=a+blNDE + 
b2DACR2+e b2DACR2+e 

5a)5a) BHR P3=a+blCFO + 
b2NDACb2NDAC +b3 DAC+e 

5b)5b) BHR P3=a+blCFO + 
b2NDAC2b2NDAC2 +b3 DAC2+e 

ModelModel comparison 

Modell  1 vs Model 2 

Modell  1 vs Model 3 

Modell  4a vs Model 1 

Modell  1 vs Model 4b 

Modell  1 vs Model 5a 
Modell  5b vs Model 1 

Modell  2 vs Model 3 

Modell  2 vs Model 5 a 

Modell  2 vs Model 5b 

Adj .. R-Sq. 

F-value e 
Adj .. R-Sq. 

F-value e 
Adj .. R-Sq. 

F-value e 
Adj .. R-Sq. 

F-value e 
Adj .. R-Sq. 

Incrementall  R 

44.898 8 

6.71% % 

16.235 5 

2.44% % 

22.995 5 
6.73% % 

22.858 8 
6.69% % 

23.058 8 
6.74% % 

15.324 4 
7.04% % 

12.455 5 
5.33% % 

-Square e 

4.28% % 

0.01% % 

0.03% % 

-0.03% % 

0.33% % 
-1.38% % 

4.29% % 

4.60% % 

2.90% % 

variable e 

a a 

NI I 

a a 

cfo o 

a a 
CFO O 
ACR R 

a a 
NDE E 

DACRJ J 

a a 
NDE E 
DACRJ2 2 

a a 
CFO O 

NDAC C 

DAC C 

a a 
CFO O 
NDAC2 2 
DAC2 2 

Vuongg Z score 

-2.68244 ** 

0 0 

1.0818 8 

-0.7746 6 

0.7442 2 
1.797 7 

2.9874** * 

2.9875** * 

2.50355 ** 

coeff f 

-0.104 4 

1.476 6 

-0.059 9 

0.489 9 

-0.112 2 
1.492 2 
1.351 1 

-0.107 7 
1.487 7 

1.364 4 

-0.107 7 
1.487 7 
1.364 4 

-0.114 4 
1.494 4 

1.261 1 

1.358 8 

-0.104 4 
1.270 0 
0.807 7 
1.080 0 

t t 

(-5.198)** * 

(6.701)** * 

(-3.037)** * 

(4.030)** * 

(-5.245)** * 
(6.757)** * 
(5.386)** * 

(-5..27Ó)** * 
(6.739** * 

(5.402)** * 

(-5..27Ó)** * 
(6.739** * 

(5.402)** * 

(-4.815)** * 
(6.756)** * 

(2.723)** * 

(5.371)** * 

(.4,446)** * 
(6.025)** * 
(1.742) ) 
(4.536)** * 
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Tablee 16: Incremental information content models for  discretionary accruals (continued) 

NII  = Net income 

CFOO = Cash flow from operations 

NDEE = Non-discretionary earnings calculated with the Jones accrual model 

ACRR = Working capital accruals using the standard definition 

NDACC = Non-discretionary accruals 

DACC = Discretionary accruals 

22 = The addition of 2 to the variable name indicates that the total accruals variable includes changes 
inn restructuring provision 

Samplee consists of 611 firm-years over the period 1988-1997. All regression models have the Buy and 
holdd return over the reporting period plus three months (BHR_P3) as dependent variable. Various forms of 
Earningss and accruals are included as independent variables. All accounting variables are scaled to lagged 
totall  assets. Data were collected from annual reports and DATASTREAM. Values between parentheses are 
t-valuess for the coefficients. * = significant at 0.05 and **  = significant at 0.01 

Regressionn models similar to Subramanyam (1996) were run on the dataset for the 

Joness Model with both ACR (based on the standard accrual definition) and ACR2 

(basedd on the inclusion of changes in restructuring provisions). The Table 16 shows 

thee results. 

Contraryy to the results for the discretionary line items the models for discretionary 

accrualss do not outperform the net income model. All accrual models outperform 

modell  2 the cash flow model. This finding supports the effectiveness of accrual 

accountingg to convey information. However, none of the models 2-5, that include 

discretionaryy accruals, outperform the net income model significantly. 

Thiss conclusion holds regardless of the accrual definition used. The models 4 and 5 

weree also run for other accrual models then the standard Jones Model with similar 

resultss and are omitted from further analysis. Summarizing, it can be said that the 

resultss indicate that accrual accounting is significantly superior to cash flow 

accounting,, yet that discretionary accruals do not yield additional incremental These 

resultss are contingent on the assumptions of both market and accrual proxies. It 

shouldd be noted that US research uses substantially larger samples to obtain 

significantt improvements for accruals25. 

Guayy et al. (1996) used 31372 company years in their analysis 
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5.66 INCOME SMOOTHING 

Inn the previous section we have examined the value relevance of discretionary 

earningss measures. Here the central question is whether discretion is used to better 

reflectt past events as reflect in market prices. We will now shift the attention to 

whetherr the reported persistence of earnings is altered by discretionary accounting. 

Iff  firms are successful in removing temporary shocks from the reported earnings 

streamm the correlation with prior years should increase. Under the assumption that 

earningss move around some linear time line the first order differences are expected 

too alternately under- and overshoot the long-term trend line. Thus, the correlation of 

thee first-order differences should then be negative. To examine whether these effects 

occurr a sub-sample of firm-years from the prior analysis was used. Table 17 shows 

thee characteristics for the sub-sample with firm-years that have at least 4 prior years. 

Thiss requirement is imposed on the data to facilitate the analysis of sequential 

propertiess of the variables of interest. 

Thee table shows a similar selection of firms as for the full sample with a homogenous 

distributionn over years, industries and markets. 

Ass a first step in examining the effects on reported persistence of discretionary 

accountingg we start out by examining the cross-correlations between various 

performancee measures as shown in Table 18. The correlation between lags of 

variabless can be seen as an indicator for persistence of that variable. 

Nett income correlates strongly with non-discretionary earnings. This relationship 

wass found for non-discretionary earnings based on discretionary line items after 

doublee count correction (NDEDI) and accruals (NDEJON) with coefficients of 0.75 

andd 0.60 respectively. What is remarkable is that the correlation between non-

discretionaryy earnings based on the Jones Model (NDEJON) and cash flow from 

operationss (CFO) is over 0.95. This is a strong indication that the Jones Model only 

capturess a very small percentage for normal accruals. This is further substantiated by 

101 1 



thee correlation of the discretionary accruals from the Jones Model and the total 

accruall  variable ACR with a coefficient of correlation of 0.93. 

Tablee 17: Sub-sample of firm s with 5 sequential years 

IND D 

YEAR_MTH H 

MARKET T 

Construction n 

Food d 

Publishing g 

Industrial l 

Transport t 

Wholesale e 

Retail l 

Services s 

Total l 

1992 2 

1993 3 

1994 4 

1995 5 

1996 6 

1997 7 

Total l 

AEX X 

MIDKA P P 

Other r 

Total l 

Frequency Frequency 

35 5 

35 5 

34 4 

108 8 

30 0 

38 8 

24 4 

34 4 

338 8 

Frequency Frequency 

56 6 

55 5 

56 6 

56 6 

58 8 

57 7 

338 8 

Frequency Frequency 
102 2 

121 1 

115 5 

338 8 

Percent Percent 

10.36 6 

10.36 6 

10.06 6 

31.95 5 

8.88 8 

11.24 4 

7.1 1 

10.06 6 

100 0 

Percent Percent 

16.57 7 

16.27 7 

16.57 7 

16.57 7 

17.16 6 

16.86 6 

100 0 

Percent Percent 
30.18 8 

35.8 8 

34.02 2 

100 0 

Cumm.Cumm. % 
10.36 6 

20.71 1 

30.77 7 

62.72 2 

71.6 6 

82.84 4 

89.94 4 

100 0 

Cumm.Cumm. % 

16.57 7 

32.84 4 

49.41 1 

65.98 8 

83.14 4 

100 0 

Cumm.Cumm. % 
30.18 8 

65.98 8 

100 0 

INDD = not actual industry codes but a grouping made for the 
sample.. Table A in the appendix has more details on the 
industriall  classification used. 

YEARMT HH = Year with the majority of months for a reporting 
period d 

MARKET T 

== Market where the stock of a firm is categorized. AEX 
aree large firms, MIDKA P are medium firms and Other is 
nott part of an index and are small firms 

Thee sample consists of the 338 firms in the period 1992-1997 that had 4 
priorr years of data available. 
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Thee relation between accruals and cash flows from operations is negative which is in 

linee with expectations. High levels of profitability yield both high operating cash 

flowss and high accruals. 

