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Abstract

This paper reviews earnings management literature from the perspective of the financial statement analyst. The
analyst will want to know if the company being analyzed is likely to have manipulated or managed the financial
statement numbers, which numbers in the financial statements are most likely to have been managed, and the
magnitude of the management.

For several decades researchers have been documenting the manipulation or management of financial statement
numbers. They have documented various management devices and a host of contexts that provide incentive to
manage. Yet, this review reveals that an individual analyst, working to understand a single company, has little to
guide him or her in assessing the probability that the firm under consideration has managed financial statement
numbers, which numbers may have been managed, and to what extent they may have been managed. While much
work has been done and many papers published, the hard work of making the research useful to the financial
statement user remains to be done.
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1. Introduction

The analyst has the task of estimating a firm’s value by analyzing the financial statements of the company. She
reaches into her analysis tool kit and pulls out some familiar tools with which to work, e.g., a horizontal analysis, a
vertical analysis, ratio analysis, industry norms, etc. She plans to calculate the present value of the future cash stream
by using a measure of income and a growth factor. She also plans to calculate value using comparable companies and
a price to earnings ratio.

She has recently heard about earnings management research, that firms have been shown to manipulate earnings in
some circumstances to the benefit of the firms or the firms’ managers. She wonders how that earnings management
has affected the numbers in the financial statements she is examining. She asks, “Is the company I am analyzing
likely to have manipulated financial statement numbers to a significant extent? Which numbers are likely to have
been manipulated? What is the likely magnitude of the manipulation?” She wonders if she should adjust the reported
income or the growth factor in her models. If she chooses comparable companies using common financial ratios like
return on assets, inventory turnover, or debt-to-equity, which of those ratios will have been effected by earnings
management and by how much?

For several decades researchers have been documenting the manipulation or management of corporate financial
statement numbers. They have documented various manipulation devices and a host of contexts that provide
incentive to manipulate. Healy and Wahlen (1999), Fields et al. (2001), and Xu et al. (2007), review this research.
The purpose of this paper is to review the earnings management literature from the perspective of the financial
statement analyst. What does the literature say about which firms are likely to have managed financial statement
numbers, which numbers are likely to have been managed, and what amount of management should be expected for
those numbers.

The earnings management literature has shown that firms manage earnings in most all the contexts that would be
expected, i.e., those contexts in which the management of earnings provides some advantage to the managers or to
the firm. The literature does not, however, indicate the prevalence of management across firms. While it has been
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shown statistically that firms in a given context are more likely to manage earnings in a predictable fashion, it has not
been shown how many of the firms in the sample manage earnings or how to predict which companies will manage
and which will not. The literature documents a number of financial statement numbers that are manipulated. The
literature says little about which numbers are manipulated in a given context and by how much.

This paper is not a criticism of the earnings management literature or of earnings management researchers. It notes
that the research is of little relevance to the financial statement analyst and suggests another avenue of research that
would be more relevant to the analyst’s needs.

2. What Is Meant by Earnings Management?

This paper defines earnings management as the use of accounting discretion, intentional accounting misstatement, or
use of real transactions to alter the numbers reported in the financial statements to influence outcomes that depend on
reported accounting numbers. Changing depreciation methods to maintain ratios used in debt contracts is an example
of using accounting discretion to influence an outcome that depends on reported numbers. Reporting sales before
work is completed in order to meet performance goals is an example of using deliberate misstatement. Deferral of
machine maintenance to meet analyst forecasts is an example of altering real transactions to influence the numbers
reported in the financial statements.

3. Which Firms Manage Earnings?

Research suggests earnings management in a considerable number of contexts. Earnings are managed to meet
earnings benchmarks. Burgstahler and Dichev (1997) and others document earnings management to meet earnings
benchmarks finding unusually low frequencies of small decreases in earnings and small losses and unusually high
frequencies of small increases in earnings and small positive incomes. While subsequent researchers have found
alternative explanations for the discontinuity in earnings around zero (e.g. Dechow et al. 2003; Durtschi and Easton
2009), earnings management remains the best explanation of the discontinuity around other benchmarks. Others
document earnings management to meet analyst expectations (Payne and Robb 2000; Cohen et al. 2008) and
management earnings forecasts (Kasnik 1999).

Research provides evidence of earnings management to the direct benefit of the manager. Earnings are managed to
affect management compensation from bonus plans (e.g., Healy 1985, Gaver et al. 1995; Guidry et al. 1999) and
from stock and stock option values (e.g., Bergstresser and Philippon 2006). Perry and Williams (1994) show that
firms manage earnings down prior to management buyouts to lower stock prices and thus the price of the buyout, and
Park and Park (2004) show that firms manage earnings up prior to insider sales to increase the proceeds of those
sales.

