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Introduction 

Historically, bubbles are followed by crashes, which in turn are 
followed by punitive legislation.  The 1999–2003 era is fully 
consistent with this pattern…. (Coffee, 2003a, p. 46) …During 
the collapse of the high tech bubble in 2000 and 2001, publicly 
held firms audited by the Big Five fell by over $1 trillion in 
market value. (Coffee, 2003a, p. 66) 

 
The accounting scene in the United States changed dramatically at the 

beginning of the twenty-first century.  The prosperity of the late-twenty-
century stock markets attracted small investors as well as large ones.  Lynn 
Turner, (2001b), cites a 2000 study that finds that in 1998, some 43.6% of 
the adult population owned shares (84 million shareholders). 

These stockholders come from all walks of life, young and old, rich 
and not so rich.  …  And interestingly, half of those stockholders have 
income of less than $57,000 and only 18 percent have family incomes 
that exceed $100,000. Indeed, the average stockholder today is the 
average American who lives next door, is your aunt or uncle, a 
close friend or family member.  (Turner, p. 1, emphasis added) 

With the bursting of the Internet bubble in 2000, the previously bullish 
stock markets became bearish, and the ugly truth eventually caught up 
with companies that allegedly tried to obscure unpleasant reality in their 
accounting reports.  The first big scandal occurred in 2000, when Xerox 
revealed that it had overstated profits by $1.4 billion over a 4-year period.   
Unfortunately, Xerox was not an isolated instance.  Twenty large and 
highly publicized scandals followed between October 2001 and the enact-
ment of Sarbanes-Oxley Act of 2002, including those involving World-
Com, Adelphia, Tyco, and Global Crossing (see figure 1 in Cohen, Dey, 
and Lys, 2005a).  The corporate meltdowns in the wake of the scandals 
caused hundreds of millions of dollars in losses to investors.  The largest 
collapse was that of WorldCom in May 2002, with estimated losses ap-
proximating $180 billion.  

Besides accounting scandals, the current era is marked by the fall of the 
audit firm that prepared Enron’s financial statement, Arthur Andersen 
LLP.  Andersen, which was the fifth-largest accounting firm in the world,  
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collapsed because the company’s Dallas office shredded documents perti-
nent to the Congressional investigation of Enron’s bankruptcy.1  These 
scandals shook the faith of investors in the integrity of the capital markets.  
The government stepped in through the enactment of the Sarbanes-Oxley 
Act of July 2002,2  which is implemented by rules laid down by the Secu-
rity and Exchange Commission (SEC) and strengthened by rule-making in 
individual states (see the Introduction to Part 2). 

The Demand for Earnings Management Research 

The new environment raises a host of questions that are of concern to aca-
demics, regulators, and practitioners.  In this book, we restrict our attention 
to those that are concerned with firms’ earnings management practice.  
Earnings management can be loosely defined as a strategy of generating 
accounting earnings, which “is accomplished through managerial discre-
tion over accounting choices and operating cash flows” (Phillips, Pincus, 
and Rego, 2003, p. 493).  Earnings management is an umbrella for acts 
that affect the reported accounting earnings or their interpretation, starting 
from production and investment decisions that partly determine the under-
lying economic earnings, going through the choice of accounting treatment 
and the size of accruals when preparing the periodic reports, and ending in 
actions that affect the interpretation of the reported earnings, such as pre-
senting non-GAAP earnings (commonly known as pro forma earnings) and 
asking the auditor who prepares an opinion casting doubt on the firm’s 
ability to remain a “going concern” not to use the term (Butler, Leone, and 
Willenborg, 2004, footnote 2). 

The accounting debacles of the current era have driven demand for two 
types of research.  The first strand—as exemplified by, Healy and Palepu 
(2003),3 Coffee (2003a),4 and Ronen (2002a,b,c)5—makes suggestions for 

                                                      
1 On October 16, 2001, Enron Corp. announced that it was reducing its after-tax 

net income by $544 million and its stockholders’ equity by $1.2 billion.  On 
November 8, Enron reduced stockholders’ equity by an additional $508 million 
by restating its previously reported net income for the years 1997–2000.  Within 
a month, equity was lower by $1.7 billion (18% of the $9.6 billion previously 
reported on September 30, 2001).  On December 2, 2001, Enron filed for bank-
ruptcy under Chapter 11 of the United States Bankruptcy Code.   

2 The official title of the Act is the Public Company Accounting Reform and In-
vestor Protection Act of 2002. 

3 Healy and Palepu argue for transforming the audit committee of the board of di-
rectors into a ,,transparency  committee that provides investors the information ,,
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improvements. The second strand attempts to make sense of the earnings 
management phenomenon (e.g., Demski, 2002; Coffee, 2003b; Dechow 
and Schrand, 2004; Erickson, Hanlon, and Maydew, 2004; Yaari, 2005; 
Ronen, Tzur, and Yaari, 2006; Ronen and Yaari, 2007).  According to 
these researchers, if we know why earnings management takes place, and 
how it is achieved, we will be able to uproot it.  Erickson, Hanlon, and 
Maydew (2006) elaborate on the demand for this sort of research: 

Some of the largest alleged accounting frauds in history occurred in 
the last several years, leading to the well-known upheaval in the ac-
counting industry and sweeping legislative and regulatory changes. 
These events have left legislators, regulators, practitioners, and aca-
demics searching for answers about the causes of these alleged frauds. 
Understanding the underlying forces that gave rise to the alleged 
frauds is a necessary precursor to effectively preventing future oc-
currences. Many have suggested that the explanation lies in the incen-
tives and opportunities for personal gain faced by executives. (p. 113, 
emphasis added) 

Understanding earnings management may also reveal that not all earn-
ings management is bad, so taking action to uproot the undesirable variety 
runs the risk of “throwing the baby out with the bath water.”  As Arya, 
Glover, and Sunder (2003) observe 

[A]ccounting research shows that income manipulation is not an 
unmitigated evil; within limits, it promotes efficient decisions.  Our ar-
gument, admittedly controversial, is worth airing: earnings manage-
ment and managerial discretion are intricately linked to serve multiple 
functions; accounting reform that ignores these interconnections could 
do more harm than good. (p. 111, emphasis added) 

From the first strand, we choose to focus on Financial Statements Insur-
ance (FSI); see Parts 2 and 3.  We follow the second strand of research 
comprehensively. Of course, restatements and earnings management had 

                                                                                                                          
required to understand a firm's strategy, from vision and mission down to objec-
tives, success factors, and risks. 

4 Coffee points to gatekeepers in the stock market as the parties to be blamed for 
the accounting scandals because they failed in their function of diminishing the 
asymmetry of information between management and outsiders.  He suggests a 
penalty system that increases the cost of collusion between gatekeepers and 
management. 

5 In these studies, Ronen proposes restructuring the audit industry by letting audi-
tors be hired by insurance companies that undertake to insure the quality of fi-
nancial statements.  See Ronen (2002a,b,c), Ronen and Berman (2004) and 
Dontoh, Ronen, and Sarath (2007). 
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been taking place long before the turn of the century,6 and research on 
earnings management started some time ago as well.  The first author of 
this book, Joshua Ronen, collaborated with Simcha Sadan in 1981 on a 
book that studied whether companies removed volatility in their series of 
reported incomes—intertemporal smoothing––and whether they signaled 
value to investors by choosing to present a material transaction in operat-
ing income or in extra ordinary items—classificatory smoothing.  The ear-
liest studies cited in Ronen and Sadan’s book are two papers that appeared 
in The Accounting Review: Hepworth (1953), and Gordon (1964).7 

The following subsection describes the progress of research on earnings 
management since the 1980s.  We refer the reader, who is interested in ear-
lier research, to the surveys in Ronen, Sadan, and Snow (1977), Ronen and 
Sadan (1981), and Stolowy and Breton (2000). 

Historical Perspective:  The Milestones 

The accounting field and the research on accounting have been marked 
by a few events that have had a major impact on our knowledge and un-
derstanding of earnings management.  We divide these milestones into 
theoretical research contributions, empirical research contributions, and 
regulatory innovations. 

On the theoretical front, new insights have been provided by the pene-
tration of game-theory tools into accounting, including studies by the  
following: 

 
� Lambert (1984), examines real smoothing, a strategy whereby 

management uses its flexibility in making investment and production 
decisions to reduce the variability of the firm’s total value.  Lambert 
models real smoothing as the outcome of the principal–agent 
relationship between the owners and the manager. 

                                                      
6 The “hall of infamy” for the late twentieth century includes Waste Management, 

Microstrategy, Rite Aid, Cendant, Sunbeam, Oxford Health, McKessom HBOC, 
and others.  Accounting and Auditing Enforcement Release No. 1405 (SEC, 
June 19, 2001) states the following: 
 In February 1998, Waste Management announced that it was restating its fi-

nancial statements for the five-year period 1992 through 1996 and the first 
three quarters of 1997 (the Restatement ).  

7 An excerpt from Journal of Corporate Communications (August, 22, 2002) cites 
accounting scandals in the 1930s. 

“ ”
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� Dye (1988), rationalizes the internal and external demand for cosmetic 
earnings management.  The internal demand follows from the principal–
agent relationship between the firm’s owners and the management, and 
the external demand follows from the capital market’s need to price the 
firm. 

� Dye (1985a), Arya, Glover, and Sunder (1998, 2003), and Ronen and 
Yaari (2002), challenge the applicability of the Revelation Principle.  
The Revelation Principle is a game-theory tool that states that whatever 
the equilibrium of a game in which players have private information, 
there is no loss of generality in restricting analysis to another 
equilibrium in which players reveal the truth.  The Revelation Principle 
puts a question mark on the value of a formal analysis of earnings 
management. 

� Sankar (1999), Ronen and Yaari (2001, 2002), and Ronen, Ronen, and 
Yaari (2003), among others, examine the effect of earnings management 
on the magnitude of the earnings response coefficient, voluntary 
disclosure, and the demand for additional information. 
 
In empirical research, shifting attention to instances when manage-

ment may demand earnings management has been fruitful.  The following 
are noteworthy: 

 
� Healy (1985), shows that compensation contracts may induce 

management to take measures to decrease reported income when it 
cannot increase its bonus, thus hoarding reported income. 

� Schipper (1989), provides a discussion of the different definitions of 
earnings management (see our Chap. 2) and critically summarizes recent 
empirical developments.  Her commentary appeared after a Journal of 
Accounting Research conference, Studies on Management’s Ability and 
Incentives to Affect the Timing and Magnitude of Accounting Accruals.  
The most cited paper from this conference in the earnings management 
literature is by McNichols and Wilson (1988), on manipulation of the 
bad-debt expense (see Chap. 11). 

� Jones (1991) separates discretionary accruals from non-discretionary 
accruals when she examines the demand of regulators for the earnings 
numbers during import relief investigations; the same approach to 
detecting earnings management has been examined further by Dechow, 
Sloan, and Sweeney (1995), Bartov, Gul, and Tsui (2000), Dechow and 
Dichev (2002), Kang (2005), Kothari, Leone, and Wasley (2005), Ye, 
(2006), Yaari, DaDalt, Ronen, and Yaari (2007). 
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At the regulatory level, we find the following significant develop-
ments: 

 
� The 1998 “Numbers Game” speech by the then chief commissioner of 

the Securities and Exchange Commission, Arthur Levitt, Jr., which 
foreshadowed the subsequent regulatory measures to improve the 
quality of accounting earnings, including SAB 99 (materiality), SAB 
100 (timing and recognition of restructuring), and SAB 101 (revenues 
recognition.) 

� The Sarbanes-Oxley Act of 2002, which created the Public Company 
Accounting Oversight Board, an independent body responsible for the 
issuance of audit and ethics standards that effectively replaced self-
regulation of accountants.  

� Increased monitoring of accountants and accounting statements, 
including augmentation of the SEC staff by about 800 people at the time 
this is being written. 
 
Our purpose in this book is to provide a comprehensive view of earnings 

management and to inspire further research.  Although there are already a 
few literature reviews (e.g., Schipper, 1989; Healy and Wahlen, 1999; 
Stolowy and Breton, 2000; McNichols, 2000; Beneish, 2001; Fields, Lys, 
and Vincent, 2001), we believe that the breadth of our coverage will pro-
vide readers with an integrated view of the subject.  We focus on later con-
tributions, as the bibliography tops 2,000 items. 

The Plan of the Book 

The book is divided into four parts: the conceptual framework, the ac-
counting scene and the findings of empirical research, theoretical contribu-
tions, and the design of the empirical research. 

In Part 1, we explain the focus on earnings by consumers of financial in-
formation, which in turn explains the demand for earnings management.  
We present and discuss the definition of earnings management. 

Part 2 contains a review of the accounting scene, the key players, and 
the earnings management incidents that are associated with them. We di-
vide the participants into three major categories: management, other stake-
holders (such as shareholders, debtors, employees, customers, and suppli-
ers), and gatekeepers, who provide monitoring value (such as analysts, 
boards of directors, auditors, and the press).  As examples of our analysis, 
we associate management with firms’ managing earnings in order to  
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increase the value of management’s compensation, creditors with inducing 
firms to manage earnings in order to not violate debt covenants, and ana-
lysts with firms’ motivation to meet or beat market expectations. 

We discuss in Part 3 the theoretical contributions to the literature, divid-
ing them according to the patterns of earnings management behavior: 

 
� Truth-telling (and truth-revealing)—the choice of accounting treatment 

is neutral. 
� Smoothing—dampening the fluctuations in the series of reported 

earnings by inflating low earnings and deflating high earnings.  The 
outcome is that in the long run, the average reported income equals the 
average economic income but with smaller variability of the series of 
reported incomes. 