Tablee 18: Cross-correlation for  various income measures 

NI I 

NDEDI I 

Pearsonn Correlation 

Sig.. (2-tailed) 
N N 

Pearsonn Correlation 

Sig.. (2-tailed) 
N N 

NDEJONN Pearson Correlation 

Sig.. (2-tailed) 
N N 

DIDC C 

CFO O 

ACR R 

Pearsonn Correlation 

Sig.. (2-tailed) 
N N 

Pearsonn Correlation 

Sig.. (2-tailed) 
N N 

Pearsonn Correlation 

Sig.. (2-tailed) 
N N 

NDEDI NDEDI 

0.7515** * 

0 0 

338 8 

NDEJON NDEJON 

0.6049** * 

0 0 
338 8 

0.3936** * 

0 0 
338 8 

DIDC DIDC 

0.3290** * 

0 0 
338 8 

-0.3620** * 

0 0 
338 8 

0.28033 ** 

0 0 

338 8 

CFO CFO 

0.5998** * 

0 0 
338 8 

0.4100** * 

0 0 

338 8 

0.9559** * 

0 0 
338 8 

0.2528** * 

0 0 
338 8 

ACR ACR 

-0.0219 9 

0.6879 9 
338 8 

0.0344 4 

0.5281 1 
338 8 

-0.75433 ** 

0 0 

338 8 

-0.0766 6 

0.1602 2 
338 8 

-0.8131** * 

0 0 

338 8 

DAJ DAJ 

-0.0438 8 

0.4224 4 
338 8 

0.0437 7 

0.4238 8 
338 8 

-0.8220** * 

0 0 

338 8 

-0.1163* * 

0.0325 5 

338 8 

-0.7703** * 

0 0 
338 8 

0.93077 ** 

0 0 

338 8 

NII  = Net income 

NDEDII  = Non-discretionary net income based on discretionary items after double count correction 

NDEJONN = Non-discretionary net income based on discretionary accruals from the Jones model 

DIDCC = Discretionary items after double count correction 

CFOO = Cash flow from operations 

ACRR = Working capital accruals using the standard definition 

DAJJ = Discretionary accruals estimated with the Jones model 

Samplee consists of the 338 firm-years for which at least 5 consecutive years are available. All variables are 
scaledd to lagged total assets. The table shows the Pearson cross correlation matrix for various measures of 
performance.. Data was obtained from annual reports. * = significant at 0.05 and **  = significant at 0.01 

Iff  the discretionary accruals and items are used to mitigate the effect of transitory 

shockss to earnings the expected sign for the correlation with non-discretionary 
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earningss would be negative and significant. Indeed we see that NDEDI correlates 

significantlyy with DIDC with a coefficient of -0.3620. This means that for high 

levelss of earnings high levels of decreasing adjustments occur. The correlation 

betweenn discretionary accruals from the Jones Model (DAJ) and the non-

discretionaryy earnings from that same Jones Model is also significant and negatively 

correlatedd with a coefficient of -0.8220. Here it should be noted that the correlation 

betweenn cash flows from operations and accruals (ACR) is negative and high and 

thatt DAJ and ACR are highly similar. Thus, caution should be applied when 

inferringg smoothing behavior from the accrual correlations. The negative relation 

betweenn cash flows from operations and accruals coupled with the similarity between 

discretionaryy and total accruals introduces a strong negative correlation between non-

discretionaryy earnings based upon the Jones Model and discretionary accruals. It is 

thee authors' opinion that the failing estimation of accruals rather then smoothing 

practicee underlies the outcomes of the analysis for accruals. 

Tablee 19: Serial-correlations for  earnings, earnings before discretionary items, 
earningss before discretionary accruals and cash flows 

PanelPanel A 

NI I 

NDEDI I 

CFO O 

NDEJON N 

PanelPanel B Z-

t-1 t-1 

0.8084 4 

0.5547 0.5547 

0.3550 0 

0.3404 4 

t-2 t-2 

0.6481 1 

0.5565 5 

0.3063 3 

0.2899 9 

scoresscores of significance of difference 

t-3 t-3 

0.4735 5 

0.4386 6 

0.3583 3 

0.3510 0 

t-4 t-4 

0.3593 3 

0.3764 4 

0.2161 1 

0.2150 0 

betweenbetween correlation with NI 

NDEDII  6.4355**  1.8671 0.5704 -0.2560 
CFOO 9.7227**  5.8959**  1.8072 2.0203** 
NDEJONN 9.9376**  6.1289**  6.2052**  2.0406** 

NII  = Net income 
NDEDII  = Non-discretionary accruals calculated as net income minus discretionary items 
CFOO = Cash flow from operations 

NDEJONN = Non-discretionary earnings calculated with the Jones accrual model 

Thee sample consists of the 338 firm-years for which at least 5 consecutive years are 
available.. All variables are scaled to lagged total assets. Panel A shows the Pearson 
correlationn matrix for various measures of performance correlated with them selves on 
periodd t. Panel B shows the Z-score for difference tests relative to NI. Z-scores are 
significantt if Z> 1.96 orZ< -1.96. Data was obtained from annual reports. * = significant 
att 0.05 and **  = significant at 0.01 
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Iff  the attempted smoothing is successful the correlation between periods should 

increasee after the addition of discretionary line items. To examine whether 

discretionaryy line items and accruals indeed increase the relationship with prior 

periodss the auto-correlations for variables on t are correlated with t-1 till t-4. The 

resultss are shown in Table 19 panel A. 

Ass can be seen in the table the ranking of correlations on t-1 is Net income, NDEDI 

andd then the cash flow and NDEJON variables. This trend persists when looking at t-

22 til l t-4. What should also be noted is that non-discretionary earnings based on the 

Joness Model (NDEJON) and CFO behave in a very similar manner. To clarify the 

resultss from Table 19 the correlations are also shown in Graph 6. This suggests that 

thee accrual models are not very successful in identifying discretionary accruals or 

thatt discretionary accruals are only marginally influential on the persistence of 

earnings. . 

Graphh 6: Serial-correlations for various performance measures 

t-11 t-2 t-3 t-4 

)) cfo * ni — - — - nde di nde jon 

Graphh 6 displays the correlation between a performance measure on period t and with the lags 1-4 for 
thee sub-sample of 338 firms that had at least 4 prior years of continuous data. CFO is the cash flow 
fromm operations, Nl is net income after taxes, NDE_D1 is the non-discretionary net income based on 
discretionaryy line items and NDEJON is the non-discretionary income based on the Jones Model. 
Thee vertical axis displays the correlation coefficient 
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Whatt is most interesting is that the non-discretionary earnings based on discretionary 

linee items are between net income and cash flow from operations. 

Inn other words, accrual accounting adds to the persistence of reported earnings and 

discretionaryy line items add persistence on top of that. However, there is no 

noticeablee effect from discretionary accruals in the auto-correlation of variables. 

Panell  B of Table 19 displays the results for tests of equality of correlations. For each 

timee period the other variables are tested against net income to see if the stronger 

correlationn for net income is statistically significant. Using a Fischer Z-transform26 

thee difference between correlation coefficients is converted to a sample size 

dependentt Z-score. Panel B displays the Z-scores per variable per lag. The difference 

inn correlation relative to net income is significant for t-1 for all variables. After t-1 

onlyy the CFO en de non-discretionary earnings based on the accrual model are 

significantlyy lower then the correlation of net income. 

Thee above analysis suggests that the correlation between periods is altered as a result 

fromm management engaging in artificial income smoothing. If this indeed drives the 

resultss from Table 19 and Graph 6 it would be in line with expectations if the 

negativee autocorrelation between differences would exist between periods for cash 

flowss from operations and to a lesser extent for NDE and that the under and 

overshootingg would be less for reported NI. Table 20 shows the results for a 

correlationn of first order differences by variable. The correlation between the first 

orderr differences with the prior first order differences d2 is negative. In other words 

andd overshooting of the long term performance is followed by an underperformance 

andd vice versa. For all variables this indicates that an increase in a given period is 

precededd by a decrease. The hypothesized pattern of a jigsaw pattern indeed occurs. 