Research has shown that earnings are managed in predictable ways prior to debt covenant violations (e.g., Sweeney
1994; Jaggi and Lee 2002). Firms make income-increasing accounting choices to avoid the default and
income-decreasing accounting choices if the debt is to be restructured or renegotiated. Firms continue to make
income-decreasing accounting choices after a technical default if they are in debt renegotiation (e.g., Saleh and
Ahmed 2005). Earnings are managed in predictable ways by healthy firms (Peltier-Rivest and Swirsky 2000), by
firms reporting continuing losses (Callen et al. 2008), and by firms that are failing (e.g., Rosner 2003; Charitou et al.
2007; and Lara et al. 2009). Even in healthy firms, the closer the firm is to violating debt-covenant provisions the
more likely it is to make income-increasing accounting choices. Firms with continuing losses are often valued based
on the level and growth of revenue. The longer the past and anticipated string of losses the more likely these firms
are to overstate revenues. Firms manipulate earnings up in years preceding a bankruptcy filing.

Earnings are managed in anticipation of major transactions or negotiations. Earnings are managed up by firms before
share-for-share corporate acquisitions (e.g., Erickson and Wang 1999; Bergstresser et al. 2006; Botsari and Meeks
2008), before initial public offerings (Friedlan 1994; Aharony et al. 1993) and before seasoned equity offerings (Teoh
et al. 1998; Cohen and Zarowin 2010). Peltier-Rivest and Swirsky (2000) find evidence that firms manage earnings
down in anticipation of labor union negotiations.

Research suggests that earnings are managed to smooth the earnings stream over time. Earnings are smoothed to
avoid a temporary decrease in earnings (Hand 1989). They are smoothed in anticipation of future earnings (DeFond
and Park 1997). Oil firms smooth earnings to lower income during times of high oil prices (Han and Wang 1998).

Evidence indicates earnings management before or after significant events. For example, earnings are managed down
after nonroutine executive changes, especially in firms experiencing financial distress (e.g., Pourciau 1993;
Peltier-Rivest 1999). Earnings are managed down by firms in court and subject to large punitive damage awards
(Hall and Stammerjohan 1997).
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Earnings are managed due to governmental regulation. Ahmed et al. (1999) show that earnings are managed to meet
regulatory requirements. Gaver and Paterson (2000) show that earnings are managed to circumvent regulatory
oversight.

There are a number of other contexts in which the research reveals that firms manage earnings. No all of them are
summarized. What is summarized should help analysts in their search for any plan, event, or circumstance in which
manipulating earnings would benefit the firm or its managers. If such exist, then there is an increased likelihood of
manipulation. On the other hand, not all firms facing these incentives will manipulate earnings. Klein (2002)
demonstrates that there are factors that mitigate the incentive to manage earnings, e.g. audit committee and board of
director characteristics. Dhaliwal et al. (1982) demonstrate that accounting choices will vary by the extent of
manager vs. owner control of the firm. Barton and Simko (2002) show that firms that have managed earnings up in
recent periods have less flexibility to manage earnings up in the current period.

For the analyst, there is little help in determining the likelihood that an individual company under consideration has
manipulated its earnings. While the research has shown statistically that there is manipulation in the predicted
direction, it has revealed neither the proportion of firms that manipulate in a given context nor the means to identify
the ones that do. Beneish (1999) is a good step in the direction of offering the financial analyst a tool to predict if a
company is managing earnings. Studying a sample of firms that were required to restate earnings, he creates a model
to detect which firms manage earnings. He finds that unusual increases in receivables, deteriorating gross margins,
decreasing asset quality (measured as noncurrent assets other than property-plant-and-equipment divided by total
assets), sales growth, and increasing accruals are indicative of earnings management. However, there is also the
possibility that some firms just do not manage earnings. Knowing that firms are more likely to manage earnings in a
given context does not help the analyst to understand the earnings management behavior of the company under
review.

4. Which Numbers are Managed?

Researchers have generally focused on the manipulation of earnings, hence the term “earnings management.” In
analyzing financial statements, the analyst will be interested not only in the management of earnings, but also in how
individual components of earnings and important balance sheet numbers have been affected by the manipulation as
well. Research indicates management of several financial statement items. In general, the research indicates that
items of income that can be managed are managed.

The items of income most often used in earnings management models are accruals measured as the difference
between operating income and operating cash flows. Discretionary accruals are measured as the accruals that cannot
be explained by a change in sales and the level of fixed assets. Thus, the accruals measure will capture changes in
any number of expenses, some revenues, and changes in various working capital accounts. Other than demonstrating
that income was increased or decreased, it does little to help the analyst in identifying which financial statement
numbers were changed.