� Income-maximizing and income-minimizing behavior, and taking a 
bath.  The firm inflates, deflates, or super-deflates earnings (writing off 
assets, providing for expected future costs, and generally “clearing the 
deck”).8 
 
In Part 4, we describe the empirics of the earnings management litera-

ture.  We start with the accrual process because a great deal of research ex-
amines the management of accruals.  Understanding what accruals man-
agement is in turn requires familiarity with the unmanaged accruals 
process.  We also review the progress of the research on earnings man-
agement that started with Ronen and Sadan (1981) and ended with the 
1991 Jones model.  The last chapter in this section contains a discussion of 
the modifications to the Jones model and alternative tests of earnings man-
agement. 
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Part 1 



 

In the Introduction, we described the evolution of earnings management 
culminating in the recent accounting scandals.  But before we delve into 
the details of the why, the how, and the impacts of earnings management, 
we ask, and attempt to answer the question of whether and why earnings 
are important.  And in the same vein, we address the importance of the dis-
tinction between managed and unmanaged earnings.  In Chapter 1, we dis-
cuss the different streams in accounting thought that explain why earnings 
are important.  In Chapter 2, we present and discuss the definition of earn-
ings management and how it is implemented. 

 
 

Part 1      3 



1  The Importance of Earnings 

In this chapter, we investigate the question of why earnings are so impor-
tant that they are the object of management and manipulation.  In the fol-
lowing chapter, we define earnings management formally.  Until then, we 
define it loosely as deliberate actions to influence reported earnings and 
their interpretation.1  For some readers, the importance of earnings is trivial 
because they are trained to regard earnings as the ultimate performance 
measure.  There is evidence, however, that other financial statements’ 
components might be more important than earnings in certain industries.  
Other performance measures are revenues, earnings before interest and 
taxes (EBITA); capital expenditures; balance sheet items such as assets 
and debt; cash flows from operations; or various non-financial perform-
ance measures.  For example, Francis, Schipper, and Vincent (2003), iden-
tify often-used performance metrics from careful reading of the Standard 
and Poor’s Industry Surveys, as given in Table 1.1. 

Table 1.1 The prevalence of the performance measures in specific industries 

Performance measure Industry 
Earnings Communications equipment, com-

puters, semiconductors, diversified-
financial services, managed health 
care, household durable goods and 
investment services 

Earnings before interest and taxes 
(EBITA) 

Oil and gas equipment and services, 
healthcare facilities, and telecom-
munications 

Cash flows from operations Chemicals, industrial metals, and 
paper and forest products 

                                                      
1 The definition includes interpretation because we also consider pro forma earn-

ings as a form of earnings management.  Even if the GAAP earnings are un-
managed, the non-GAAP earnings affect the interpretation of the GAAP earn-
ings. 
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Performance measure Industry 
Non-financial measures Airline industry (revenue per pas-

senger mile, cost per available seat 
mile, and load factor) 
homebuilding (value of new orders 
and value of order backlog) 
retail restaurants (same store sales) 

 
We contend that earnings are the ultimate object of managing the ac-

counting numbers and dedicate the rest of the chapter to presenting the 
scholarly explanations for their importance.  The understanding why earn-
ings, specifically, are managed is critical for both the analytical and em-
pirical research.  The analytical models derive earnings management from 
modeling of variables that are specified by the researcher.  Understanding 
why earnings are important dictates the choice of these variables.  We dis-
cuss the analytical research in Part 3.  The empirical research formulates 
and examines empirically testable propositions.  Again, understanding why 
earnings are important is crucial for formulating hypotheses, choosing con-
trols, and constructing samples.  To illustrate, consider Palmrose and 
Scholz’s (2004) finding that the single largest item in restatements is reve-
nues.  If revenues were the object of earnings management, and earnings 
were affected as a by-product of managing revenues, then the empirical 
design ought to focus on revenues and not earnings.  We discuss the design 
of empirical research in Part 4. 

1.1 The Dual Role of Accounting 

At a first glance, earnings are important because accounting information in 
general is.  The traditional view on the value of accounting information is 
that this information has a dual role: informativeness and stewardship 
(Ronen, 1979; Gjesdal, 1981; Dye, 1988; Antle and Demski, 1989; Antle, 
Demski, and Ryan, 1994; Natarajan, 1996, 2004; Rajan and Sarath, 1996; 
Narayanan and Davila, 1998; Sunder, 1997, 2002; Bushman, Engel, Milliron,
and Smith, 2000; Lambert, 2001; Baldenius, Melumad, and Ziv, 2002; 
Christensen and Feltham, 2002, 2005; Baldenius and Ziv, 2003; Christensen
and Demski, 2003; Feltham, Indjejikian, and Nanda, 2006). 

The informativeness role arises from investors’ demand for information 
to predict future cash flows and assesses their risk (see Statement of  
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Financial Accounting Concept No. 1, AICPA, 1994; and AIMR, 1993).2  A 
rich literature illustrates this informativeness empirically by finding an as-
sociation between earnings and stock price.  We have no ambition to cover 
this literature, but as an example, consider Francis, Schipper, and Vincent 
(2003).  They find that reported earnings numbers are more closely associ-
ated with prices than cash flows, sales, and other financial statements’ 
data. 

The stewardship role of accounting comes from the separation between 
ownership and management in public firms, which puts the manager in a 
position of a steward to shareholders.  Since managers act as self-
interested individuals, goal congruence between the shareholders and man-
agers is no longer assured.  For shareholders, the remedy is to demand  
information to monitor the manager after he has acted and to provide him 
with incentives that align his interests with their own, before he acts.  As 
Watts and Zimmerman (1978, p. 113) state, “one function of financial re-
porting is to constrain management to act in the shareholders’ interest.” 

The dual role of accounting provides a partial explanation to the promi-
nence of earnings.  Apart from the fact that the focus on shareholders and 
management ignores other stakeholders, such as suppliers, employees, 
regulators, etc. (see e.g., Tirole, 2002), the usefulness of earnings as an in-
formative signal is dubious.  The informativeness is questioned by the facts 
that the street prefer pro forma earnings over Generally Accepted Account-
ing Principles (GAAP) earnings (see, e.g., Bradshaw and Sloan, 2002; see 
also Chap. 2), and the association between earnings and stock price has 
been decreasing over time.  Specifically, the Earnings Response Coeffi-
cient (ERC), which measures the weight of earnings in price movements, 
has been on the decline (see Sinha and Watts, 2001; Dontoh, Ronen, and 
Sarath, 2003, and the citations therein).  With regard to stewardship, the 
increase in equity-based compensation in managers’ incentives package 
has decreased the relative weight of earnings in their rewards (Murphy, 
1999; Bushman and Smith, 2001).3  To the extent that earnings are but one 
                                                      
2 The AIMR’s report, p. 97, states, “Financial statements are prepared and dis-

seminated to provide the information that free financial markets need to oper-
ate.”  

3 Furthermore, some criticize earnings, as a mechanism to induce management to 
act in the interests of shareholders, for inducing short-term thinking that focuses 
on quarterly performance and sacrifices the long-term well-being of the firm.  
This point is crucial when one notes that the horizons of shareholders vary from 
short run (such as day traders) to long run (such as value investors).  As anecdo-
tal evidence, consider the report of A.R. Sorkin (New York Times, 8/8/2004, 
Kissing the Public Goodbye) on the decision of the controlling family of Cox 
Communications, a cable company, to go private: 
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component affecting the price, the decreasing weight of earnings casts 
doubt on the motivation to manage earnings from a cost–benefit perspec-
tive. In other words, if the weight of earnings is small, then the benefit 
might be too small to justify the large costs associated with providing earn-
ings and managing earnings. 

We now turn to the scholarly explanations for the value of earnings. 

1.2 The Value Relevance of Earnings 

Since the producers and reporters of the accounting information are firms, 
it is natural to explore the importance of earnings from the perspective of 
the theory of the firm.  Although we would like to have a single, compre-
hensive definition, this is not the case, probably because of the limitations 
of modeling:  Bainbridge (2002), states, 

If scholarship is to transcend mere description, it must be situated in 
a model that guides analysis.  Inevitably, however, the limits of human 
cognition require us to adopt models that make simplifying assump-
tions.  (p. 1) 

We identify three main approaches to the definitions of the firm 
that have shaped accounting theory. 

 

� The costly contracting approach; 
� The decision-making approach; 
� The legal approach. 

 

A basic cornerstone of all these approaches is that the public firm is 
characterized by separation of ownership from control; shareholders own 
and management controls.  There is a conflict of interests between the 
firm’s management and shareholders, and all behave rationally, where ra-
tionality is equated with pursuing self-interest in the opportunistic sense.4 

                                                                                                                          
 “What’s so hot about saying hasta la vista to ticker symbols? 
 Cox and others contemplating such a move seem to be fed up with all those 

pesky shareholders, quarterly earnings targets and second-guessing research 
analysts.” [Emphasis added] 

4 Kreps (1990), discusses the distinction between utility maximizing and opportun-
istic behavior: 

 To distinguish simple self-interest from opportunism, think of a 
completely honest individual who would never break her word or mis-
represents what she knows, but who still seeks to maximize her own 
welfare.  This is self-interest, as compared to an opportunistic individ-
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The recognition that management, not the owners, makes most of the 
firm’s decisions motivates the conflict of interests between the two parties.  
The decisions made by the management do not necessarily coincide with 
the wishes of shareholders.  Being rational, each party takes actions that he 
considers to be beneficial to him personally, without necessarily taking 
into account any benefits to the other. 

Despite their similarities, each approach is distinct in two respects.  The 
first concerns the extent to which the audiences of the accounting earnings, 
henceforth “outsiders,” know the firm’s true economic earnings without 
relying on the accounting numbers.  If the accounting numbers convey no 
new information, earnings are unlikely to be valuable.  The second differ-
ence concerns the power of distant shareholders and other outsiders to 
carry out a given decision.  They may not make the right choice because 
they are powerless to do so.  This perspective implies that even when ac-
counting numbers convey useful information, they still may not matter be-
cause they have no economic consequences.   

Figure 1.1 classifies the three approaches according to two lexico-
graphic criteria: knowledge and power. 

The costly-contracting approach assumes full knowledge (and implicitly 
assumes power).  Its main difference from the other two approaches, the 
decision-making approach and the legal-political approach, is that the  
latter adopts an “information perspective” (Healy and Palepu, 1993) whose 
basic tenet is the existence of information asymmetry between manage-
ment and other stakeholders, with management having superior informa-
tion. 

The difference between the decision-making approach and the legal-
political approach lies in their assumption about the shareholders. The 
former considers shareholders to be powerful but not knowledgeable. Un-
der the latter, the shareholders have a problem monitoring management 
because they have neither the knowledge nor the power required for this 
task. 

 

                                                                                                                          
ual who would break his word or engage in misrepresentation under 
the right circumstances.  Moreover, our use of the term “opportunism” 
is stretched to mean that it is opportunistic to refuse to divulge infor-
mation that you hold and another lacks when the other person asks you 
to give up that information.  (p. 745) 



10      1  The Importance of Earnings 

Do outsiders know 
the economic truth 
without first 
learning the 
accounting 
numbers? 

The 
costly 
contract 
approach 

The 

approach 

The legal–
political 
approach 

Do shareholders 
have the power to 
take actions after 
learning the 
accounting 
information?

Yes

Yes

No 

No 

 

Fig. 1.1 The three different approaches that explain the importance of earnings 

1.2.1  The Costly-Contracting Approach 

1.2.1.1 The Approach 

The firm is defined as a nexus of contracts (Coase, 1937).5  Contracts are 
made between the firm and outsiders, such as lenders, and between the 
firm and insiders, such as management and other employees. 

                                                      
5 The notion that the firm is a nexus of contract predates the Rochester school of 

thought.  It is now known as the “Carnegie school.”  For a further discussion, 
consult Sunder (1999). 

decision-
making 
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The raison-de-être for formally written contracts (instead of oral under-
standings) is the conflict of interests among the contracting parties.  For 
example, lenders prefer that firms not pay out dividends to shareholders 
before they collect the principal.  Employees prefer to have more perks, 
while owners prefer that they have fewer. 

Given the conflict of interests between management and shareholders, it 
seems logical to consider earnings as a performance measure to enable 
shareholders to monitor management.  Specifically, accounting numbers 
serve as a basis for the contracts that make up the firm.  They are used be-
cause they are mutually observable, thus making possible the design of 
contracts that are enforceable by an outsider to the contract, an arbitrator or 
court.  If the contracting parties know the underlying economic events and 
they use the accounting numbers only as a language to measure and spec-
ify the performance of the firm, then accounting numbers have no more in-
trinsic value than the particular language (e.g., English or French) in which 
the contract is written. 

When are the accounting numbers valuable?  They are valuable only 
when contracts do not adjust optimally to changing economic circum-
stances or when the adjustment is costly and the contracting parties prefer 
to avoid it.  Consider, for example, a contract between a firm and its lend-
ers.  The debt contract specifies a few covenants, one of which dictates that 
the firm cannot pay dividends to its shareholders if its earnings are lower 
than a threshold number K.  Consider a case in which earnings drop not 
because economic conditions deteriorate but because the Financial Ac-
counting Standard Board (FASB) issues a new measurement rule that re-
duces reported earnings.  This number has economic consequences, as it 
can stop dividend payments to shareholders.  If, however, a firm that 
reaches this threshold renegotiates the debt contract so that the lenders ad-
justs the level of K downward, then, obviously, the new measurement rule 
has no economic repercussions. 