Thee effect is stronger for CFO, NDEDI and NDEJON then it is for NI the reported 

nett income. Again Fischer transforms are used to test the significance of the 

differencee in correlation for the variables relative to net income using Z-scores based 

onn Fischer transforms. Graph 7 shows these results graphically. 

forr more information on a Fischer Z-transform the reader is referred to Papoulis, 1990 
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Tablee 20: Auto-correlations for  first-order  differences of earnings, earnings before 
discretionaryy items, earnings before discretionary accruals and cash flows 

Correlationss with dl d2 d2 d3 d3 d4 d4 

NI I 

DIX X 

NDEJON N 

CFO O 

-0.0852 2 

-0.49375 5 

-0.46205 5 

-0.46226 6 

0.00827 7 

0.09269 9 

-0.06486 6 

-0.04812 2 

-0.1003 -0.1003 

-0.01988 8 

0.07145 5 

0.06315 5 

Correlationn tests with d2-d4 for NI d2 d2 d3 d3 d4 d4 

NII  vs DIX 

NII  vs NDEJON 

NII  vs CFO 

-5.8964599 ** 

-5.3646311 ** 

-5.3680877 ** 

-1.096030 0 

-0.733576 6 

-0.516225 5 

1.045156 6 

0.376183 3 

0.484092 2 

CFO O 

NDEJON N 
DIX X 

NI I 

d2-d4 4 

== Cash flow from operations 
== Non-discretionary earnings calculated with the Jones accrual model 
== Non-discretionary accruals calculated as net income minus discretionary items 
;; Net income 
:: Differences with same variable over period t-1 -1-4 

Samplee consists of the 338 firm-years for which at least 5 consecutive years are available. All 
variabless are scaled to lagged total assets. The table shows the Pearson correlation matrix for the 
firstt order differences various measures of performance correlated with preceding first order 
differences.. Z-scores are significant if Z> 1.96 orZ< -1.96. Data was obtained from annual reports. 

Graphh 7: Serial-correlations of first-order differences for various performance measures 

-NII  — » DÏX 

Graphh 7 displays the correlation between the first order differences for a performance measure on 
periodd t with the lags d2-d4 for the sub-sample of 338 firms that had at least 4 prior years of 
continuouss data. CFO is the cash flow from operations, NI is net income after taxes, NDE_DI is the 
non-discretionarynon-discretionary net income based on discretionary line items and NDEJON is the non-
discretionaryy income based on the Jones Model. The vertical axis displays the correlation coefficient 
off  first-order differences 
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Thee accrual process can explain part of this result. But Non-discretionary net income 

alsoo has significantly lower correlation. This is a clear indication that discretionary 

accountingg influences the persistence of reported earnings. 

Thee results displayed in Graph 7 clarify the outcomes in Table 20. The results for d2 

showw that the correlation of changes between periods is much smaller for net income 

thenn for the other three variables. The results for d3 and d4 hover around 0. The 

overshootingg / undershooting effect is almost gone from the net income variable. 

Thiss is a strong indication that income smoothing is a result if not a primary purpose 

off  earnings management. The significant differences in correlations and the 

significantt differences in first-order differences correlations show clearly that 

persistencee is altered from CFO to net income. 

5.75.7 SUMMARY OF FINDINGS 

Afterr introducing a set of assumptions about incentives to manage earnings we set 

outt by constructing proxies for earnings management. The first method by which this 

wass done was to use discretionary line items. The extraordinary items were shown to 

bee the strongest contributing factor. They often occur simultaneously, especially in 

thee case of low performance as measured by non-discretionary earnings. Accounting 

changess proved harder to quantify and when they were quantified they were positive 

andd small in effect relative to the extraordinary items. The changes in restructuring 

provisionss seemed to follow the discretionary line items and had an additional spike 

inn the middle (see graph 2). The aggregated discretionary line items show an inverse 

relationn with non-discretionary earnings. If pre-managed earnings are low, the 

discretionaryy line items increase reported earnings and if pre-managed earnings are 

highh the discretionary line items decrease reported earnings. The combined findings 

forr the separate and aggregated items support the hypothesis that there are different 

incentivess on different parts of the pre-adjusted net income range. 

Moree specifically, the earnings management is significantly less for average 

performingg firms then for firms in the top and bottom quarter when sorted for 

performance.. In addition, the income decreasing discretionary line items are offset 
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withh extraordinary gains for low performers and not offset for top performers. Poor 

performingg firms create accounting slack while trying to neutralize the effect on the 

bottomm line, while top performers try to reduce the bottom line. 

Afterr developing and examining the earnings management proxies the value 

relevancee of earnings management in a single period setting were examined. Under 

thee assumption that market adjusted buy and hold returns measure all available 

informationn at the moment of the earnings announcement they can be used as a 

benchmarkk to measure the value relevance of reported earnings. 

Inn the relative value relevance models it was shown that net income including 

earningss management outperforms pre-adjusted earnings based on discretionary line 

items,, pre-adjusted earnings based on discretionary accruals and operational cash 

flows. . 

Whenn discretionary line items are added to the models as a separate variable the R2 

increasess significantly. When the discretionary line items variable is decomposed in 

thee various line items it is the extraordinary losses that drive the results. 

Inn addition, it was found that accruals add to the value relevance of operational cash 

flows.. This confirms Anglo-Saxon research that earnings are a superior compounded 

measuree of performance compared to cash flows27. Apparently the flexibilit y of 

accrualss is used more to add relevance then to obscure the economic events that 

transpiredd over the reporting period. Partitioning the accruals in discretionary- and 

non-discretionaryy accruals adds to the incremental value relevance. However, due to 

thee low power of the accrual models the significant coefficient for the separate 

componentss of accruals do not lead to a statistically significant increase in value 

relevance.. Prior research by Subramanyam (1996) in the US leads to similar models 

andd finds significance for incremental value relevance tests for much larger samples. 

Thee results were found to be robust for the definition of accruals and the methods 

usedd to partition accruals in a discretionary and a non-discretionary component. 

Onee of the reasons management could manage earnings is to signal the target for 

subsequentt periods. This variant of 'The Numbers Game' would be consistent with 

277 See for instance Dechow (1994) 
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incomee smoothing. If indeed the target for reported earnings is in part set by the 

desiree to show gradual increases in income this should result in specific differences 

inn the serial correlation of earnings before and after earnings management. When the 

samplee is examined for changes in serial correlation between periods it is shown that 

earningss management enhances the relation between current and prior earnings. 

Moreover,, when the serial correlation of first order differences is examined, evidence 

iss found that earnings management removes almost all serial-correlation from the 

firstt order differences. The correlations between periods significantly increase and 

thee first order differences significantly decrease due to discretionary line items. Thus 

itt is concluded that earnings management artificially smoothes income and removes 

thee undershooting and overshooting of the target earnings almost completely. 

Discretionaryy accruals do not seem to influence the inter-temporal properties of cash 

flowss from operations at all. 

Thee findings presented here are in line with prior research in the US. The work by 

Subramanyamm (1996) on the value relevance was replicated and extended for 

discretionaryy line items; the findings by Abarbanell and Lehavy (1999a) were also 

replicatedd and extended for discretionary line items and income smoothing. 

Researchh on earnings management is highly dependent on the proxies used to infer 

earningss management. The differences shown here between discretionary line items 

andd discretionary accruals are a clear indication of this sensitivity. Furthermore it 

shouldd be pointed out that research in the Netherlands uses finite samples. Although 

speciall  effort was made to draw a representative sample caution should still be used 

whenn extrapolating to future periods. The role of changing regulations and increased 

markett scrutiny could alter the latitude afforded and thus the behavior of 

management. . 

However,, if the current results are regarded as a representative reflection of the 

underlyingg incentive structure the parameters in future studies would change and not 

thee underlying mechanisms. This has several important implications for the way 

earningss should be interpreted and used in future research and analysis. Awareness of 

thee spectrum of pre-adjusted earnings and associated incentives to adjust towards a 
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targett under positive preference for slack in the reporting process has implications 

forr financial statement users. Understanding 'The Numbers Game' as Arthur Levitt 

referss it to shows users which adjustments to expect under which circumstances. This 

facilitatess the interpretation of reported earnings and makes it simpler to understand 

howw and why certain adjustments are made. 

Inn addition to the increased understanding by stakeholders including the financial 

presss there is also an important message for empiricists. If the assumed incentive 

structuree indeed drives the results then this has clear methodological implications. 

Thee different incentives in the extremes affect the distribution of reported earnings. 

Especiallyy 'big-bath' accounting causes the left tail to be skewed. Consequently, the 

meann becomes a bad indicator for the distribution since the distribution reported 

earningss are asymmetrical and non-normally distributed. Parametric tests can 

thereforee make wrong inferences. 

Abarbanelll  and Lehavy (1999a) and Langendijk and Van Praag (2000) extend this 

findingg to forecast errors. They show that the forecasting of operational income or 

anotherr measure that does not include big-bath accounting distorts the properties of 

forecastt errors when they are compared to reported earnings. 
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CHAPTERR 6: FINDING S AND DISCUSSION 

Thee use of latitude in the reporting process is a topic with receives high levels of 

interestt in the media and from all stakeholders involved. In common speech earnings 

managementt is often referred to in negative terms as 'window dressing' or 'cooking 

thee books'. When examining accounting policy and earnings management more 

closely,, we see that it is an interactive process between regulators, enforcers, 

management,, firms, and users of financial information. It is a complex interactive 

processs where all stakeholders have different interests. The purpose of this study is to 

shedd more light on the underlying mechanisms that drive earnings management and 

too show when earnings management is to likely to occur and what the effects of 

earningss management are on value relevance and time series properties of earnings. 