Marquardt and Wiedman (2004) demonstrate that the components of accruals that get manipulated vary by context in
predictable ways. Firms issuing equity manage accruals by increasing revenue and decreasing depreciation expense.
Firms managing accruals to reach an earnings benchmark use one-time special items to increase income. Thus, it can
be seen that individual accruals used to manage earnings vary by context. On the other hand, there is little research
documenting the devise used by context.

Other than accruals, research has tested a number of other vehicles for managing accounting numbers and has
revealed additional detail of the numbers manipulated. Sweeney (1994) demonstrates that changes to pension
assumptions, inventory method, depreciation method and estimates, as well as LIFO liquidations are used to manage
earnings. Research has demonstrated the management of write-offs and other one-time special items (Pourciau 1993),
bank loan loss provisions (Ahmed et al. 1999), gains from asset sales (Bartov 1993; Hermann et al. 2003), and
pension costs (Thomas and Tung 1992; Bergstresser et al. 2006). Research findings are also consistent with
management of earnings through management of real transactions that increases sales through discounting or more
lenient credit terms, decreases cost of goods sold through increased production, or decreases discretionary expenses
like advertising, research and development, and maintenance (Roychowdhury 2006; Cohen and Zarowin 2010).

As a result of the earnings management research the analyst will understand that some firms manipulate accounting
numbers to manage earnings and that the vehicles chosen for manipulation vary in predictable ways. Other than the
earnings number, however, it is not known in any given context which numbers are likely to have been manipulated.
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5. What is the Magnitude of the Management?

If the financial statement analyst does not know the likelihood that the firm under consideration has managed its
earnings, and doesn’t know which numbers are most likely managed, the question of the magnitude of the
management for the individual firm is moot from the standpoint of the analyst. However, a general sense of
magnitude of earnings management is available in the research. Understanding the magnitude of the manipulation
helps us understand the need to provide the analyst with tools to undo the manipulation in analysis.

Table 1. Magnitude (in absolute value) of accrual management as a percentage of beginning assets

Authors Context of Earnings Management Mean % Median %
Charitou et al. (2007) Failing firms 7.6 4.6

Cohen and Zarowin (2010) Seasoned equity offerings 1.4
DeFond and Park (1997) Smoothing  earnings based on earnings 4.4 32

expectations

Guidry et al. (1999) Manager bonus 9.1 3.5
Kasznik (1999) Managers’ earnings forecasts 1.3 1.0
Marquardt and  Wiedman Equity offerings 3.0 1.5

(2004) Avoiding an earnings decrease 0.7 0.8

Saleh and Ahmed (2005) Debt covenant violations and negotiations 23.5 17.3

Table 1 contains examples of earnings management magnitudes found in the research referenced earlier in this article.
To make the information comparable across studies, only those studies that measured earnings management using
discretionary total accruals are included. The papers typically present several models. The model results chosen are
those results on which the papers’ authors focused and those that demonstrated the greatest amount of earnings
management. This discussion focuses on medians because they are less likely than means to be influenced by
extreme observations.

On the high end, notice that the median discretionary accrual for firms with debt covenant violation and negotiations
with creditor is 17.3 percent of total assets. It might be expected that earnings management would be high in such
an extreme situation as a firm in violation of its debt covenants and in negotiation with its creditors. At the low end
are those firms that manage earnings to meet an earnings benchmark. Median discretionary accruals for these firms
are about one percent of assets. To put these findings in perspective, a firm with $100 million dollars of assets could
erase a $1 million dollar loss or a $1 million dollar earnings disappointment with the median discretionary accrual.

6. Conclusion

From extant research, the analyst understands that there is an increased likelihood of earnings management in any
context in which earnings management will provide an advantage to the managers or the firm. The analyst also
understands that researchers have documented earnings management in a host of contexts. The analyst also knows
that various qualities of the firm will mitigate the incentive to manipulate. From the research the analyst will
recognize that there is a host of vehicles available to manage earnings and that the choice of vehicle to manipulate
earnings varies across firms in predictable ways. The analyst also understands that the magnitude of earnings
management documented is considerable.

While much valuable research has been done relative to earnings management to increase our knowledge of the
contexts and methods and influencing factors of earnings management, from the perspective of the user of the
financial statements, the value of the research is modest at best. This is not meant as a criticism of the academic
literature or researchers. Researchers have had a different focus.

These findings indicate a potentially fruitful course for future research in earnings management. A focus on the needs
of analysts opens up a whole new direction for the research. Since we know many of the incentives to manage
earnings and items that mitigate those incentives, researchers could develop a model that directly predicts the amount
of management in reported earnings. Researchers could also develop models that will predict which financial
statement numbers are manipulated in given contexts and the magnitude of that manipulation.
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