Watts and Zimmerman (1990). State, 
An important reason that the information perspective failed to gen-

erate hypotheses explaining and predicting accounting choice is that in 
the finance theory underlying the empirical studies, accounting choice 
per se could not affect firm value.  Information is costless and there 
are not transaction costs in the Modigliani and Miller (1958) and 
capital asset pricing model frameworks.  Hence, if accounting methods 
do not affect taxes they do not affect firm value.  In that situation there 
is no basis for predicting and explaining accounting choice.  Account-
ing is irrelevant.  (pp. 132–133,  emphasis added) 

The combination of two conditions, incompleteness and opportunism, 
renders contracts imperfectly adjustable to changing economic circumstance 
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and hence lends importance to accounting financials.6  It is impossible to de-
sign a truly complete contract, by which we mean one that specifies all fu-
ture contingencies. So, realistically, contracts are incomplete, as some fu-
ture contingencies are unforeseen by the boundedly rational parties to the 
contracts.  The fact that contracts are incomplete is not in itself sufficient 
to render accounting numbers valuable because contracting parties could 
constantly revise the contract to reflect changing circumstances. If, in addi-
tion, the parties to the contract behave opportunistically, then one of them 
might refuse to adjust the contract.  For example, suppose that two con-
tracting parties of a joint venture agree that when earnings are high, 90% 
of the profits are awarded to A, and when they are low, 90% are awarded to 
B.  They sign the contract assigning $20M as the cutoff between high and 
low earnings.  Now, suppose that due to unforeseen change in economic 
conditions, the cutoff changed to $22M.  If earnings are $21M, economi-
cally, 10% of the profits ought to be distributed to A while legally, A reaps 
90% of the profits. Clearly, A prefers not to adjust the cutoff in the con-
tract. 

At first glance, the costly-contracting theory seems to be limited to 
contracts that exclude a sufficiently flexible menu of renegotiation  
options, whereas renegotiation in fact is quite a spread phenomenon. If 
options granted to management are “not in the money,” because the share 
price fell after they were awarded, the board of directors may readjust the 
terms of the compensation.  If the firm technically defaults on a debt con-
tract, its creditors may issue a waiver, and if the firm fails to repay a 
loan, its creditors may renegotiate the lending contract or even exchange 
debt for shares.7  Hence, another variation of the costly-contracting ap-
proach is that the contracting activity as well as renegotiation is costly, 
and these costs can be reduced by having a better, more efficient, set of 
accounting measures. 
                                                      
6 Transaction-cost economists argue that a given transaction is made by an or-

ganization structured as a firm rather than by a series of open market transac-
tions because the firm can do it at a lower cost.  The recognition of the impor-
tance of opportunism and the incompleteness of contracts for the cost of 
transactions is attributed to Williamson (1985), and other transaction-cost 
economists. 

7 Asquith, Beatty, and Weber (2005), study bank debt contracts (as distinguished 
from public debt) that include performance pricing.  Performance pricing 
clauses link the interest rate spread to the borrower’s future performance.  Spe-
cifically, if its credit quality improves (worsens), the interest rate goes down 
(up).  Hence, performance pricing is an example of a renegotiation-proof con-
tract since the renegotiation of the contract prompted by a change in the credit 
quality is already built into the contract. 
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Lambert (2003), states, 
In the late 1970s, a new perspective on the role of accounting num-

bers emerged based on contracting theory. …[E]ven sophisticated par-
ties are limited in their abilities to write complicated contracts that in-
corporate numerous performance measures and numerous 
contingencies.  Disciplining managers via the corporate governance 
process can also [be] a costly and time consuming process.  Under 
such a viewpoint, a small number of good summary measures is ex-
tremely valuable because it saves on contracting costs, which, 
broadly defined, can be quite substantial.  (p. 389,  emphasis added) 

That is, accounting numbers matter because better measurement of fu-
ture contingencies reduces the scope of the incompleteness of the contract 
and thereby reduces the need for costly renegotiation. 

This perspective on the value of accounting numbers can explain a 
number of phenomena.  Beatty, Ramesh, and Weber (2002), for example, 
study the cost of flexibility in preparing the accounting numbers that bor-
rowing firms are willing to incur in covenant calculations.  (Debt contracts 
include debt covenants based on accounting numbers.)  They document 
rate charges that were 84 (71) basis points lower when voluntary (manda-
tory) accounting changes were excluded.  This finding indicates that bor-
rowers are willing to pay for flexibility that would enable them to avoid 
breaching debt covenants in the future. 

The importance of accounting numbers for contracting also explains the 
difference in the stock market’s reaction to recognition of a transaction as 
an expense in the income statement rather than disclosure in a footnote to 
the financial statements.  These two modes of revelation transmit the same 
information, but they differ in their effect on the accounting numbers used 
as a basis for the formal contracts of the firm with its constituency.  Nota-
ble cases are the expensing of stock-based compensation (Espahbodi, 
Espahbodi, Rezaee, and Tehranian, 2002) and the write-down of assets 
(Aboody, 1996). (For further discussion, consult Hirshleifer and Teoh, 
2003, and their discussant, Lambert, 2003.) 8 

The proponents of the positive accounting theory are closely associated 
with the costly-contracting approach (Watts and Zimmerman, 1978, 1986, 
1990).  While we focus on formal contracts that are designed by the parties 
that are expected to execute the contract, the positive accounting theory 
recognizes that contracts can encompass cases such as tax collection and 
                                                      
8 Hirshleifer and Teoh explain the importance of accounting numbers that are not 

associated with actual cash flows by non-rationality of some of the traders.  The 
fact that form matters to decision making is substantiated by research based on 
experimental evidence (see e.g., Frederickson, Hodge, and Pratt, 2006).   
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regulated industries.  The contract between the firm and the regulators is a 
social contract.  That is, although nobody has a formal written contract 
with regulators specifying that in return for taxes the person will get secu-
rity and education, everyone pays taxes and expects federal and state ser-
vices in return.  The problem with such a social contract is that a dissatis-
fied customer cannot stop paying taxes; he can only hope for a change in 
government. 

1.2.1.2

The costly-contracting approach implies that earnings management is an 
opportunistic behavior that is meant to pursue some target number deter-
mined by the formal contracts signed between the firm and its constitu-
ency.  For example, a firm that is close to the threshold earnings specified 
by the debt covenants in its contracts with its lenders is likely to manage 
earnings upward to avoid breaching the covenants. 

In Chap. 2, we present a definition of earnings management that is based 
on the informativeness of managed earnings for their audience.  The schol-
ars associated with the costly-contracting approach are likely to favor a 
definition such as this: “earnings management is the choice of accounting 
treatment that is either opportunistic or economically efficient.” (see e.g., 
Watts and Zimmerman, 1990; Fields, Lys, and Vincent, 2001.)  When 
earnings management maximizes the firm’s value, it is considered eco-
nomically efficient.  When it does not maximize the firm’s value, earnings 
management is opportunistic. 

The limitation of the costly-contracting approach from an earnings man-
agement perspective is that earnings management phenomena are limited 
only to circumstances in which contracts either are not adjusted to chang-
ing economic conditions or are costly to renegotiate.  Interestingly, the 
likelihood that contracts adjust to accounting choices is very small for so-
cial contracts that involve regulators since government employees have 
weak incentives to initiate adjustments.  Jones (1991), writes, 

Managers have greater incentives to make income-decreasing ac-
counting choices if they believe that the regulators do not completely 
adjust for these choices.  Neither the public nor the regulators are nec-
essarily thought to be “fooled” by the accounting numbers reported by 
domestic producers.  Instead, the regulators may be “captured” or may 
simply not regard “undoing” the reported numbers to be cost effective.  
(p. 198) 

 The View of Earnings Management 
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1.2.2 The Decision-Making Approach 

1.2.2.1 The Approach 

The decision-making approach recognizes that the firm is a legal fiction.  
To the extent that it is a nexus of contracts, these contracts are designed 
endogenously by individuals (Jensen and Meckling, 1976).   Hence, the 
focus ought to be on the decision makers who design these contracts.  
Sunder (1996), states, 

In contract model of organizations, we assume that the participating 
individuals pursue their respective self-interest.  They cooperate in 
functioning of the organization only to the extent that they find such 
cooperation to be in their interest.  Organization itself does not need 
to have an objective, only the participating individuals do. (p. 4,  

The decision-making approach views the firm as a social enterprise 
whose output results from the interactions of many decision makers, who 
settle their relationships either through formal, written contracts, or 
through informal, implicit ones.9  Consequently, the task of a student of a 
firm’s behavior is to locate the key decision makers within the firm and 
identify their stake in the social outcome.  From this perspective, the ques-
tion why earnings are important to the firm ought to be rephrased to ask 
why earnings are important to the decision makers who have the authority 
to determine these figures.10 

The decision-making approach is imbedded in game theory.  Chrono-
logically, it appeared before the costly-contracting approach, being in-
spired by the mathematical models of rational choice developed by von 
Neumann and Morgenstern, Savage, and others.  Its focuses on a single 
decision maker whose preferences are summarized by a utility function 
                                                      
9 Sunder (1996), states, 

It is often convenient to think of a firm or an organization as a set of 
contracts among people.  I use the word contract loosely; instead of be-
ing a written or legally binding arrangement, a contract being only a 
mutual understanding or expectation among the participants about the 
behavior of one another.  (p. 2) 

10 In numerous applications, what we have labeled the Rochester school and the 
decision-making schools can be combined if we recognize the decision makers 
as those who sign and carry out contracts.  However, when earnings in general 
and earnings management are involved, each school propounds a different phi-
losophy that yields a different explanation why earnings are valuable. 

emphasis added) 
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that ranks alternative outcomes (e.g., each employee prefers a higher salary 
to a lower salary).  Each decision maker is rational, in that his chosen ac-
tion maximizes his expected utility. 

A decision *
id is optimal for decision maker i if it maximizes his expected 

utility EUi, when he has to select a decision di from a feasible decision set 
Di, knowing that the combination of his decision, di, and other pertinent 
decision makers decisions’, *

id , will result in awarding him his share of 
the social outcome, si: 

*
1( , )arg max i

i i

*
s i i i ii

d D

E U s d dd �

�

�  (1.1) 

The decision maker’s share, si, depends in part on the actions taken by 
other decision makers.  Observe, for example, a CEO who knows that the 
reported earnings, which he can affect by actions he has the authority to 
take, determine the stock price.  The stock price affects the value of his 
stock options, but the stock price is determined not by him, but in the stock 
market by analysts, investors, market makers, and regulators. 

The emphasis on optimal decisions11 implies that any accounting num-
ber that provides information that is relevant for making a decision is valu-
able. (The converse is also true; an accounting signal that has no incre-
mental information content is not valuable.)  In particular, calculation of 
the expected utility requires understanding si, how to take expectations of 
Ui, and how the response of other decision makers affects si (see Christen-
sen and Feltham, 2002). 

Earnings, in particular, are valuable in making decisions that require es-
timating future earnings, such as valuing the firm, or that require assessing 
risk, such as investing in, or lending to, an enterprise.  Moreover, since 
earnings and other financial accounting information are public, they  
determine not just what a given decision maker knows, but what he thinks 
that others know, what he thinks that others know that he knows, ad infini-
tum (Sunder, 1996, 2002).  This infinite hierarchy of beliefs is the common 
knowledge structure of the game, which is likely to affect the social out-
come through its effect on the players’ mutual expectations. 

Several features distinguish the decision-making approach from the 
costly-contracting approach.  First, the decision-making approach assumes 
                                                      
11 Amershi and Sunder (1987), explain why rational managers make foolish 

choices.  Managers, who are motivated to maximize shareholders’ value, may 
have the wrong model of investors’ valuations.  The stock price, which is sup-
posed to correct managers’ erroneous conjectures, often fails to do so because it 
is too noisy to allow managers to learn about their mistakes.  

–1
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that the decision makers are not fully informed, which creates demand for 
the information in the accounting numbers.12  Second, the decision-making 
approach allows for implicit contracts.  How does such an implicit contract 
affect the optimal action?  The answer is given by game theory.  The as-
sumption that decision makers are rational implies that each player can 
form correct expectations (Kreps, 1990) and therefore act optimally. The 
collection of all players’ optimal actions yields an equilibrium, where one 
definition of an equilibrium is that the players choose strategies such that 
no player wishes to deviate unilaterally.13  Then, the actions chosen are 
“self-enforcing contracts,” and expectations are fulfilled without explicit 
contracts.  Furthermore, repeated relationships between the firm and its 
stakeholders may lead to implicit contracts that are based on tacit coopera-
tion under the threat that deviant behavior will be punished in the next 
round by the party that suffered from the deviation.  Scott (2003), summa-
rizes the importance of implicit contracts: 

Earnings management incentives also derive from implicit con-
tracts, also called relational contracts.  These are not formal contracts, 
such as the compensation and debt contracts just considered.  Rather, 
they arise from continuing relationships between the firm and its 
stakeholders (shareholders, employees, suppliers, lenders, customer) 
and represent expected behaviour based on past business dealings.  For 
example, if the firm and its manager develop a reputation for always 
meeting formal contract commitments they will receive better terms 
from suppliers, lower interest rates from lenders, etc.  In effect, the par-
ties act as if such favourable contracts exist.  In terms of  …  game 
theory..., the manager and the firm’s stakeholders must trust each other 
sufficiently that they play the cooperative solution rather than the Nash 
equilibrium.14  (p. 378,  emphasis added) 

                                                      
12 Note that contracts are commitment to prespecified action.  Hence, a contract 

that has earnings-based contingencies specifies actions long before the informa-
tion contained in earnings is disclosed.  There is no meaningful learning here.  
For the decision-making school, information is mostly acquired first, before a 
decision is made.  Hence, different information content yields different actions 
with different cash flow effects. 