Thee research question is generally formulated as: 

WhatWhat are the causes and consequences of earnings management? 

Thiss general question is decomposed is three sub-questions that are open to 

hypothesiss testing. The first research question examines the behavior of the earnings 

managementt for different levels of performance. Research by Abarbanell (2000) and 

DeGeorgee et al. (1999) give reason to assume there are relationships. As a second 

researchh question the value relevance of earnings management is examined. Here the 

issuee of the influence of earnings management on the relevance of financial 

informationn is tested using market variables as a measure of al available information. 

Finally,, the effect of earnings management in relation to the persistence of reported 

earningss is examined. 

PriorPrior  research 

Wee started out with the premise that accounting systems provide choices to managers 

withh regard to timing and valuation within the current accounting systems. 

Accountingg policy is the set of decision rules that define the actions that are to be 

takenn under certain circumstances. Earnings management was defined using the 
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definitionn introduced by Schipper (1989) as a purposeful intervention in the reporting 

processs by management to obtain some private gain. This definition takes a managers 

perspectivee on earnings management and is seen as a choice that management makes 

whenn preparing the financial statements. Furthermore, the definition was expanded to 

includee real transactions that are primarily designed to influence the reported 

earnings. . 

Accountingg theory has two different perspectives on earnings management. The 

contractingg perspective argues that earnings management purposefully distorts some 

number,, such as economic income. There is another distortion as well: the rules of 

accruall  accounting and GAAP lead to accounting numbers that measure true income 

withh error. Managing earnings changes the properties of the noise (such as its 

amount,, bias, or variance). This perspective on accounting assumes that contracting 

iss helpful in the explanation of the incentive structure of earnings management. 

Principall  agent relationships are hypothesized between the owner/manager and other 

stakeholderss of the firm. In order to mitigate the costs of monitoring the agent, the 

principall  makes use of contracts based on accounting numbers. A distinction is made 

betweenn explicit and implicit contracts based on earnings. Examples of explicit 

contractss are debt covenants, bonus schemes, and political costs. Executive changes, 

buy-outt offers and dividends are examples of implicit contracts with outside 

stakeholderss based on earnings numbers. Empirical studies find support for both the 

incidencee of earnings management to meet explicit and implicit contracts, although 

thee empirical evidence is stronger in the case of explicit contracts. 

Alternatively,, in the information perspective earnings are one of many signals. In this 

vieww the absolute value of earnings is not relevant. Earnings are regarded as a signal 

onn the state or changes in the state of the firm. In this context earnings management 

cann be used to send extra signals on the state of the firm to outside parties. 

Managementt is assumed to use the freedom of choice in the reporting process to 

conveyy additional information about their expectations about future earnings. 

Ann abstraction of the specific incentives in the contracting world is the formulation 

off  a model where earnings management is driven to meet some target. Here the shift 
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iss from specific situations to a general target which management wants to meet. 

Targetss can be seen as the outcome of the total of different incentives to manage 

earnings.. DeGeorge et al. (1999) have shown that targets can be ranked according to 

theirr priority. Loss-avoidance is the first target management will try to meet, if things 

aree going better for the firm they will also try to show an increase in earnings relative 

too the previous year. The highest target for management is to meet market or 

analysts'' expectations. They also find that firms that just meet a target will have 

lowerr subsequent performance. 

Abarbanelll  and Lehavy (2000) introduce a framework where the outcome of the 

reportingg process prior to earnings management relative to the desired target 

determiness the direction of earnings management. The model assumes that managers 

assignn a positive value to accounting slack for future periods. When the outcome of 

thee reporting process is below the desired target and the slack to adjust earnings is 

sufficientt to attain the target earnings will be managed upwards. When the target is 

nott attainable with the available slack or the pre-managed earnings are above 

reportedd earnings, management will store accounting slack for use in future periods. 

Thiss framework implies a non-continuous incentive to manage earnings along the 

spectrumm of pre-managed earnings. 

InstitutionalInstitutional setting and measurement 

Beforee empirical analysis of earnings management is possible there are two aspects 

thatt require attention. Chapter 3 specifically pays attention to institutional aspects of 

thee Netherlands and the US. 

Institutionall  settings and specifically the accounting systems are of importance to 

empiricall  analysis of earnings management since they determine the amount of slack 

inn the reporting process. The degree of flexibility  varies across countries. The 

Netherlandss is seen as flexible and permissive relative to other countries. Especially 

thee higher flexibilit y afforded in regulations relative to the US market is important 

forr empirical modeling of earnings management in the Netherlands. The higher 

degreee of afforded latitude can impact on the methods used to manage earnings, and 

thuss should be taken into consideration when developing earnings management 

proxies.. A substantial amount of earnings management literature in the US presumes 
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thatt accruals are the most active object of earnings management. The flexible 

environmentt in the Netherlands could very well make other methods of managing 

earningss more suitable. 

Anotherr dimension of the institutional settings with respect to accounting 

environmentss is the enforcement of accounting regulations. The US has a strong 

enforcementt structure where auditors report that financial statements are compliant 

withh accounting standards and the SEC strongly enforces this compliance. In the 

Netherlandss the auditor's statement is restricted to stating that the report is compliant 

withh the norms that are acceptable in society. In addition, the Enterprise Chamber is 

relativelyy inactive with only a few firm-years per year. Finally, the Guidelines of the 

Councill  for Annual Reporting are of ambiguous standing and do not have the status 

off  law. 

Shortly,, the Netherlands are both flexible in regulations and less strict in enforcement 

thenn the US where most methodology to proxy earnings management has been 

developed.. As a consequence it seems likely that proxies for earnings management 

wil ll  have different properties. 

Chapterr 4 introduces the methods for developing proxies to measure earnings 

management.. From an abstract point of view there are two different approaches to 

developingg a proxy for earnings management. Either specific items are identified or 

somee benchmark is used to identify normal levels of earnings and deviations from 

thee model are identified as discretionary components of earnings. Both methods have 

theirr merits and drawbacks. 

Usingg specific items to infer earnings management is based on the premise that it is 

desirablee to identify the use of some items open to a high degree of discretion with 

substantiall  precision. The size of total discretion may not be captured correctly but 

thee items that are identified are very likely subject to accounting choice. Items that 

aree used in this study are accounting changes, restructuring provisions and 

extraordinaryy items. These three are chosen because of their high degree of 

discretion,, their magnitude of impact on earnings and their visibility. The chosen 

itemss are by no means a complete list of all identifiable items that are open to 

accountingg discretion but they do capture a substantial amount of discretion. 
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Thee alternative method used in the literature is to benchmark components of earnings 

andd put the emphasis on the scope of discretionary accounting. The object is here to 

usee benchmarks to capture normal levels of variables and infer the use of 

discretionaryy accounting from deviations from the outcomes of benchmark models. 

Accrualss are the typical example of this approach. The critical issue with benchmarks 

iss the power of the models to capture normal levels. The better the benchmarking 

modelss are able to capture the normal levels of variables the more precise the 

inferencee of deviations of normal levels and hence discretion will be. Accrual models 

aree not without discussion in the literature. Guy, Kothari and Watts (1996) showed 

thatt only the family of Jones Models marginally outperform random partition. 

Usingg specific items is likely to be more precise in identifying at least part of the 

discretionaryy adjustments and accruals models are likely to be more on target about 

thee scope of earnings management. Thus a tradeoff between correctness of 

occurrencee and scope seems inevitable when the proxies to manage earnings are 

restrictedd to either method. 

Ann additional complexity in measuring earnings management is the reversal of 

certainn interventions. Some items will impact the current period and reverse in future 

periods.. A good example of a discretionary accounting intervention that reverses in 

subsequentt periods is the restructuring provision. The creation of the provision will 

decreasee earnings and the subsequent periods will be increased when the provision is 

used.. Extraordinary gains such as the realization of gains on book value add to 

earningss in the period that the gain is realized and has no impact on subsequent 

periods.. A consequence of offsetting discretionary line items where one reverses in 

subsequentt periods and the other does not is that aggregation may obscure the actual 

motivations. . 

EmpiricalEmpirical analysis 

Thee empirical analysis sets out to test three hypotheses. Firstly, the non-continuous 

naturee of incentives across the pre-managed earnings makes it likely that earnings 

managementt will be in a downward direction in the extremes of the pre-managed 

earningss range. Secondly, it could well be that earnings management impacts on the 
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valuee relevance of earnings management. Thirdly, it is hypothesized that target based 

earningss management induces earnings management. 