13 In the language of game theory: If formal contracts cannot be written, the game 
is a non-cooperative one (Harsanyi and Selten, 1988).  It is solved by Selten’s 
(1965), perfect Nash equilibrium, wherein the game tree is broken into sub-
games, and the choice is optimal in every subgame. 

14 Bowen, DuCharme, and Shores (1995), is an example that illustrates earnings 
management for implicit contracting purposes.  In this study, the choice of ac-
counting techniques is motivated by the intensity of the need for a favorable 
reputation with the firm’s stakeholders. 
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1.2.2.2

The emphasis on the value of earnings for decision making implies that 
earnings management is innocuous when decisions based on managed 
earnings are the same as those based on unmanaged earnings.  This can 
happen when players undo the accounting numbers to learn the underlying 
economic performance.  Such a procedure, however, requires that all par-
ticipants have the correct model of the magnitude and direction of the at-
tempt at earnings management.  A firm then will manage earnings only as 
a best response to others’ expectations because if it does not manage earn-
ings when expected to do so, it is effectively punished by the response of 
its audience. For example, if outsiders expect the firm to inflate profits by 
10%, and a firm decides to report the truth, then its truthful report will be 
discounted by 10%, with the dire consequence of having a lower market 
price. This is the well-known “signal jamming” dynamic (Stein, 1989; 
Dye, 1988).  Elitzur (1995), applies this dynamic to explain the role of ac-
counting regulation.  It determines the earnings management opportunities 
and what the market knows about them. 

Given the billions of dollars of losses by investors in the recent account-
ing scandals, treating earnings management as innocuous is somewhat 
hard to swallow.  The above argument is based on market participants’ 
perfectly predicting the earnings management attempt.  Still, within the 
game-theoretic framework, this assumption can be relaxed.  Consider, for 
example, Ronen and Yaari (2002), on the effect of Rule 10b-5 of the 1934 
Securities and Exchange Act on incentives for voluntary disclosure. We 
assume that investors do not observe economic earnings and that the firm’s 
report is imperfectly audited.  That is, there is some positive probability 
that the auditor will not detect the truth.  Hence, a good-performance re-
port can represent either a firm that reported the truth or a firm that suc-
cessfully managed the report.  Because it is unable to distinguish between 
the two types, the market discounts the report.  Yet the value of the firm 
that misrepresents is still overestimated because the market puts some 
weight on the belief that the report could be true.15  Consequently, oppor-

                                                      
15 A short numerical example explains the verbal argument.  Suppose that the 

value of a firm with good performance is 1 and the value of a firm with bad per-
formance is 0.  Denote the price of the firm by P.  If there is only one firm in the 
market telling the truth, the market price is 

 P(good performance) = 1;  P(bad performance) = 0 
 The differing market price implies that when performance is bad, the firm has 

incentives to misrepresent (1 > 0). 

 The View of Earnings Management 
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tunistic earnings management might take place whereby poor-performance 
firms mask their results by pooling with (pretending to be) firms perform-
ing well. 

The assumption that all players are rational limits the scope of earnings 
management.  To the extent that earnings management is harmful, the par-
ties that are harmed by it will take actions to deter it, unless the costs 
overwhelm the benefits.  Ronen and Yaari (2007, p. 1), ask, 

[S]ince shareholders and managers act as principal and agent, why 
don’t the former design a truth-inducing contract if earnings manage-
ment is so harmful[?]  

Our answer is based on the fact that managers have limited liability that 
bounds their compensation from below.  Because limited liability renders 
the penalties that are required to induce a truthful report too costly, a con-
tract that induces earnings management may be preferable. 

1.2.3  The Legal-Political Approach 

1.2.3.1 The Approach 

The legal-political approach is the most recent, expressed in studies by 
Hart (1995a,b, 2001), La Porta, Lopez-De-Silanes, and Shleifer (1999a), 
Bebchuk, Kraakman, and Triantis (2000), Bebchuk and Hart (2001), 
Bebchuk (2002, 2005a, b), Bebchuk, Fried, and Walker (2002), Bebchuk 
and Fried (2003, 2004), Monks and Minow (2004), and Niskanen (2005).   

To the extent that the firm is a nexus of contracts, this approach empha-
sizes the contract between management and shareholders, regarding con-
tracts with other stakeholders as subordinate to this contract.  Niskanen 
(2005), states, 

                                                                                                                          
 If, however, the firm tried to misrepresent and it is known that the a priori 

chance of good performance is 80% and the auditor detects the truth with prob-
ability of 75%, the market price by Bayes’ rule is 

 P(good performance) = � 1 + (1��) � 0  =  0.94, 
 where ��is the marginal probability of observing good performance: 

 � =
0.80

0.80 0.20 (1 0.75)	 � �
 = 0.94, and  1��  =

0.20 (1 0.75)

0.80 0.20 (1 0.75)

� �

	 � �
 = 0.06. 

 The price now discounts a report of good performance because the marginal 
probability of getting such a report is 0.80 + (1�0.80)� (1�0.75) > 0.80,  
reflecting the chance that the auditor may not detect a bad performance.  Still, 
the market price exceeds the poor performance value of zero. 

�
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[Regarding the] view that corporate managers should also be ac-
countable to other “stakeholders” affected by their decisions ––such as 
employees, creditors, the local community, the environment, etc. … I 
am wholly unsympathetic with this view. …  Although I recognize that 
a corporation’s contracts with these other constituencies are not com-
plete, they are far more complete than the open-ended contract with 
shareholders.  Good managers will pay attention to the interests of the 
several types of stakeholders to the extent that this attention is consis-
tent with the interests of the general shareholders.  But making corpo-
rate managers accountable to multiple constituencies would substan-
tially increase managerial discretion, increasing the prospect that they 
would not serve any constituency very well.  (pp. 337–338) 

As with the previous two approaches, the legal-political approach rec-
ognizes the conflict of interests between managers and shareholders.  Spe-
cifically, the firm is a collection of assets that generate cash flows, but the 
rights to the cash flows in a typical management-controlled firm do not be-
long to those who have the right to decide how to manage these assets.  
Management possesses these decision rights.  Its mission is to take actions 
to manage the firm’s resources and assets in order to generate a stream of 
earnings that justify holding the firm’s shares to shareholders and doing 
business with it to other parties.  The parties with rights to the cash flows 
are largely understood (at least by the US model) to be shareholders who 
hold common stock.  Legally, they are residual claimants, which implies 
that they are not guaranteed any cash. 

The distinction between the two groups is important because of the in-
herent conflict of interests between them. Both parties pursue their own 
self-interest, and there is no a priori guarantee that these interests are 
aligned.  Shareholders would like to earn a return on their investment and 
make efficient portfolio decisions, while managers are concerned with 
their compensation, promotion, tenure, and reputation.  Thus, for example, 
although investors would like to know of poor performance as early as 
possible, management would prefer to postpone the bad news in order to 
get a high salary (or just to earn a reprieve until the tide changes) since 
their tenure and compensation are tied to performance. 

This conflict of interests, however, is not sufficient to give rise to earn-
ings management if the owners can effectively direct managers.  Legally, 
owners have little real power over decisions that affect their share of the 
firm.  For example, hostile takeover has been considered a mechanism to 
discipline management (e.g., Becht, Bolton, and Roell, 2003).  While hos-
tile takeover was quite prevalent in the eighties of last century, it dwindled 
with state legislation that allowed firms to adopt legal provisions that in-
creased the cost of  a takeover and made it prohibitively costly to the raid-



1.2  The Value Relevance of Earnings      21 

ers, provisions that are known as “poison pills” (see e.g., Holmström and 
Kaplan, 2001).  Other examples are that shareholders have no say over 
dividends payment.  This is the decision of the board (Bebchuk, 2005a), 
that represents shareholders’ interests.  But shareholders have little power 
over the nomination of directors.16  Robert Monks, a shareholder activists 
states, “the American shareholder cannot nominate directors, he cannot 
remove them, he cannot—except at the arbitrary pleasure of the SEC—
communicate advice to them.  Democracy is a cruelly misleading word to 
describe the situation of the American shareholder in 2006” (The Econo-
mist, March 11, 2006, p. 70).  The former chief commissioner of the Secu-
rities and Exchange Commission (SEC), Mr. Donaldson, proposed change 
in the rules that will enhance the power of shareholders over nomination of 
directors (Release No. 34-48626).  But succumbing to pressure from the 
bosses in America (i.e., management), the proposed rules have been put on 
hold indefinitely.  For more examples, consult Bebchuk (2005a).  Bebchuk 
(2005a, p. 842), summarizes, “The corporate laws of both the US and the 
U.K. start with the same basic principle:  Even though they are the ones 
supplying the funds, shareholders do not necessarily have the power to or-
der the directors to follow any particular course of action.” 

The legal weakness of shareholders vis-a-vis the board implies that 
shareholders’ welfare depends on other elements of the governance sys-
tem, where governance loosely defined as “the set of complementary 
mechanisms that help align the actions and choices of managers with the 
interests of shareholders” (Core, Guay, and Larcker, 2003, p. 27).  For ex-
ample, disappointed owners can sue the firm, which is a value-decreasing 
event that may lead to management’s dismissal (see Chap. 3). Hence, two 
features of the shareholders–manager situation contribute to shareholders’ 
inability to induce decisions that maximize their own utility.  One is poor 
governance.  The other is information.  That is, shareholders need informa-
tion to monitor management and the board with the limited tools in their 
possession.  If they are unhappy with management’s performance, they 
might try to form a coalition with other shareholders to replace the incum-
bent team (e.g., DeAngelo, 1988b; Bebchuk, 2005b). 

                                                      
16 Bebchuk (2005b), examines whether shareholders propose a slate of directors as 

an alternative to incumbent management’s slate of nominations and whether 
they are successful.  The rule is that the group that gets the majority of votes 
wins.  He finds that the scope of this phenomenon is small, and wins are scant.  
We note that if there is no alternative slate, directors can be nominated with the 
majority of the votes in the shareholders meeting against them because only 
votes in favor of the nominated directors are counted. 
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Earnings are summary information.  As such, they have the added bene-
fit that of conveying valuable information without requiring shareholders 
to learn the firm’s operation in detail, a process that would be costly and 
cumbersome, and that might expose proprietary information to competi-
tors. 

At first glance, it seems that the difference between the decision-making 
approach and the legal-political approach is slight.  By adding costs to 
governance structure, the same predictions can be made under both ap-
proaches. The truth of the matter, however, is that these two approaches 
differ in their characterization of the information asymmetry between 
shareholders and management:  The decision maker faces uncertainty, but 
he anticipates what he does not know, while investors under the legal-
political approach are ignorant.  Hence, accounting information is more 
valuable under the legal-political approach. Furthermore, unlike the deci-
sion-making approach, the legal system postulates that shareholders cannot 
design contracts that prevent management from using discretion over fi-
nancial reporting to promote self-interest at their expense.  As Hermalin 
and Weisbach (2003, p. 10) observe, 

In most large corporations, the shareholders are too diffuse, ration-
ally plagued by a free-rider problem, and, for the same reason, too  
uninformed to set managers’ compensation.17 

1.2.3.2

Since owners are outsiders who rely on accounting information from in-
siders—management and boards of directors—to make decisions, both 
value-enhancing and opportunistic earnings management make sense un-
der the legal-political approach.  Value-enhancing earnings management is 
a way for managers to establish rapport with owners by signaling value-
relevant information without getting into too many cumbersome details.  
Securing the goodwill of the owners is valuable.   

Opportunistic earnings management is likely because of the conflict of 
interest between shareholders and management and because, in general, 
those possessing private information makes it easier to use it to the advan-
tage of its holder at the expense of others.  The message of the legal-
political approach regarding opportunistic earnings management is simple.  
Either the legal system needs to be changed or it is an indication of poor 
governance or poor information (in contrast to the game-theoretic ap-
proach, in which earnings management is taken into account by rational 
                                                      
17 This picture seems to go under change as the SEC is proposing better disclosure 

rules of management’s compensation. 
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shareholders when they evaluate the firm’s value and management’s per-
formance).18 

We conclude with the following observation.  There is also international 
evidence on the importance of governance and information to earnings 
management.  Leuz, Nanda, and Wysocki (2003) in their study of earnings 
management in 31 countries in the 1990–1999 period find that firms in 
countries with developed equity markets, dispersed ownership structures, 
strong investor rights, and legal enforcement engage in less earnings man-
agement.  They interpret this result as indicating that earnings management 
is used by insiders to mask poor performance so that outsiders will not 
challenge their private control rights.  Wysocki (2004), examines earnings 
management and tax compliance and finds that a legal system with better 
investor protection laws and higher quality of accounting standards can 
mitigate earnings management and increase corporate tax compliance. 

1.3 Summary 

In this chapter, we present the three approaches that prevail in the literature 
to answering the question of why earnings are important.  This question 
lays the foundation for the study of earnings management, because if earn-
ings were not important, then what we label as earnings management 
might be something else altogether. 

We present three approaches: the contracting approach, the decision-
making approach, and the legal approach.  The costly-contracting approach 
highlights the importance of formal contracts.  Earnings and other account-
ing numbers provide summary statistics that are valuable for designing  
efficient contracts, given that contracts fail to specify all future contingen-
cies.  When an unforeseen contingency does occur, the contracting parties 
may be stuck with the old contract.  In such a situation, earnings change 
from means to ends, and firms may manage earnings to comply with fig-
ures specified in their contracts. 

                                                      
18 Empirically, small or young firms frequently suffer from poor transparency be-

cause they usually have a greater degree of information asymmetry than large or 
old firms (Bhushan, 1989). Earnings management has been shown to be more 
active when information asymmetry is more severe (Richardson, 2000; Gu, Jevons
Lee, and Rosett, 2003). Yet even for small firms, there are variations in the 
quality of governance.  For example, Hochberg’s (2005) examination of the role 
of venture capitalists in newly public firms finds that venture capitalists reduce 
the scope of earnings management. 
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The decision-making approach regards earnings as providing valuable 
information for making decisions. If all stakeholders are fully rational, 
earnings management cannot take place without explicit or implicit con-
sent from investors. Hence, either earnings management is innocuous be-
cause the managed report reveals the truth or it distorts the truth, but the 
resulting damage is less than the cost of eliciting truth. 

The legal-political approach recognizes that shareholders lack tools to 
control management effectively.  Earnings numbers are a valuable per-
formance measure that summarizes the activities of the firm and allow 
shareholders to make better use of their limited set of tools.  Earnings man-
agement in the good sense—providing a signal on future value—is an effi-
cient means to bridge the information asymmetry between management 
and shareholders without getting into details.  Earnings management in the 
bad sense—distorting the truth—is the result of poor governance. 



2  Definition of Earnings Management 

It is always difficult to frame a useful definition for a broad subject.  
Precise definitions are likely to be inadequate at best, and often posi-
tively misleading. (Paton, 1922, p. 3) 

 
In this chapter, we introduce a formal definition of earnings manage-

ment and compare it to alternative definitions. Given the generality of the 
term, we expand the definition by an examination of the means to manage 
earnings.  We conclude with a thorough presentation of earnings manage-
ment achieved by supplying pro forma earnings with GAAP earnings. 

2.1 Definition 

Table 2.1 summarizes the different definitions of earnings management, 
classifying them as white, gray, or black.  Beneficial (white) earnings 
management enhances the transparency of reports; the pernicious (black) 
involves outright misrepresentation and fraud; the gray is manipulation of 
reports within the boundaries of compliance with bright-line standards, 
which could be either opportunistic or efficiency enhancing. 

Table 2.1 Alternative definitions of earnings management 

White Gray Black 
Earnings management is 
taking advantage of the 
flexibility in the choice 
of accounting treatment 
to signal the manager’s 
private information on 
future cash flows 

Earnings management is 
choosing an accounting 
treatment that is either 
opportunistic (maximiz-
ing the utility of man-
agement only) or eco-
nomically efficient 

Earnings management 
is the practice of using 
tricks to misrepresent 
or reduce transparency 
of the financial reports 
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White Gray Black 
Ronen and  Sadan 
(1981), Demski, Patell, 
and Wolfson (1984),  
Suh (1990), Demski 
(1998), Beneish (2001), 
Sankar and Subra-
manyam (2001) a 

Fields, Lys, and Vincent 
(2001), Scott (2003) b 

  
a “…under [the information perspective of earnings management],… managerial 

discretion is a means for managers to reveal to investors their private expecta-
tions about the firm’s future cash flows.” (Beneish, 2001, p. 3) 

b “The push for increased transparency in financial reporting and corporate  
governance serves the shareholders only up to a point.  Beyond that, managerial 
inhibitions induced by a lack of privacy can damage the interests of sharehold-
ers….  That earnings management reduces transparency is a simplistic idea.  
(Arya, Glover, and Sunder, 2003, p. 111) 
Earnings management occurs “when managers exercise their discretion over the 
accounting numbers with or without restrictions.  Such discretion can be either 
firm value maximizing or opportunistic.”  (Fields, Lys, and Vincent, 2001, 
p.260, citing Watts and Zimmerman, 1990) 
“Earning management is the choice by a manager of accounting policies so as 
to achieve specific objective.” (Scott, 2003, p. 369)  

c “By “earnings management” I really mean “disclosure management” in the sense 
of a purposeful intervention in the external financial reporting process, with the 
intent of obtaining some private gain (as opposed to, say, merely facilitating the 
neutral operation of the process).”  (Schipper, 1989, p. 92) 
Earnings management is “the practice …  [of reaching] a desired number in-
stead of pursuing some sort of protocol to produce a number that gets reported 
without regard to what some analysts predict that you will report.” (Miller and 
Bahnson, 2002, p. 184) 
 
Given our discussion of the three strands of thought on the value of 

earnings and the consequent demand for earnings management in Chap. 1, 
the definition in the literature that best describes earnings management 
seems to be the following: 

Definition:  Earnings management occurs when managers use 
judgment in financial reporting and in structuring transactions to alter 
financial reports to either mislead some stakeholders about the under-
lying economic performance of the company or to influence contrac-
tual outcomes that depend on reported accounting numbers.1 
This definition captures both the costly-contracting approach (earnings 

management is used to influence contractual outcomes) and the informa-
                                                      
1 Healy and Wahlen (1999, p. 368). 

Schipper (1989), Levitt 
(1998), Healy and 
Wahlen (1999), Tzur 
and Yaari (1999), 
Chtourou, Bédard, and 
Courteau (2001), Miller 
and Bahnson (2002) c



2.1 Definition      27 

tional approach (earnings management is used to mislead stakeholders) 
that are outlined in Chap. 1.  Like others, this definition points to manage-
ment as the party responsible for making those decisions that fall under the 
umbrella of earnings management.  It also captures the connotation of op-
portunistic manipulation of earnings. 

There are, however, two weaknesses to this definition. First, it does not set 
a clear boundary between earnings management and normal activities whose 
output is earnings. Dharan (2003, p. 1), expresses this concern as follows: 

A related issue for financial analysts, investors and corporate execu-
tives is how to distinguish between earnings manipulation that ulti-
mately proves to be fraudulent and the day-to-day struggles of manag-
ers to keep costs within budgets or to get revenues to meet desired 
sales targets. 

Second, not all earnings management is misleading.  Investors, for ex-
ample, prefer to separate persistent earnings from one-time shocks.  Firms 
that manage earnings in order to allow investors to better distinguish be-
tween the two components do not distort earnings.  On the contrary, they 
enhance the informational value of their reported earnings. 

We therefore offer an alternative definition of earnings management. 
Earnings management is a collection of managerial decisions that re-

sult in not reporting the true short-term, value-maximizing earnings as 
known to management.   

Earnings management can be 
 Beneficial: it signals long-term value; 
 Pernicious: it conceals short- or long-term value; 
 Neutral: it reveals the short-term true performance. 
The managed earnings result from taking production/investment ac-

tions before earnings are realized, or making accounting choices that af-
fect the earnings numbers and their interpretation after the true earnings 
are realized. 

This definition has three parts.  The first measures earnings against the 
short-term truth as it is known to management.  The second attaches sub-
jective value to earnings management.  The third describes in a broad 
sense how earnings management is achieved.2  The combination of the first 
and the third parts of the definition captures what Schipper (1989), dubbed 
the “economic income perspective.”3 

                                                      
2 Note that our definition captures both that earnings measure economic truth and that 

they convey information to the audience (Demski and Sappington, 1990, 1992). 
3 The first part of our definition seems to capture what practitioners consider  

earnings management, although they do not use the term.  Schilit (2002), for  
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Our definition relies on the premise that there exists an earnings number 
(the “short-term truth”) that is objective, neutral, and value-maximizing 
(for the firm) in the short run.  We emphasize the short term because earn-
ings are reported for a quarter or a year.  The advantage of this premise is 
twofold.  First, it confers the ability to distinguish income-increasing from 
income-decreasing earnings management.  The former reports earnings 
that are higher than the truth, while the latter reports earnings that are 
lower than the truth.  Consider, for example, Table 2.2 (adapted from 
Dechow and Skinner, 2000). 

Table 2.2 The different shades of earnings management 

Reporting type Accounting choices 
 Within GAAP 
“Conservative accounting” � Overly aggressive recognition of provisions 

or reserves 
�  Overstatement of restructuring charges and 

asset write-offs 
“Neutral accounting” 
(not earnings management) 

� Earnings that result from neutral operations 

“Aggressive accounting” � Understatement of the provision for bad 
debts 

� Drawing down provisions or reserves in an 
overly aggressive manner 

 Violates GAAP 
“Fraud” � Recording sales before they are 

“realizable” 
� Overstating inventory by recording 

fictitious inventory 
 
Earnings management tactics are spread across decisions that yield 

“conservative” earnings, that is, earnings that are deflated (relative to the 

                                                                                                                          
example, defines financial shenanigans as the “actions or omissions intended to 
hide or distort the real financial performance or financial condition of an entity” 
(p. 1).  O’Glove (1987), refers to the quality of earnings, illustrating this concept 
with a simple example: “Suppose a company reported $2.00 per share earnings, 
and you dissect the number.  Do you think the chief executive officer had any 
reason to understate the figure, that it really was $2.50?  No reason at all.  But 
he might have inflated the $2.00 from $1.50 to make his regime look better than 
it should” (p. xii).  McBarnet and Whelan (1999), are concerned with creative 
accounting, in contrast to having accounts that comply with accounting stan-
dards or with company law. 
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truth); decisions that yield “aggressive earnings” , that is, earnings that are 
inflated; and fraudulent reports that violate GAAP. 

The second advantage of the premise is that it recognizes that the short-
run truth may obscure the long-run truth.  To illustrate, suppose that the 
firm’s persistent earnings are 100 and, due to a one-time surge in demand, 
the true earnings rise in this quarter to 120.  Clearly, the short-term truth is 
different from the long-term truth. 

We restrict our attention to the truth as it is known to management be-
cause we cannot rule out the possibility that management does not know 
the truth.  This does not negate the information asymmetry pecking order 
in Chap. 1, which postulates that management has superior information.  
Thus, if the truth is x but management believes it to be x’, then reporting x’ 
does not constitute earnings management, but reporting x does. 

Part 2 deals with the difficulty that arises from the positive connotation 
of truth.  Defining earnings management as a non-truth-telling strategy 
marks it as pernicious.4  Yet earnings management can be neutral, or even 
beneficial.  Earnings management is valuable when, for instance, it con-
veys forward-looking, value-relevant information, by removing some of 
the noise in a truth-telling report of short-term earnings.  For example, Gul, 
Leung, and Srinidhi (2002), find that managers of firms with greater in-
vestment opportunities use earnings management to signal future opportu-
nities for growth.  Earnings management can be innocuous if the receiver 
of the report is able to undo it to learn the underlying truth.  Suppose that it 
is well understood that a change in depreciation policy is a means to boost 
earnings until the bad time passes.  Then, when the firm changes a depre-
ciation policy and publicizes it, the reader can undo the change to calculate 
the underlying truth. 

Pernicious earnings management fits with the general conception of 
earnings management as misrepresentation (Demski, 2003).  This is the 
case, for example, when the firm attempts to mask poor performance and 
mislead the audience, as with WorldCom, and many other firms whose 
bankruptcies was preceded by restatements of previously reported earn-
ings. 

Note that our definition excludes circumstances in which the reports re-
veal the short-term truth but the audience interprets the report differently.  
This is the case, for example, when the audience cannot distinguish be-
tween firms that report the truth and firms that attempt to pool with them.  

                                                      
4 The connotation of pernicious earnings management is that it is immoral even 

when it does not involve fraud (Bruns and Merchant, 1990; DePree and Grant, 
1999; Kaplan, 2001a, b; Shafer, 2002; Carpenter and Reimers, 2001; Fischer 
and Huddart, 2005). 
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To illustrate, consider an example drawn from Christensen and Demski 
2003, chapter 14).  The revenue-generating process for a given customer 
is a four-event/date sequence: 

 
1. locate a potential customer,  
2. make a sale,  
3. expect a possible return from the customer, and  
4. collect a payment. 
 

By the revenue-recognition principle, a firm cannot recognize a sale if 
collection is not expected to occur with high probability.  Hence, recogni-
tion of a sale at the date of event 2 implies one of two situations: either the 
firm honestly recognizes the sale, expecting the deal to go through, or the 
firm suspects that the sale may be reversed on Date 3 but decides to use an 
aggressive recognition strategy.  Observing a Date-3 event of a return does 
not refute either possibility. 

Consider a reader of the financial reports that are publicized after Date 2 
and before Date 3.  Suppose the reader believes that 80% of the firms in 
the industry are honest and that 20% are aggressive.  Let the gross sale be 
$100.  If the probability of a return and non-collection of the sale’s reve-
nues by a non-aggressive firm is 5%, the expected value of the sale is $95.  
If, however, the probability of return and non-collection is high, say 90%, 
then the expected value of the sale is reduced to $10.  Suppose that all 
firms report $95 revenue.  Unable to distinguish between the two types of 
firms, the reader makes his own prediction on the value of the sale.  By 
Bayes’ formula, the expected value of the sale is a weighted average of 
$95 and $10; the precise figure is 76 (= 0.80 � 95 + 0.20 � 10).  Thus, a 
firm may be honest, but its sale will still be discounted because of the 
reader’s skepticism.  By dissociating what the firm chooses from the 
reader’s interpretation of the report, our definition makes it easier to sepa-
rate truth-telling from earnings management.  To emphasize, we exclude 
truthful revelation that is discounted by the audience from our definition of 
earnings management; that is, we do not treat such instances as manifesta-
tion of earnings management. 
a “under [the information perspective of earnings management],… managerial 

discretion is a means for managers to reveal to investors their private expecta-
tions about the firm’s future cash flows.” (Beneish, 2001, p. 3) 

b “The push for increased transparency in financial reporting and corporate gov-
ernance serves the shareholders only up to a point.  Beyond that, managerial in-
hibitions induced by a lack of privacy can damage the interests of sharehold-
ers….  That earnings management reduces transparency is a simplistic idea.  
(Arya, Glover, and Sunder, 2003, p. 111) 
Earnings management occurs “when managers exercise their discretion over the 
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accounting numbers with or without restrictions.  Such discretion can be either 
firm value maximizing or opportunistic.”  (Fields, Lys, and Vincent, 2001, p. 
260, citing Watts and Zimmerman, 1990) 

“Earning management is the choice by a manager of accounting policies so as 
to achieve specific objective.” (Scott, 2003, p. 369)  

c “By ‘earnings management’ I really mean ‘disclosure management’ in the sense 
of a purposeful intervention in the external financial reporting process, with the 
intent of obtaining some private gain (as opposed to, say, merely facilitating the 
neutral operation of the process).”  (Schipper, 1989, p. 92) 
Earnings management is “the practice … [of reaching] a desired number instead 
of pursuing some sort of protocol to produce a number that gets reported with-
out regard to what some analysts predict that you will report.” (Miller and 
Bahnson, 2002, p. 184) 

2.2 The Methods to Manage Earnings 

The “how to” part of earnings management includes many variations.  As 
Bruns and Merchant (1990), Ayres (1994), Francis 2001, and others note, 
earnings are known to be managed through the following: 

 
� A choice from a menu of treatments that are accepted under GAAP, 

such as LIFO versus FIFO for inventory valuation (Hughes, Schwartz, 
and Fellingham, 1988; Neill, Pourciau, and Schaefer, 1995), 
depreication (Neill, Pourciau, and Schaefer, 1995; Bishop and Eccher, 
2000), the full cost method versus the successful effort method in the oil 
and gas industry (Malmquist, 1990; Zeff, 1993; Aboody, 1996) 5,  and 
revenue recognition policy (Bowen, Davis, and Rajgopal, 2002). 