Thee sample data were gathered by examining annual reports and adding 

DATASTREAMM market data for a group of 611 firm-years over the period 1988-

1997.. When examining the discretionary line items the effect of accounting changes 

onn current years earnings proved hard to quantify. Restructuring charges had a 

relativelyy large impact on earnings compared to other discretionary line items and 

extraordinaryy gains and losses often occurred simultaneously thus partially offsetting 

eachh others effect. The net combined effect of discretionary line items was to 

decreasee reported earnings. 

Discretionaryy accruals were estimated using several different variations of the Jones 

Modell  using different definitions of accruals. The estimated models were unstable 

acrosss variations and the Jones Model for the cross-section outperformed the 

Modifiedd Jones Model. 

Inn order to examine the relationship between performance and earnings management 

thee first hypothesis was formulated as: 

HI:HI:  Earnings management is expected to occur to a stronger degree in the 
OutsideOutside quartiles of the performance 

Thee sample was grouped in 5% sets of ranked performance to examine the 

distributionn of earnings management across the performance spectrum. When the 

discretionaryy line items were plotted on the 5% grouped ranking of pre-managed 

earningss the results showed substantial activity for the extraordinary items in the 

extremes.. For the lowest 5% the extraordinary losses were offset by extraordinary 

gainss and for the highest 5% extraordinary losses were not offset by gains. 

Thee aggregated discretionary line items show an inverse relation with non-

discretionaryy earnings. If pre-managed earnings are low, the discretionary line items 

increasee reported earnings and if pre-managed earnings are high the discretionary 

linee items decrease reported earnings. Consequently, it can be concluded that firms 

withh a low pre-managed performance create accounting slack and mask the 'big 

bath'' they are taking by producing one time gains to offset the losses. The 5% top 

performingg firms also create accounting slack but do not offset their losses since they 
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cann benefit from lower earnings and hence lower expectations for future earnings. 

Plottingg accruals and discretionary accruals in a similar manner showed that the 

discretionaryy component largely mimics total components except for high 

performingg firms, here the discretionary models are biased towards zero since they 

doo not pick up on the increase in accruals. 

Subsequently,, the sample was divided in two groups where one group contained the 

outsidee two quartiles and the other group contained the middle 50%. Univariate tests 

showedd that the absolute value of both separate line items and aggregated 

discretionaryy line items are significantly higher for the outside quartiles. This 

indicatess that the outside quartiles display higher levels of discretionary accounting. 

Inn line with expectations based on a target based earnings management structure we 

findfind support for the first hypothesis. However, contrary to the results of Abarbanell 

andd Lehavy (2000) we find that big bath accounting is offset by extraordinary gains 

too decrease the impact of cookie jar reserving on the bottom line. The results for 

discretionaryy accruals are less pronounced. There is hardly any perceptible difference 

betweenn total working capital accruals and discretionary accruals. Here the finding is 

merelyy that higher levels of operational cash flow are associated with more negative 

accruals. . 

Thee second set of hypotheses stated that earnings management has both relative and 

incrementall  value relevance. If the hypotheses are supported this would mean that 

earningss management enables management to better describe the economic events 

overr the reporting period. The hypotheses were formulated as: 

H2a:H2a: Earnings management has relative value relevance 

H2b:H2b: Earnings management has incremental value relevance 

Too test the second pair of hypotheses value relevance tests were performed that 

producedd two strong results. Firstly, accruals add relevance to cash flows from 

operationss up to levels similar to reported earnings. No additional explanatory power 

wass gained when earnings were split into a cash flow and an accrual component. 
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Moreoverr there was also no explanatory power to be gained by partitioning accruals 

intoo a discretionary and a non-discretionary component. 

Secondly,, extraordinary items and extraordinary losses provide significant 

explanatoryy power over and above reported net income. Both the null hypothesis for 

H2aa of no relative value relevance and the null hypothesis of H2b of no incremental 

valuee relevance are rejected strongly for discretionary line items. In the case of 

discretionaryy accruals there was no statistical support for increases in incremental 

valuee relevance. This could either be due to the absence of an underlying economic 

realityy or due to the small effect size. The effects are very small and similar research 

byy Subramanyam (1996) uses much larger samples to get similar results with 

statisticallyy significant results. 

AA target based incentive structure is consistent with the aim to report sustainable 

levelss of earnings. The third hypothesis was formulated as: 

H3:H3: Earnings management is used to discretionarily smooth income 

Whenn managers attempt to report a level of earnings that is in line with their long 

rangee expectations they will use slack to increase earnings in years where they are 

beloww their expected long term levels and add to their slack in years they outperform 

theirr long run expectations. When earnings management is used to smooth the time 

seriess of earnings it should follow that time series correlations increase and that the 

underr and overshooting effects decrease. In order to examine the income smoothing 

effectss of earnings management the correlation structure between variables and over 

timee as well as first order differences were shown. Significant increases in 

smoothnesss of reported earnings were found to arise from the use of discretionary 

linee items. In addition, the results also showed a statistically significant increase in 

smoothnesss resulting from the addition of accruals over cash flows. This is in line 

withh the nature of the accrual process, but the results also showed that discretionary 

linee items have and additional income smoothing effect over and above the accrual 

process. . 
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Discussion Discussion 

Thiss study set out to examine earnings management in the Netherlands from a target 

basedd perspective to further the understanding of the phenomenon. Contrary to 

previouss research that emphasized specific items or incentives, the approach taken in 

thiss thesis started out from a set of assumptions about preferences about the positive 

valuee of slack to manage earnings and the desire for managed to meet or slightly 

exceedd earnings expectations. 

Discretionaryy line items, contrary to discretionary accruals, produce pronounced 

results.. The findings suggest that strong earnings management is likely to occur 

whenn firms are either doing very well or when they are doing very badly. Moreover, 

thee results also indicate that managers take an inter-temporal perspective when they 

intervenee in the reporting process. Earnings are only managed upward when this 

allowss them to meet their targets. A final result that is consistent with the inter-

temporall  view and the presented modeling is that income smoothing is associated 

withh earnings management. 

Inn the quote at the beginning of the thesis the president of the SEC calls the 

managementt of earnings a numbers game. He expressed the fear that the zeal to 

satisfyy expectations and project a smooth earnings path may lead to wishful thinking 

att the cost of faithful representation. 

Evidencee was presented here that supports the assertion that management and outside 

stakeholderss engage in an interactive process where management tries to convey 

expectationss which they subsequently try to meet when possible and where they use 

earningss management when this helps them. 

AA policy issue for the government would be whether the relatively flexible 

regulationss and lack of enforcement are desirable properties of accounting in the 

Netherlands.. The tradition of high professional standards and the emphasis on insight 

havee served well. 

However,, international harmonization of accounting standards and having stronger 

enforcementt mechanisms in place would make the Netherlands more in line with 

otherr parts of the world. 
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Thee regulations are likely to change to become IAS or US GAAP either by an EC 

directivee or as a result of stock market mergers. Enforcement could also be regulated 

onn an EC or stock market level. Either way the current flexible environment probably 

wil ll  change to be more in line with the UK and US, regardless of interventions by the 

regulatoryy institutions in the Netherlands. The decision for regulators should 

thereforee be more on whether the adoption of mandatory IAS compliance should be 

enforcedd now or to wait until it becomes a natural standard. One interesting way 

regulatorss could modify the current regulations is to make the Guidelines mandatory. 

Regardlesss of the laws, regulations and enforcement mechanisms the underlying 

incentivess will remain. This ultimately means that regulators can try to mitigate 

undesirablee effects but that earnings management will still occur as long as there is 

flexibilit yy in the reporting process. 

LimitationsLimitations and recommendations for future research 

Thee results in the empirical analysis are contingent on several limiting factors. The 

mostt obvious limitation is the quality of the earnings management proxy. Both the 

discretionaryy accruals methodology and the discretionary line items method have 

theirr drawbacks. In the empirical analysis it was seen that the discretionary accrual 

modelss behave very similar to total accruals, which either implies that all accruals 

aree discretionary or that the estimation models fail. The latter explanation is 

consistentt with US research that finds small effect sizes in large samples. The 

discretionaryy line items behave in line with expectations but here measurement error 

alsoo cannot be precluded. 

AA second limiting factor is the direction of causality. It was argued that earnings 

managementt increases the value relevance of reported earnings as measured by the 

associationn with buy and hold returns. However, there is an alternative explanation 

thatt could also explain the value relevance results. Instead of management adjusting 

earningss to reflect the state of the firm it could be that management adjusts earnings 

too influence market returns. This leads to the first suggestion for future research. 