� A decision on the timing of the adoption of a new standard (e.g., Ali and 
Kumar, 1994, on the timing of the adoption of SFAS 87; Lehavy and 
Revsine, 1994; Smith and Rezaee, 1995; Amir and Livnat, 1996; Amir 
and Ziv, 1997a, on the adoption of SFAS 106; Balsam, Haw, and Lilien, 
1995, on 11 major promulgations out of 96 standards that were issued 
by FASB between 1973 and 1989), a decision whether to write the 
transition effect of a new standard on the income statement or as a 
retroactive adjustment to stockholders’ equity on the balance sheet 

                                                      
5 The difference between the two methods is the timing of recognition of the costs 

of acquisition, development activities, and exploration for oil and gas.  Under 
the full cost method, all these costs are capitalized; if the well is dry, the suc-
cessful effort method expenses all costs immediately.  (Of course, if exploration 
costs exceed the net present value of the future revenues from proven oil and 
gas reserves, an immediate loss must be recognized under the full cost method.) 
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(Balsam, Haw, and Lilien, 1995; Amir and Ziv, 1997a, b), and a 
decision not to implement a new standard on the grounds of 
immateriality (Gilkeson and Stengel, 1999). 

� A judgment call when GAAP requires estimates, such as depreciation 
(Bishop and Eccher, 2000), the allowance for bad debt (McNichols and 
Wilson, 1988), assets valuation (Easton, Eddey, and Harris, 1993), 
pension accounting (Asthana, 1999; Brown, 2004; Bergstresser, Desai, 
and Rauh 2005; Hann, Lu, and Subramanyam, 2007) and asset write-
offs (Strong and Meyer, 1987; Elliott and Shaw, 1988; Elliott and 
Hanna, 1996; Francis, Hanna, and Vincent, 1996; Rees, Gill, and Gore, 
1996; Bunsis, 1997; Alciatore, Dee, Easton, and Spear, 1998; Bartov, 
Lindahl, and Ricks, 1998: Alciatore, Easton, and Spear, 2000; Black, 
Carnes, and Richardson, 2000; Burgstahler, Jiambalvo, and Shevlin, 
2002; Riedl and Srinivasan, 2006). 

� A classification of items as above or below the line of operating 
earnings (or earnings from continuing operations) in order to separate 
persistent earnings from transitory earnings (e.g., Godfrey and Jones, 
1999; Dye, 2002; Lin, Radhakrishnan, and Su, 2006; McVay, 2006), 
such as the use of restructuring charges (Elliott and Shaw, 1988; Elliott 
and Hanna, 1996; Hwang and Ryan, 2000; Bens and Johnson, 2006). 

� Structuring transactions to achieve desired accounting outcomes, such 
as Xerox’ use of a Portfolio Asset Strategy to sell the lease contracts of 
its Brazilian subsidiary after capital leases were discontinued in favor or 
operating leases.  (Revenues from operating leases are recognized only 
when rent payments are due.)6  Additional examples within the 
boundaries of GAAP include issuing costly contingent convertible debt 
that under SFAS 128 has no effect on diluted earnings per share until 
the contingencies are fulfilled (Marquardt and Wiedman, 2005); 
designing mergers to qualify for the pooling method (Aboody, Kasznik, 
and Williams, 2000; Ayers, Lefanowicz, and Robinson, 2002);7 
conducting transactions with related parties (Gordon and Henry, 2005). 
For example, Refco alledgely, parked 430 million dollars of accounts 
receivable at Liberty, a comapny that is affiliated with Refco’s CEO, 
Mr. Phillip Bennet. 

                                                      
6 See, Civil Action No. 03-CV-0671(DLC) COMPLAINT SECURITIES FRAUD. 
7
 A related accounting choice concerns the treatment of in-process research and 
development costs in acquisitions accounted for by the purchase method.  Levitt 
(1998), and then Press and Dowdell (2004), claim that firms manage earnings by 
writing these charges off instead of capitalizing them (to be amortized thereaf-
ter).   
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� Timing the recognition of revenues and expenses through, for example, 
timing the sales of assets in order to smooth earnings (see Bartov, 1993; 
and Gunny, 2005) and deciding whether to capitalize expenses, such as 
brand name costs (Muller, 1999). 

� A real production (Lin, Radhakrishnan, and Su, 2006; Roychowdhury, 
2006; Zang, 2007) and investment decision (Bens and Monahan, 2005), 
such as reducing research and development expenditures (Baber, 
Fairfield, and Hagard, 1991; Hansen and Hill, 1991; Bushee, 1998; 
Darrough and Rangan, 2005; Gunny, 2005; Singer, 2007; Zang, 2007) 
and affecting selling and adminsitrative expenses (Gunny, 2005; Lin, 
Radhakrishnan, and Su, 2006; Zang, 2007).   

� Managing the transparency of the presentation.  See, for example, the 
reaction of select analysts and Wall Street reporters to Enron’s footnote 
disclosures of its SPE (Smith and Emshwiller, 2003).8  See also Riedl 
and Srinivasan (2006), on the choice between presenting special items 
in a separate line in the income statement and presenting them in a 
footnote. 

� Managing the informativeness of earnings through various means, such 
as reporting comprehensive income on the statement of equity rather 
than on the performance statement (Lee, Petroni, and Shen, 2006), and 
subtracting small expenses from GAAP earnings to present pro forma 
earnings, as discussed below. 
 
We have no ambition to provide a comprehensive list of what compa-

nies do to manage earnings under each category, as that lies beyond the 
scope of this book.  Nevertheless, it is worth noting that revenue recogni-
tion seems the largest single account subject to earnings management as 
indicated by anecdotal evidence, by an examination of restatements and of 
enforcement cases of the Security and Exchange Commission (Dechow, 
Sloan, and Sweeney, 1996; Bonner, Palmrose, and Young, 1998; Pricewa-
terhouseCoopers, 20009;  Turner, 2001b; Anderson and Yohn, 2002; Wu, 
2002; Palmrose and Scholz, 2004), and by an analysis of the frequency of 
situations in which auditees put pressure on auditors to acquiesce in the 
auditees’ wishes (Nelson, Elliott, and Tarpley, 2003).  Coffee (2005, p. 
10). reports that the SEC study of all its enforcement proceedings over the 
                                                      
8 Note that other authors (Hirst and Hopkins 1998; Maines and McDaniel, 2000; 

Hirst, Hopkins, and Wahlen, 2004; Hunton, Libby, and Mazza, 2006), establish a 
positive association between truth revelation and the transparency of the presen-
tation.   

9 In the year 2000, for example, 66% of all cases filed under allegations of ac-
counting fraud involve revenue recognition.  
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1997–2002 period finds that 126 out of the 227 “enforcement matters” 
were alleged “improper revenue recognition. ” 

Given that the auditee typically wishes to inflate earnings, a few known 
ways to manipulate revenues include the following: 

 
� Recording contingent sales with right of return as sales; 
� “Channel stuffing”; 
� “Bill-and-hold” transactions; and 
� Violating quarter cutoff rules. 

 
Recording contingent sales is self-explanatory.  Since not all risks are 

passed to the buyer, recognition of contingent sales violates the revenue 
recognition principle. Channel stuffing is an example of the restructuring 
of transactions.  To boost sales in the current period, the firm offers cus-
tomers excessive discounts to induce buyers to make early purchases.  
Bill-and-hold sales are virtual transactions, as nothing much happens be-
sides recording a bill of sale.  The seller continues to hold the merchan-
dize, and the buyer is not expected to pay.  Violating quarter cutoffs refers 
to the practice of recognizing revenues before the quarter in which they are 
earned, such as recording revenues in advance of the actual shipment of 
merchandize to the customer. 

2.3 Managing GAAP Earnings Through Pro forma 
Earnings 

One method of earnings management is to break away from GAAP earn-
ings by reporting pro forma earnings.  Non-GAAP earnings exclude items 
that are classified as either “non-recurrent” or “non-cash,” such as special 
items (mostly restructuring costs), amortization of goodwill before SFAS 
141, and losses.  Until March 2003, firms did not have to reconcile non-
GAAP earnings with GAAP earnings.  Our knowledge of the composition 
of the difference between them thus depends largely on voluntary disclo-
sure by the firms.  Bhattacharya, Black, Christensen, and Larson (2003), 
for example, report that the list of “adjustments”10 by firms that made such 
                                                      
10 Doyle, Lundholm, and Soliman (2003, p. 147) state, 

We decompose the difference between GAAP earnings and pro forma earn-
ings (i.e., the exclusions) into two parts special items and other exclusions.  
Special item exclusions are relatively easy to identify, with the most com-
mon example being a restructuring charge.… The most easily recognizable 
“other exclusion” is the amortization of goodwill, but there are many others 
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disclosures includes the following items: depreciation and amortization 
expenses, stock compensation-related charges, merger costs, research and 
development, gains/losses, extraordinary items or discontinued operations, 
and adjustments for the number of shares used to calculate EPS.  On a 
case-by-case basis, Doyle, Lundholm, and Soliman (2003), report that, 
unlike GAAP earnings, the adjustments might be inconsistent across firms 
and across time for the same firm.  The research has consistently shown 
that pro forma earnings are different from GAAP earnings and analysts 
earnings (Gu and Chen, 2004; Bhattacharya, Black, Christensen, and Mer-
genthaler, 2007).  DiGabriele and Eisner (2005), and Bryan and Lilien 
(2005), illustrate how negative earnings per share (EPS) calculated for 
GAAP earnings become positive when projected for pro forma earnings. 

There is evidence that publication of pro forma earnings rose steadily 
before the implementation of section 401(b) off the Sarbanes-Oxley Act 
(e.g., Bradshaw and Sloan, 2002; Bhattacharya, Black, Christensen, and 
Larson, 2003; Bhattacharya, Black, Christensen, and Mergenthaler, 2004) 
and decreased thereafter (Heflin and Hsu, 2005; Nichols, Gray, and Street, 
2005; Entwistle, Feltham, and Mbagwu, 2006; Marques, 2006). 

Disclosure of pro forma earnings instead of GAAP earnings smacks of 
pernicious earnings management.  After all, why should a firm disclose 
non-GAAP earnings if its GAAP earnings are favorable?  As anecdotal 
evidence, consider the example of Kodak in Bryan and Lilien, 2005.  They 
report that Eastman Kodak (EK) had “actual earnings” of $0.78 per share 
for the quarter ending December 31, 2004.  Since analysts’ consensus es-
timate was $0.65, Kodak had a positive surprise of $0.13, as compared to 
GAAP diluted EPS from continuing operations of ––$0.04.  The stock 
price rose on the day (and in the days after the multiple announcements of 
negative earnings, accounting errors, and weaknesses in internal control). 

The profile of a typical firm reporting pro forma earnings seems to jus-
tify this concern.  Ciccone (2002); finds that firms attempt to present a pic-
ture that is healthier than the GAAP truth.  For example, they report pro 
forma profits to offset the impact of GAAP losses.  Firms also use pro 
forma earnings to reduce volatility (see Ciccone, 2002, table 4).  In the 
highest volatility portfolio in Ciccone’s 1990–2000 sample, the average 
volatility of pro forma earnings is almost half the average volatility of 

                                                                                                                          
that are more difficult to identify.  Some examples are the exclusion of op-
erating losses from stores scheduled to be closed in the future (The Great 
Atlantic and Pacific Company, fourth quarter of 1998), the exclusion of 
stock compensation expense (Amazon, fourth quarter of 2001), the exclu-
sion of in-process R&D charges (AT&T, third quarter of 1999), and the ex-
clusion of legal settlement costs (General Motors, third quarter of 2001). 
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GAAP earnings. There is also a large difference between average pro 
forma earnings per share ($0.65), and average GAAP earnings per share 
($0.05) in the subset of firms with high volatility of earnings.  Hsu (2004), 
shows that the gap between GAAP and pro forma earnings is lower when 
non-recurrent items on the income statement increase earnings.  Bhatta-
charya, Black, Christensen, and Mergenthaler (2004), find that the pro 
forma firms are significantly less profitable and have higher debt levels 
and higher market-to-book ratios, and Lougee and Marquardt (2004), note 
that firms with negative earnings surprises are more likely to release pro 
forma earnings information.11  Frankel, McVay, and Soliman (2006), show 
that weak governance in terms of independence of the board leads to the 
removal of value-relevant items from GAAP earnings, especially when in 
doing so the firm meets the expectations of the market.  Doyle, Lundholm, 
and Soliman (2003), find that stock returns for firms with large exclusions 
are up to 45% lower than stock returns for firms with small exclusions 
over a 3-year period after the pro forma earnings release.  Bhattacharya, 
Black, Christensen, and Mergenthaler (2007), observe that trades of less 
sophisticated investors, as evidenced in the relative small size of their 
trades, indicate that they are more likely to use pro forma earnings than 
sophisticated traders, who seem to ignore them.  In short, “pro forma 
firms” have stronger incentives not to reveal GAAP earnings.   

It is little wonder that the press and regulators condemn the prac-
tice. Turner (2001b) states, 

 

A more recent recommendation for the Commission to consider 
came in the May 28, 2001 edition of Barron’s.  The article, in discuss-
ing earnings releases, appropriately stated: 

There’s a flavor of performance measurement for practically every 
company that doesn’t look too hot when measured in old fashioned 
earnings.  The dot-coms were notorious for their promotion of “pro 
forma” earnings; ultimately, what passed for performance turned out to 
be a pipe dream.  That didn’t stop firms in other industries from adopt-
ing their own pro forma earnings management.  The corporate archi-
tects of financial reporting are now building their own Tower of Babel.  

Barron’s is right in noting pro formas are often used by companies 
with performance and business issues to mask their real earnings.  In 
fact, the Washington Post has aptly defined pro forma earnings as “hy-
pothetical” earnings. 

 

Yet is reporting pro forma earnings nothing more than pernicious earn-
ings management?  The view that firms attempt to inflate performance is 
inconsistent with the fact that some firms report non-GAAP earnings that 
                                                      
11 See the discussion of debt as a motivation for earnings management in Chap. 3. 
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are lower than their GAAP earnings.  For example, 30% of the firms in the 
hand-picked sample of Bhattacharya, Black, Christensen, and Larson 
(2003), and 7% of the loss firms in the sample of Ciccone (2002), had 
higher GAAP profits.  One explanation, provided by Lougee and 
Marquardt (2004), is that pro forma earnings sometimes could be used in 
beneficial earnings management because firms with low quality GAAP 
earnings can thus signal value.  Evidence on the value of pro forma earn-
ings is also provided in Bradshaw and Sloan (2002), Bhattacharya, Black, 
Christensen, and Larson (2003), and Frankel and Roychowdhury (2006), 
and their neutrality in affecting investors’ beliefs in Johnson and Schwartz 
(2005). 

We note that there is evidence that the market prefers non-GAAP earn-
ings.  Financial analysts and institutional investors prefer pro forma earn-
ings because they exclude transitory items (Bradshaw and Sloan, 2002).  
Abarbanell and Lehavy (2002), report that there are certain items that ana-
lysts do not attempt to predict, and pro forma earnings are more closely re-
lated to analysts’ definition of earnings.  To wit, in the commercial data-
base of I/B/E/S, actual earnings coincide with pro forma earnings and not 
with GAAP earnings (see also Gu and Chen, 2004).  Bhattacharya, Black, 
Christensen, and Larson (2003), find that the pro forma earnings of over 
65% of firms in their hand-collected sample coincide with the I/B/E/S 
numbers, and the median difference is but one cent. 

Managers respond to pressure from “the street” and report pro forma 
earnings that do not contain transitory earnings (for a survey of manage-
ment’s motivation, consult Bowen, Davis, and Matsumoto, 2005, footnote 
2).  Doyle, Lundholm, and Soliman (2003), who check 50 random press 
releases of 1999 fourth-quarter earnings announcements, find that in 48 
cases the I/B/E/S earnings per shares were featured in the press release; in 
the other two cases, all the exclusions necessary to reconcile GAAP earn-
ings to the actual earnings per I/B/E/S were shown in the lead paragraph. 

The Sarbanes-Oxley Act of July 2002 changed the rules of the game for 
pro forma earnings.  Section 401(b) specifically directed the SEC to issue 
regulations to ensure that “publicly disclosed pro forma financial informa-
tion, now known as non-GAAP financial measures, not be materially mis-
leading and be accompanied by a reconciliation to the related financial 
statements presented in accordance with GAAP.”  In 2002, the SEC issued 
Regulation G, which requires all firms that publicize non-GAAP earnings 
after March 28, 2003, to produce concurrently the GAAP earnings and a 
reconciliation between the two.  Nichols, Gray, and Street (2005), and 
Kolev, Marquardt, and McVay (2007), find that fewer firms now issue pro 
forma earnings, but those that do exclude GAAP items appear to have a 
stronger performance. 
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Regulation G raises two questions: first, will firms still use pro forma 
earnings as an earnings management strategy?  Second, what type of earn-
ings management is likely to take place when it is made in the open?  The 
answer to the first question focuses on the presence of small, unsophisti-
cated investors (see, e.g., the theoretical study of Hirshleifer and Teoh, 
2003; the experimental study of Frederickson and Miller, 2004; Elliott, 
2004; Dilla, Janvrin, and Jeffrey, 2006; the empirical studies of Allee, 
Bhattacharya, Black, and Christensen, 2006; Bhattacharya, Black, Chris-
tensen, and Mergenthaler, 2007).  The less sophisticated will be impressed 
by non-GAAP information, especially when such earnings are higher and 
their presentation emphasizes them relative to the GAAP earnings.  Some 
of the bias in perception, however, can be mitigated if the readers are will-
ing to invest time (Dilla, Janvrin, and Jeffrey, 2006). 

The second question is answered by the research that examines the use 
of non-GAAP earnings to influence the market’s interpretation of the 
GAAP earnings.  Elliott (2004), and Allee, Bhattacharya, Black, and 
Christensen (2006), examine whether the firm presents GAAP earnings be-
fore or after pro forma earnings.  Bowen, Davis, and Matsumoto (2005), 
check the emphasis on pro forma versus GAAP by examining the headline, 
the first paragraph, and the rest of the release when companies voluntarily 
disclose both earnings figures.  These studies also establish that firms use 
pro forma earnings to present their performance in a favorable light.  
Kolev, Marquardt, and McVay (2007), find an improvement in the quality 
of pro forma earnings post SOX, but it seems that firms now attempt to 
mask their exclusions by classifying more items as special. 

2.4 Summary 

This chapter concludes the first part wherein we presented the answers to 
the question of why earnings are the statistics that is managed and the 
definition of earnings management.  Our definition of earnings manage-
ment allows distinguishing between earnings management activities and 
managing earnings as part of normal operational decisions. We recognize 
that earnings management could be beneficial, neutral, or pernicious. 
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In Chap. 2, we presented the definition of earnings management and dis-
cussed the main ways it is done.  In this chapter, we use the definition by 
further exploring the different phenomena that are characterized by earn-
ings management.  We have identified 13 specific cases of earnings man-
agement, and we discuss each below. 

Our classification revolves around the key players on the financial ac-
counting scene, which can be grouped into three main categories:  man-
agement, plain-vanilla users, and gatekeepers or monitors.  Management 
reports earnings, users use earnings as an input to their decision making, 
and gatekeepers provide valuable signals to other users regarding the 
credibility and the informational value of the reported earnings (Coffee, 
2002, 2003a, b).  We associate with each player the earnings management 
events that seem most closely related to their decisions.  As an example, 
consider analysts, who, in their capacity of gatekeepers, shape the market’s 
expectation about future earnings.  Firms might manage earnings to meet 
the expectations of the analysts, in order not to disappoint the market. 

The Players 

The accounting scene and the interactions between management and the 
firm’s other constituencies are illustrated in Figure 1. 

Figure 1 shows the main players: the manager, the users, and the gate-
keepers. The firm is a principal-agent contract between management and 
the board of directors.  The board sets the management’s compensation.  In 
Figure 1, we put management above the board.  Optimally, the opposite 
should be the case.  Cynthia Glassman, a commissioner of the Securities 
and Exchange Commission, states, 

In the U.S., management, the board of directors and the sharehold-
ers form a corporate decision-making hierarchy. Management is at the 
bottom of the hierarchy. Though some CEOs don’t always seem to re-
alize this, it’s true. Nevertheless, management gets to make the vast 
majority of the decisions. Everything from business strategy and its 
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implementation down to the color of the wallpaper in the office hall-
ways is the province of management. Management’s responsibility, 
and it’s a big one, is the day-to-day running of the corporation.  

 
 

 
 
Fig. 1 The accounting scene and the relationships between management and other 
stakeholders 

 
The financial report is an outcome of management’s actions, and it is an 

input into the decision making of users and gatekeepers.  More important, 
the latter two groups take actions based on the financial reports that affect 
the performance measures on which management’s compensation is based.  
For example, creditors use earnings to decide the firm’s ability to pay back 
loans, and their decisions determine the interest expenses in the income 
statement and the capital that can be raised to finance investments.  Gate-
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keepers are dispersed in the diagram because they include the auditor, who 
participates in the preparation of the accounting reports (on the upper right 
side of the diagram); the board of directors, which monitors management 
as a representative of shareholders’ interests (in the center of the diagram, 
just below management), and other gatekeepers that are external to the 
firm, such as analysts, institutional shareholders, investment bankers, 
credit agencies, and the press (in the lower left corner of the diagram). 

Finally, note the dual role of regulators.  On one hand, they are users.  
On the other hand, regulators determine the rules of the game.  For exam-
ple, Altamuro, Beatty, and Weber (2005), find that firms were less suc-
cessful in meeting earnings benchmarks (see Chaps. 4 and 5) after being 
required to comply with SEC’s Staff Accounting Bulletin (SAB) No. 101 
that allows recognition of revenues only after the earnings process is com-
plete.  The legal system is an important component of the infrastructure of 
the accounting reporting system, and it can help or hinder attempts by us-
ers to affect the scope of earnings management.1 

A crucial set of constraints that distinguishes the accounting scene in the 
twenty-first century has been shaped by the Sarbanes-Oxley Act (SOX), 
officially known as the Public Company Accounting Reform and Investor 
Protection Act of 2002. 

The Sarbanes-Oxley Act 

Knowledge of the legal system is important to understand the accounting 
scene.  Since July 2002, the legal framework in the United States has in-
cluded the Sarbanes-Oxley Act (SOX), in addition to the rules of the Secu-
rities and Exchange Commission (SEC), the listing requirements of the 
stock exchanges, the codes of conduct of the corporations, and state laws.2  

                                                      
1 In his discussion of the optimal infrastructure of financial accounting reporting, 

Ball (2001), states, 

 [P]erhaps most important of all [is] establishing an effective, independent legal 
system for detecting and penalizing fraud, manipulation, and failure to comply 
with standards of accounting and other disclosure, including provision for pri-
vate litigation by stockholders and lenders who are adversely affected by defi-
cient financial reporting and disclosure. (p. 128, Text in brackets added) 

2 The rules of different regulatory bodies are interrelated.  The exchanges made 
rules that meet some of the SOX requirements before July 2002; for example, 
the NYSE requires an audit committee made up wholly of independent outside 
directors and also requires registrants to have a code of conduct.   
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We will focus on the Act.  Bear in mind that there might be tighter ex-
change requirements and that companies can signal value to shareholders 
through their own governance rules. 

The Motivation for the Sarbanes-Oxley Act 

According to Coffee (2002, 2003b), regulatory reforms take place in the 
aftermath of meltdown of the capital markets and economic crises because 
they expose firms that engaged in pernicious earnings management.  
Becht, Bolton, and Roell (2003, p. 13) state,  Many of these cases [corpo-
rate failures] concern accounting irregularities that enabled firms to vastly 
overstate their earnings.  Such scandals often emerge during economic 
downturns: as John Kenneth Galbraith once remarked, recessions catch 
what the auditors miss.  [Text in brackets added] 

The recent crisis happened with the burst of the high-tech bubble in the 
first quarter of 2000, followed by accounting scandals in 2001 and 2002; 
the most severe scandal involved restatements by WorldCom in 2002 that 
approximated in total over $10.8 billion.  The federal government re-
sponded by enacting the Sarbanes-Oxley Act –– the SOX.  This act com-
bines the initiatives of Representative Michael Oxley, chairman of the 
House Financial Services Committee, and Senator Paul Sarbanes, chair-
man of the Senate Banking Committee.  Rep. Oxley introduced a bill in the 
House on February 13, 2002, to strengthen auditor independence and es-
tablish a public accounting regulatory board.  Senator Sarbanes introduced 
a similar bill on June 25, 2002.  The final legislation, the Sarbanes-Oxley 
Act of 2002, was passed in the House and Senate on July 25, 2002 and 
signed by President Bush on July 30, 2002.3 

The implementation of the Act took time.  The earliest implementation 
was the SEC’s imposition of the requirement that management certify fi-
nancial reports, which has applied since August 29, 2002.  One of the last 
portions to take effect was §404 on internal controls, since it becomes ef-
fective for smaller firms only in the year ending after July 15, 2007. 

Since the SOX opens up new opportunities for research into earnings 
management, we next address the existing research on the repercussions of 
the SOX. 

                                                      
3 For a description of intervening events, consult Li, Pincus, and Rego (2006). 



Research on the Sarbanes-Oxley Act 

The Sarbanes-Oxley Act has inspired research in the legal, accounting, fi-
nance, and economics4 disciplines. 