Causalityy tests and simultaneous equation modeling could provide more insight in 

thee order of events. 
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Thee further suggestion for future research is on the relation between earnings 

managementt and income smoothing. It was found that the occurrence of earnings 

managementt is associated with increases in smoothness of earnings. Whether income 

smoothingg is the objective of earnings management or an implicit result could be 

analyzedd by a further examination of the motivation structure of earnings 

management. . 
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CHAPTERR 7: NEDERLANDSE SAMENVATTIN G 

(DUTCH) ) 

Inn gewoon spraakgebruik hebben begrippen als winststuring en creatief boekhouden 

eenn negatieve klank. Om een fenomeen te kunnen onderzoeken is een neutrale 

begripsbepalingg noodzakelijk. Binnen de wetenschap wordt van jaarrekeningbeleid 

gesprokenn indien het management bij het opstellen van de financiële rapportage 

rekeningg houdt met de consequenties van de keuzes. Daarnaast wordt er van 

winststuringg of 'earnings management' gesproken als er daadwerkelijk wordt 

ingegrepenn in het proces van verslaggeving om een bepaald doel te bereiken. 

Winststuringg is een interactief proces waarbij regelgevers, accountants, management, 

ondernemingenn en gebruikers allen een eigen rol spelen. De algemene 

onderzoeksvraagg is geformuleerd als: 

WatWat zijn de oorzaken en gevolgen van winststuring? 

Dezee algemene vraag is onderverdeeld in drie deelvragen die zich lenen voor 

hypothesee formulering en toetsing. 

Dee eerste vraag richt zich op het gedrag van winststuring voor verschillende niveaus 

vann presteren van de onderneming. Onderzoek van Abarbanell en Lehavy (2000) en 

DeGeorgee e.a. (1999) geeft aanleiding om te veronderstellen dat er een verband is 

tussenn het rendement dat door een onderneming wordt behaald en de mate waarin de 

winstt gestuurd zal worden. 

Dee tweede onderzoeksvraag heeft betrekking op de effecten van winststuring op de 

waarderelevantiee van financiële rapportage. Bij de hypothese toetsing wordt gebruik 

gemaaktt van marktvariabelen om de impact van winststuring op de relevantie van de 

externee verslaggeving te onderzoeken. 

123 3 



Dee derde onderzoeksvraag richt zich op de gevolgen van winststuring voor het 

verloopp van de winst in de tijd. Met name wordt hierbij het kunstmatig afvlakken van 

dee winst met behulp van winststuring in het onderzoek betrokken. 

VoorafgaandVoorafgaand onderzoek op dit terrein 

Err wordt bij het empirisch onderzoek vanuit gegaan dat verslaggevingssystemen 

keuzess laten aan het management over wat er wanneer in de rapportage wordt 

opgenomen.. Vooral de keuze van het tijdstip is hierbij vaak van belang. Jaarrekening 

beleidd is gedefinieerd als de verzameling beslisregels die bepalen wanneer en welke 

actiess ondernomen worden. Winststuring is vervolgens gedefinieerd als het bewust 

ingrijpenn in het proces van financiële rapportage om een bepaald doel te bereiken. De 

definitiee van Schipper (1989) is uitgebreid zodat ook financiële transacties die 

voornamelijkk tot doel hebben het beeld te beïnvloeden onder de definitie vallen. 

Binnenn de wetenschappelijke literatuur over winststuring zijn er twee stromingen te 

onderkennen.. De eerste stroming ziet financiële rapportage als een factor die van 

belangg is voor contracten en de tweede stroom legt meer nadruk op de informatie die 

alss zodanig overgebracht wordt. 

Binnenn de op contract theorie gebaseerde denkwijze wordt winstsruring verklaard 

doordatt expliciete en impliciete contracten belangen creëren die het voor 

managementt aantrekkelijk maken om de winst te sturen. Hierbij kan bijvoorbeeld 

gedachtt worden aan contractuele verplichtingen met de bank die aangegaan zijn bij 

hett opnemen van leningen of de afspraken over de beloning voor het management. 

Hett informatie perspectief ziet winst als één van vele signalen over de gang van 

zakenn met betrekking tot de onderneming. Binnen deze denkwijze is het getal dan 

ookk minder belangrijk. Winst is hier een signaal dat door management gebruikt kan 

wordenn om informatie over te brengen. Er wordt hierbij vanuit gegaan dat 

managementt de signaal functie van winst gebruikt om aan te geven wat hun lange 

termijnn verwachting is. 

Eerderr onderzoek analyseert een specifieke situatie waarbij duidelijk is in welke 

richtingg management de winst zal willen sturen. Een abstractere benadering die niet 
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uitt gaat van specifieke omstandigheden introduceert een algemeen geformuleerd 

richtpunt.richtpunt. Dit doel of richtpunt kan gezien worden als de optelsom van alle 

deelbelangenn tezamen. Onderzoek van DeGeorge e.a. (1999) heeft aangetoond dat er 

eenn rangorde in dit soort algemene richtpunten voor de winst is. Zij vonden dat 

managementt als eerste zal proberen om een verlies te voorkomen, en zelfs indien om 

mogelijkk hoger uit te komen dan de vorige periode en tenslotte zal pogen om aan de 

verwachtingg van de financiële markten te voldoen. 

Abarbanelll  (1999) introduceert een conceptueel raamwerk waarin de uitkomst van 

hett verslaggeving proces vóór winststuring, relatief tot de gewenste uitkomst, 

bepalendd is voor de richting van winststuring. 

Err wordt uitgegaan van een bepaalde hoeveelheid ruimte of rek die tot de 

beschikkingg van het management staat om de winst naar boven of beneden bij te 

sturen.. Indien de uitkomst vóór aanpassingen onder het doel uitkomt én er voldoende 

rekk is om het doel te halen zal de manager proberen de winst naar het doel te sturen. 

Indienn de rek onvoldoende is om het doel te halen zal de manager eerder de winst 

naarr beneden sturen en ruimte opsparen om in de toekomst wel de doelstellingen te 

halen.. Als de winst hoger uitkomt dan de doelstelling zal de winst naar beneden 

wordenn bijgesteld en ruimte voor de toekomst worden bewaard. Dus als de winst 

heell  hoog of heel laag is zal volgens Abarbanell de winst naar beneden worden 

gestuurdd en als de winst onder het gewenste niveau is zal deze omhoog worden 

bijgestuurd;; mist de rek voldoende is. 

InstitutioneleInstitutionele aspecten en het meten van winststuring 

Dee beslisruimte voor het sturen van de winst wordt voor een groot deel bepaald door 

hett accounting systeem en de institutionele factoren. De flexibiliteit van 

verslaggevingg verschilt van land tot land. Nederland wordt gezien als een relatief 

flexibell  land in vergelijking tot andere landen. De Nederlandse regelgeving is veel 

minderr restrictief dan bijvoorbeeld de regelgeving in de VS. Het verschil met de VS 

iss van belang omdat veel methoden om winststuring te meten daar ontwikkeld zijn 

voorr het analyseren van Amerikaanse data sets. Het is zeer goed denkbaar dat 

strengeree regels en controle er voor zullen zorgen dat er in de VS andere methoden 
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wordenn gebruikt om de winst te sturen. Dit heeft als gevolg dat ook andere 

meetmethodenn nodig zijn om de winststuring te schatten. 

Winststuringg is niet direct waarneembaar en zal dus benaderd moeten worden met 

behulpp van een proxy variabele. Enkel het gedrag alsof'de winst gestuurd wordt, kan 

gemetenn worden. Er zijn twee methoden om deze problematiek te benaderen. De 

eerstee methode richt zich op specifieke posten in de winst- en verliesrekening of 

veranderingenn in balansposten en concludeert dat deze posten een hoog beslisbaar 

gehaltee hebben en indien ze voorkomen ze het gevolg van winststuring zullen zijn. 

Dezee methode is relatief nauwkeurig in wat er gemeten wordt maar zal lang niet alles 

meenemen.. De tweede methode richt zich op stromen binnen de financiële 

verslaggevingg en poogt aan te wijzen welke stromen zich meer lenen voor 

winststuring.. De meest voorkomende exponent van deze manier van meten van 

winststuringg is de 'discretionary accrual' methode. Hierbij wordt getracht het 

normalee niveau van mutaties werkkapitaal plus afschrijvingen te schatten met behulp 

vann regressie modellen, vaak aangeduid als 'Jones Models'. De afwijking van het 

normalee niveau van mutaties werkkapitaal en afschrijvingen wordt als winststuring 

beschouwd.. Als het model perfect zou voorspellen wat een normaal niveau is van 

accrualss dan is het ook zeer nauwkeurig in het opsporen van afwijkingen. De 

kwaliteitt van deze modellen staat echter sterk ter discussie28. De 'discretionary 

accrual'' modellen zullen dus eerder een globaal beeld geven van de omvang van de 

winststuringg dan een nauwkeurige schatting van het precieze bedrag. 

Doorr de strengere regelgeving in de VS zullen accruals daar waarschijnlijk een 

groteree rol spelen dan in Nederland omdat er in Nederland veel andere alternatieven 

openn staan. In Nederland zit de flexibiliteit vermoedelijk meer in de buitengewone 

batenn en lasten, de reorganisatie voorziening en in stelselwijzigingen. 

Additionelee complexiteit wordt veroorzaakt doordat niet alle interventies in de 

externee verslaggeving van dezelfde aard zijn. Er kan een onderscheid gemaakt 

wordenn tussen eenmalige interventies en 'reverting' of omdraaiende interventies. Het 

realiserenn van een boekwinst levert een eenmalige stijging op van de winst, een 

reorganisatiee voorziening wordt eerst gevormd en loopt vervolgens weer leeg. De 

boekwinstt is eenmalig en de mutaties reorganisatie voorziening zijn verschuivingen 

288 Zie Guay, Kothari and Watts (1996) 

126 6 



overr tijd die tot tegengestelde effecten in volgende perioden leiden. Combinaties van 

terugkerendee en niet terugkerende posten kunnen er toe leiden dat bijvoorbeeld de 

nettoo winst niet of nauwelijks beïnvloed wordt maar dat de voorraad rek in de 

externee verslaggeving wel beïnvloed wordt. Empirische analyse die enkel kijkt naar 

geaggregeerdee maatstaven meet in een dergelijk geval dus niet het effect van 

winststuringg omdat enkel naar het netto effect in de beschouwing wordt betrokken en 

niett de mutaties in de voorraad rek. 

EmpirischEmpirisch onderzoek 

Hett empirisch onderzoek heeft als doel om de drie deelvragen uit de centrale 

vraagstellingg empirisch te toetsen. De eerste onderzoeksvraag richt zich op het 

verbandd tussen performance en winststuring. Indien de door Abarbanell (1999) 

beschrevenn mechanismen inderdaad van toepassing zijn valt te verwachten dat bij 

extremee performance de winst naar beneden zal worden gestuurd. De tweede 

onderzoeksvraagg bekijkt de consequenties van winststuring voor de relevantie van 

financiëlee rapportage. Tenslotte wordt in de derde vraagstelling aandacht besteed aan 

hett verband tussen winststuring en winstegalisatie. 

Dee steekproef bestaat uit 611 ondernemingsjaren over de periode 1988-1997. Per 

casee zijn hiervoor data verzameld uit jaarrekeningen en marktgegevens zoals 

opgenomenn in DATASTREAM. Bij het onderzoek naar specifieke posten die 

beslisbaarr van aard zijn bleek dat stelselwijzigingen lastig te kwantificeren effecten 

haddenn voor het betreffende boekjaar. Tevens bleek dat reorganisatie voorzieningen 

eenn relatief grote impact hadden op de netto winst in vergelijking met andere posten. 

Daarnaastt is tevens geconstateerd dat buitengewone baten en lasten vaak tezamen 

voorkomenn en dus gedeeltelijk eikaars effect op de netto winst teniet doen. 

Omm het verband tussen winststuring en de prestaties van de onderneming te 

onderzoekenn is de eerste hypothese geformuleerd als: 

Hl:Hl:  Winststuring zal in sterkere mate voorkomen in de buitenste kwartielen 

verdeeldverdeeld naar ondernemingsprestaties 
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Dee eerste hypothese is onderzocht met behulp van descriptieve grafische analyse en 

univariatee toetsen. Opvallend resultaat is dat de buitengewone lasten werden 

gemaskeerdd door even grote buitengewone baten bij de relatief slecht presenterende 

ondernemingen.. Voor de best presenterende werden de buitengewone lasten echter 

niett gemaskeerd door buitengewone baten. Dit is een aanwijzing dat indien de winst 

laagg uitvalt het creëren van rek in de externe verslaggeving wordt gemaskeerd met 

buitengewonee baten en dat indien er relatief hoge winsten worden gehaald het doel 

vann de interventie eerder het drukken van de gerapporteerde winst is. 

Dee samengestelde maatsaf voor de specifieke posten methode laat een omgekeerd 

verbandd zien met de winst vóór winst struring. Bij lage winsten verhogen de 

beslibaree posten de winst en bij hoge winsten verlagen de beslisbare posten de winst. 

Dee accruals zijn op een vergelijkbare wijze geplot en getest voor zowel de beslisbare 

accrualss volgens diverse varianten van het Jones Model als de totale werkkapitaal en 

afschrijvingenn accruals. Hieruit valt duidelijk waar te nemen dat er nauwelijks 

onderscheidd is te maken tussen totale accruals en beslisbare accruals. Dit is een 

duidelijkee aanwijzing dat de Jones Modellen niet erg effectief zijn. 

Samenvattendd kan gesteld worden dat er steun wordt gevonden voor de eerste 

hypothesee bij de specifieke posten methode en dat er duidelijke aanwijzingen zijn dat 

dee uitkomsten van de accrual modellen onbetrouwbaar zijn. 

Dee resultaten zijn in grote lijnen in overeenstemming met Abarbanell en Lehavy 

(2000)) echter met één opmerkelijk verschil. In dit onderzoek is er duidelijk sprake 

vann het maskeren van buitengewone lasten met buitengewone baten. Dit is door 

Abarbanelll  (2000) niet aangetroffen. Een mogelijke verklaring hiervoor is dat de 

wetgevingg in Nederland hier meer mogelijkheden voor biedt dan de wet en 

regelgevingg in de VS. 

Dee tweede set hypothesen stelt dat winststuring zowel relatieve als incrementele 

waardee relevantie bevat. Er is sprake van relatieve waarderelevantie indien een 

variabelee meer zegt over de waarde dan een andere variabele. Er is sprake van 

incrementelee waarderelevantie indien een variabele als winststuring additionele 

informatiee bevat boven andere componenten van de winst. Indien er steun wordt 

gevondenn voor deze hypothesen betekent dit dat winststuring managers beter in staat 
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steltt om de gebeurtenissen over de verslaggevingperiode te beschrijven. De 

hypothesenn zijn als volgt geformuleerd: 

H2a:H2a: Winststuring heeft relatieve waarderelevantie 

H2b:H2b: Winststuring heeft incrementele waarderelevantie 

Omm deze hypothesen te toetsen is een aantal waarderelevantie toetsen uitgevoerd met 

behulpp van regressie modellen en niet geneste hypothese toetsen. Het eerste 

belangrijkee resultaat uit deze analyses is dat accruals waarderelevantie toevoegen aan 

operationelee kasstromen. Het uitsplitsen van de accruals in een beslisbaar en een niet 

beslisbaarr gedeelte leverde geen additionele informatie op. Daarnaast is ook 

geblekenn dat buitengewone lasten significant meer informatie verschaffen boven de 

gerapporteerdee netto winst. 

Zowell  de nulhypothese voor H2a, van geen relatieve waarderelevantie en de 

nulhypothesee voor H2b van geen incrementele informatie worden verworpen. 

Winststuringg verhoogt gemiddeld dus de waarderelevantie van de netto winst. 

Winstegalisatiee zou een van de motieven kunnen zijn waarom management de netto 

winstt in een bepaalde richting zou willenn sturen. De derde hypothese is geformuleerd 

als: : 

H3:H3: Winststuring wordt gebruikt voor het egaliseren van de winst 

Indienn de winst gestuurd wordt met als doel deze te egaliseren dan zou het verband 

tussenn perioden moeten toenemen en het hoger en vervolgens weer lager uitkomen 

dann het lange termijn rendement moeten afnemen. Wat dit statistisch betekend is dat 

dee correlatie zou moeten toenemen door de toevoeging van winststuring en de 

correlatiee van eerste orde verschillen zou moeten afnemen. Beide effecten zijn 

waargenomenn en zijn statistisch significant voor de specifieke posten methode. Er is 

bijnaa geen verschil aangetroffen voor de methode die gebruik maakt van accrual 

modellen.. De netto winst voor aanpassingen op basis van de accrual methode 

vertoontt sterke gelijkenis met operationele kasstromen. 
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Dee derde nulhypothese wordt verworpen en het alternatief van winststuring ter 

egalisatiee van de winst wordt geaccepteerd. Hierbij dient wel de kantekening 

gemaaktt te worden dat ook andere doelstellingen van winststuring, zoals het 

voldoenaann de winst verwachting, egalisatie tot gevolg kunnen hebben. 

DiscussieDiscussie van de resultaten 

Inn tegenstelling tot eerder onderzoek is er binnen dit proefschrift niet van specifieke 

situatiess uitgegaan waarin van tevoren valt te voorspellen in welke richting de winst 

zall  worden gestuurd door de aard van de expliciete of impliciete contracten. 

Dee analyses geven sterk afwijkende resultaten voor de specifieke posten methode 

versuss de accrual methode. De specifieke posten methode laat duidelijke resultaten 

zienn die consistent zijn met de verwachtingen. De accrual methoden hebben of 

marginalee effecten of meten helemaal niets. Winststuring komt vaker voor bij de 

groepenn met, of relatief hoge performance, of relatief lage performance. De 

middengroepp vertoont significant minder winststuring. Het proefschrift begint met 

eenn citaat van de voorzitter van de SEC die zijn zorgen uitspreekt over 'the numbers 

game'.. Het spel tussen management, analisten en andere betrokkenen zou er toe 

leidenn dat het doel, zoals de winst verwachting, belangrijker wordt dan de rapportage 

vann de werkelijke cijfers. Als de waarderelevantie testen een juist beeld geven neemt 

gemiddeldgemiddeld de relevantie eerder toe dan af door de toevoeging van winststuring aan 

hett gerapporteerde resultaat. Het probleem zit hier mijns inziens in dat het hier een 

gemiddeldee betreft. Ondernemingen die goed functioneren en presteren zullen 

verantwoordelijkk omgaan met de geboden ruimte. Ondernemingen die in moeilijk 

vaarwaterr zitten, zullen de vrijheid eerder gebruiken om de realiteit om te buigen 

naarr hun wensen. 

Winstegalisatiee blijkt sterke verbanden te vertonen met winststuring. Ook als 

egalisatiee niet het doel is volgt het alleen al uit het constant houden van het richtpunt 

waarheenn de winst wordt gestuurd over tijd. 

130 0 



APPENDIXAPPENDIX A: INDUSTRY CODING 

11 Construction 

BAMM Groep 
Boskalis s 
HBG G 
Kondorr Wessels 
Nagron n 
NBMM Amstelland 
Volkerr Stevin 

22 Food 

Bols s 
BolsWessanen n 
CSM M 
Gist-Brocades s 
Grolsch h 
Heineken n 
Numico o 
Unilever r 
Wessanen n 

33 Publishing 

Polygram m 
Reedd Elsevier 
Rotoo Smeets 
VNU U 
Wegenerr Arcade 
Wolterss Kluwer 

44 Industria l firm s 
Aalbertss Industries 
ACF F 
Akzoo Nobel 
ATAG G 
Buhrmann-Tetterode e 
Draka a 
DSM M 
Hoekk Machinefabrieken 
Hoogovens s 
Hunterr Douglas 
IHCC Caland 
KNPBT T 

Kon/SHELL L 
NKF F 
OCE E 
Philips s 
Porceleynee Fles 
Sphinx x 
Stork k 
Tenn Cate 
VRGG Groep 

55 Transport 

Franss Maas 
KLM M 
NedLloyd d 
Pakhoed d 
Vann Ommeren 

66 Wholesale 

Ahrend d 
Beers s 
Brocacef f 
Hagemeyer r 
Intematio-Muller r 
Koppelpoort t 
Landréé & Glinderman 
LCI I 
RCMA A 

77 Retail 

Ahold d 
Athlon n 
Dee Boer 
KBB B 

88 Services 

Capp Gemini 
Fugro o 
Getronics s 
Krasnapolsky y 
Ordina a 
Randstad d 
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APPENDIXAPPENDIX B: USED SYMBOLS 

Tl l 
y y 
E E 
MV V 
4K K 
ai i 
a a 
A A 
C C 

u u 
E E 
T T 
k k 
DA A 
TA A 
CA A 
CL L 
Cash h 
STD D 
Dep p 
A A 
NDA A 
REV V 
PPE E 
REC C 
ALL L 
NALL L 
DALL L 
NPA A 
Loan n 
CO O 
WRITEOFFi i 
assetss at 

©i i 
YEARR MONTH 
MARKET T 
IND D 
DMYACG G 
DMYACGT T 
ACG G 
EXG G 
EXL L 
EXI I 
DI I 

== information system 
== signal 
== expected value 
== monetary value 
== probability of state i 
== action j 
== optimal act 
== set of mutually exclusive acts 
== outcome of action 
== utility 
-- earnings 
== target 
== cost 
== discretionary accruals 
== total accruals 
== current assets 
== current liabilities 
== cash and cash equivalents 
== short term debt 
== depreciation 
== total assets 
== non discretionary accruals 
== revenue 
== gross property plant and equipment 
== receivables 
== allowance for loan losses 
== non discretionary portion of the loan loss account 
== discretionary component of the loan loss account 
== non performing assets 
== loans outstanding 
== charge-off s 
== pre-tax amount of the write-off deflated by firm i's total 

thee end of the prior year 
-- the set of factors affecting firm i's write-off decision 
== year with the majority of months for a reporting period 
== market where the stock of a firm is traded 
== industry grouping dummy 
== dummy for accounting change 
== dummy for type of accounting change 
== amount of the accounting change 
== extraordinary gains 
== extraordinary losses 
== extraordinary items 
== discretionary line items 



== change in restructuring provision 
DBLCC = correction for double count in discretionary line items 
DIDCC = discretionary line items after double count correction 
22 = the addition of 2 to the variable name indicates that the total 

accrualss variable includes changes in restructuring provision 
JONN = the JON prefix indicates that the data was estimated using a 

standardd Jones Model 
MJOO = the MJO prefix indicates that the data was estimated using a 

Modifiedd Jones Model 
INDD = the IND prefix indicates that the data was estimated using a 

standardd Jones Model by sector 
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APPENDIXAPPENDIX C: NOTES ON STATISTICAL METHODOLOGY 

Thiss appendix provides some brief explanation of the tests used in this thesis that are 

nott part of the standard statistical software. In particular two tests are discussed here. 

Firstt a brief overview is given of testing non-nested hypotheses with the use of 

Vuongg Z-statistics is given. Vuong Z-scores are the standard methodology for 

comparisonn of different regression models in a value relevance setting. Second, the 

testingg of significant differences in correlation coefficients as used in the income 

smoothingg analyses is discussed. 

VuongVuong Test 

Thiss test is used to determine whether one model provides a statistically better fit 

thenn another model with the same dependent variable. When independent variables 

aree compared using different regression models the test for significance is based on 

non-nestedd hypotheses. Using a likelihood ratio to express the difference in fit  as a Z-

score,, models can be compared and tested. The procedure for computation is as 

follows: : 

Runn the following two regressions: 
A)) BHR = a + b NDE + e (NDE calculated for some EM proxy) 
B)) BHR = a + b NI + e 

Gatherr the following variables 
a.. RSSNDE, RSSNI 
b.. eNDE, i, eNi, i 
c.. n 

Calculatee m\ with the following formula 

mmii =- log RSS> RSS> 
RSS, RSS, 

n n 
++ — 

2 2 

{e{e 2) (e 2V 
RSS> RSS> RSS> RSS> 'NDE'NDE " " " W 

Summarizee m, for sample. This yields the likelihood ratio 
Too estimate the standard deviation regress m; on unity with a NOORIGIN regression. 
Thee coefficient will be equal to: 

2" l 0 g g 'RSS'RSSK K 

299 The explanation below is based on Dechow 1994. A more detailed discussion can be found in 
Vuongg (1989) 
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andd tells us the mean difference in explanatory power between NI and NDE 

Obtainn the Z statistic with the following conversion 

ZZ = t -value*\ ( » - i ) / " 2 2 

AA positive and significant Z value implies that the NI is the model of choice. 

TestTest ofequatlity of two correlations 

Forr the third hypothesis in the empirical analysis a test is used to determine whether 

correlationss differ significantly. The test described below uses a Fischer Z-transform 

too express the difference in coefficients in terms of a Z-score. The null hypothesis is 

expressedd as: 

HH00:p:pll==  p2 

Nextt the Fischer transformation is applied: 

Z,=i [ log( ll  + r ) - log( l - r )] 

Vw-3 3 

Thiss is an insensitive test to decide whether two correlations have different strengths. 

30 0 Moree information can be found in: Cohen, J and P. Cohen (1983) 
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Onee of the most important pieces of financial information to investors 
andd other stakeholders is the net earnings. This number can be seen 
ass an aggregate measure of the firms' performance over the reporting 
period.. However, the outcome of the reporting process, the net earnings, 
iss open to discretionary choices by management. The purposeful 
interventionn in the reporting process is known as earnings management. 
Thiss dissertation examines causes and consequences of earnings 
management.. In the empirical analysis the relationship between earnings 
managementt and performance, the effect of earnings management on 
thee value relevance and the relationship between earnings management 
andd income smoothing are hypothesized and tested. 
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