Legal researchers debate the Act (see, e.g., Backer, 2002, 2004; 
Chandler and Strine, 2002; Fairfax, 2002a, b, 2005; Ribstein, 2002; 2003, 
2005; Brickey, 2003; Cunningham, 2003; Gordon, 2003; Langevoort, 
2003; Mitchel, 2003; Paredes, 2003; Bainbridge and Johnson, 2004; 
Blumberg and Kelleher, 2004; Bratton, 2004; Henning, 2004; Karmel, 
2004, 2005; McDonnell, 2004; Marks, 2004; Young, 2004; Ahdieh, 2005; 
Anand, 2005; Galindo, 2005; Romano, 2005; Bainbridge, 2006; Butler and 
Ribstein, 2006; Frankel, 2006; Garrie and Armstrong, 2006; Moberly, 
2006; Perino, 2006a, b; Cross and Prentice, 2006; Tippett, 2006).  The 
concerns of the legal research can be roughly classified into two catego-
ries: the first follows from the view that the act was created in a rush to ex-
tinguish the fire of accounting scandals by Republicans mindful of the 
coming elections.  Ribstein (2005), summarizes, 

Congress passed SOX in the summer of 2002.  The Act was enacted 
hurriedly, without significant debate, in a panic atmosphere created by 
crumbling securities prices and daily revelations of fraud, particularly 
including the massive accounting fraud at WorldCom.  (p. 6) 

From this angle, the Act raises the question whether it is effective in 
preventing accounting scandals and the concern that it might be riddled 
with inconsistencies.  An example of inconsistency is §806, on whistle-
blowers and SEC rule 205.5  Section 806 shifts the burden of responsibility 
for getting a response to the whistle-blower because it requires him to keep 
at it “up the ladder” if the authority he approaches does not respond satis-
factorily.  In contrast, SEC Rule 205 establishes a Qualified Legal Compli-
ance Committee in the board of directors to handle whistle-blowing by at-
torneys, which thus relieves attorneys of similar responsibility when they 
possess information that requires them to blow the whistle. 

The second category of debate concerns the legal repercussions of the 
Sarbanes-Oxley Act, such as the extension of federal regulation into the 
territory of state legislators and courts, which weakens the latter.  In their 
evaluation of the repercussions of the Sarbanes-Oxley Act in effecting 
changes in state laws, Chandler and Strine (2002, pp. 7–8) observe, “Al-
though it is difficult to predict the full ramifications of the Reforms for 
state law, what is clear is that the Reforms represent a marked increase in 
                                                      
4 See Holmström and Kaplan (2003), Kirchmaier and Selvaggi (2006), and 

Wasserman (2005). 
5  SEC is the body that implements the SOX.  
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federal government and Exchange regulation of the corporate board-
room.”6  Another concern is the increased liability of officers of firms, 
which can be exploited opportunistically.  Ribstein (2005), warns,  

The main problems with the internal controls reports are, however, 
more subtle and may persist even after firms have established report-
ing procedures and infrastructures.  Most importantly, SOX imposes 
significant new liability risks, since a clever trial lawyer might be able 
to trace virtually any business problem, in hindsight, to a failure to im-
plement some internal control.  Thus, the litigation risks are associated 
not merely with fraud or mismanagement, but with inherent business 
uncertainty.  (p. 10) 

The Economic Costs 

The provisions considered most costly are §302 and §404.   Section 404 
requires public firms to strengthen their internal control systems and to re-
port material weaknesses, and §302 requires management to certify the re-
ports.7   Compliance with §302 is not feasible if the internal control system 
has material weaknesses.  The SEC issued a rule, “Management’s Reports 
on Internal Control Over Financial Reporting and Certification of Disclo-
sure in Exchange Act Periodic Reports” (Release No. 33-8238), which be-
came effective August 14, 2003.  This rule defines “internal control over 
financial reporting” as follows: 

 

                                                      
6 The policymakers of corporate governance in the United States are the following: 

1. the Federal government (by acts and the initiatives of the Securities and 
Exchange Commission),  

2. state governments (through corporate codes and the common law of cor-
porations), and 

3. the stock exchanges (by making rules and establishing listing require-
ments). 

 Although these bodies may interfere with each other, each still enjoys a great 
deal of freedom (Chandler and Strine, 2002, footnote 12). 

7 Material weakness in internal control is defined as “a significant deficiency, or 
combination of significant deficiencies, that results in more than a remote likeli-
hood that a material misstatement of the annual or interim financial statements 
will not be prevented or detected (PCAOB, Auditing Standard #2).” 

 Auditors are now required to follow the guidelines of Auditing Standard 2 of the 
Public Company Accounting Oversight Board (PCAOB).  The PCAOB was  
established under the supervision of the SEC by the Sarbanes-Oxley Act to set 
audit, ethics, and independence standards, and to monitor auditing firms, which 
must register with the PCAOB in order to conduct audit for public firms. 



     47 

A process designed by, or under the supervision of, the registrant’s 
principal executive and principal financial officers, or persons per-
forming similar functions, and effected by the registrant’s board of di-
rectors, management and other personnel, to provide reasonable assur-
ance regarding the reliability of financial reporting and the preparation 
of financial statements for external purposes in accordance with gener-
ally accepted accounting principles and includes those policies and 
procedures that 

1. Pertain to the maintenance of records that in reasonable detail 
accurately and fairly reflect the transactions and dispositions of the 
assets of the registrant; 

2. Provide reasonable assurance that transactions are recorded as 
necessary to permit preparation of financial statements in 
accordance with generally accepted accounting principles, and that 
receipts and expenditures of the registrant are being made only in 
accordance with authorizations of management and directors of the 
registrant; and 

3. Provide reasonable assurance regarding prevention or timely 
detection of unauthorized acquisition, use, or disposition of the 
registrant’s assets that could have a material effect on the financial 
statements. 

Section 302 became effective on August 29, 2002, for all filers, and 
§404 became effective for fiscal years ending after November 15, 2004, 
for accelerated filers.8  For non-accelerated filers, §404 will be effective 
for years ending after July 15, 2007. 

Compliance with §302 and §404 imposes the direct costs of an invest-
ment in internal control systems and an increase in audit fees caused by the 

                                                      
8 See http://www.sec.gov/answers/form10k.htm 

Revised deadlines for filing periodic reports 
Category of filer 

Form 10-K deadline Form 10-Q 
deadline 

Large accelerated filer 
($700MM or more) 

75 days for fiscal years ending before 
December 15, 2006, and 60 days for 
fiscal years ending on or after Decem-
ber 15, 2006 

40 days 

Accelerated filer 
($75MM or more and less than 

$700MM) 
75 days 40 days 

Non-accelerated filer 
(less than $75MM) 90 days 45 days 
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In a survey of 224 firms conducted by Financial Executives Interna-
tional (in July 2004), respondents revealed that they will spend in the 
first year of SOX, on average, an extra $3 million in order to comply 
with Section 404.  The largest companies (those with over $5,000 mil-
lion in revenues) will spend an average of $8 million.  Respondents 
stated that audit fees are expected to increase, on average, by 53% in 
order to pay for the attestation over internal control.…  Additionally, 
the costs associated with these steps include not only “out-of-pocket” 
costs but also the indirect costs of diverting managerial attention from 
the critical decisions that pertain to operating and investing activities of 
the firm.10 

                                                      
9  The initial estimates of the costs understate them.  In 2003, the SEC expected 

the incremental section 404 costs of “compiling documentation, implementing 
new processes, and training staff” to amount to $1.24 billion, or $91,000 per 
company (Release No. 33-8238). 

10 Over 50% of the respondents were large firms with annual revenues of at least 
$1 billion. 

requirement that an auditor assess the internal control systems.9  Regula-
tors, professional organizations, media, and researchers have all examined 
the estimated increment in audit fees.  Eldridge and Kealey (2005), esti-
mate an average cost of $2.3 million dollars from 2003 to 2004 for 648 
Fortune 1000 firms that fully disclose audit fees; Asthana, Balsam, and 
Kim (2004), report that in their sample of 5,208 firms with available data 
on audit fees in 2003, the average audit fee increased from $748,204 in 
2000 to $1,099,581 in 2002, and, as a percentage of total assets, it in-
creased from 0.092 to 0.157%.  Raghunandan and Rama (2006), find that 
audit fees paid in 2004 by 660 manufacturing firms are higher than the cor-
responding fees for 2003 (the mean and median fees for 2004 are higher by 
86 and 128%, respectively).  Audit fees are even higher for the 58 firms 
that disclosed material weaknesses in internal controls over financial re-
porting.  Compliance also entails indirect costs, such as a diversion of 
management’s effort from investment or production decisions to monitor-
ing of internal controls.  Block (2003, p. 37), for example, states that in his 
sample, time-consuming internal control systems were a driving force in 
inducing firms to go private: “While a traditional reason for not enjoying a 
public company status is the time required to meet with security analysts 
and other interested parties, this was not an issue with the respondents of 
this study.  Rather, their time was being absorbed in another manner:  
overseeing auditors, attending committee meetings of the board to insure 
SEC compliance, ….”  Bryan and Lilien (2005, p. 3), summarize, 
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Many other provisions of the Sarbanes-Oxley Act are costly, too, such 
as restrictions on non-audit services (Zhang, 2005), the establishment of 
whistle-blower protections and the acceleration of the dates at which re-
ports must be filed (Block, 2003), and the funding of the PCAOB, which, 
because it is proportional to a firm’s total market capitalization, can reach 
$2 million per year for a large company (Branson, 2006).  Additional indi-
rect costs include the increase in proprietary disclosures.  For example, 
Barrett (2003), notes that valuable information on what a firm thinks about 
litigation can be obtained by observing the reserves put aside for that pur-
pose in compliance with §401(a) of the Act.  Moreover, SOX has also led 
to an increase in the cost of incentives for directors (Linck, Netter, and 
Yang, 2006). 

The Sarbanes-Oxley Act has been more costly for smaller firms.11  For 
example, 23 of 30 Dow Jones firms experienced an increase of just 40% in 
audit fees from 2003 to 2004 (Eldridge and Kealey, 2005, citing a Wall 
Street Journal report), the average firm experienced an increase of over 
50%.  Smaller firms proportionally have borne more of the cost of the new 
requirements because they were less likely to adopt the SOX provisions 
voluntarily before 2003 (Aggarwal and Williamson, 2006).  They also tend 
to spend less resources on internal controls, which increases the cost of 
their audits (Eldridge and Kealey, 2005), and they find it harder to recruit 
talent and gain the attention of large auditors because they are more risky. 

The Accounting and Economic Benefits 

The other side of the SOX coin is that internal controls, especially over fi-
nancial reporting, are important, and they are valued by the market.  In 
2004, Donald T. Nicolaisen, the Chief Accountant of the SEC, stated, 

[G]iven the massive financial scandals, decline in market capitaliza-
tion and resulting loss of investor confidence in our markets, I believe 
that, of all the recent reforms, the internal control requirements have 
the greatest potential to improve the reliability of financial reporting. 
Our capital markets run on faith and trust that the vast majority of 
companies present reliable and complete financial data for investment 
and policy decision-making. Representing to the world that a company 
has in place an appropriate control system, free of material weak-
nesses, that gathers, consolidates, and presents financial information 
strengthens public confidence in our markets and encourages invest-
ment in our nation’s industries. 

                                                      
11 The unequal impact of regulatory compliance costs on small and madcap firms 

is not unique to SOX (see Hsu, 2004). 
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The evidence seems to confirm the value of §404 of the Sarbanes-Oxley 
Act since low quality internal controls are associated with more earnings 
management (Bédard, 2006; Chan, Farrell, and Lee, 2006) and with more 
restatements (Bryan and Lilien, 2005). 

The empirical research in accounting and related disciplines focuses on 
the consequences of SOX.  Broadly speaking, three issues have been in-
vestigated: 

 
� The market reaction:  to the events leading to the Act (Bhattacharya, 

Groznik, and Haslem, 2004; Chhaochharia and Grinstein, 2005; Zhang, 
2005; Jain, Kim, and Rezaee, 2006; Li, Pincus, and Rego, 2006; Rezaee 
and Jain, 2006); to the impact of the Act on foreign firms listed in the 
United States (Litvak, 2006; Smith, 2006); to specific provisions, such 
as the certification requirement (Bhattacharya, Groznik, and Haslem, 
2003, 2004; Griffin and Lont, 2005a; Gupta and Nayar, 2006);12 to the 
disclosure of material weakness in internal control (De Franco, Guan, 
and Lu, 2005; Hammersley, Myers, and Shakespeare, 2005; Beneish, 
Billings, and Hodder, 2006; Chan, Farrell, and Lee, 2006); to the 
requirement that stock grants be reported within 2 days (Narayanan and 
Seyhun, 200513); and to improvements in governance (Aggarwal and 
Williamson, 2006). 

If the responses have been favorable, then SOX has accomplished its 
stated mission of restoring investors’ confidence in the integrity of the 
capital markets. 

Overall, it appears that this goal has indeed been achieved.  The re-
search on the market response to the events leading to the enactment of 
the Act indicates that it was successful (Jain, Kim, and Rezaee, 2006; 
Li, Pincus, and Rego, 2006; Rezaee and Jain, 2006), with a stronger 
positive reaction to firms that engaged more in earnings management 
(Li, Pincus, and Rego, 2006).14  This surge in confidence has proved to 
be justified, as earnings management has declined.  Cohen, Dey, and 
Lys (2005a), who study 80,963 firm-quarter observations for 5,538 
firms in the 1987–2003 period, observe that earnings management in-

                                                      
12 Vermeer (2005), examines voluntary certification by management.  He finds a 

negative association between earnings management (measured by discretionary 
accruals) and certification. 

13 See the backdating scandal in Chap. 3. 
14 An exception is Zhang (2005), who finds a loss in total market value of about 

$1.4 trillion around the most significant rulemaking events.  The events chosen 
by Zhang are not in perfect congruence with the choices made in Li, Pincus, and 
Rego (2006). 

creased steadily before SOX and declined thereafter.  Furthermore, cer-
tification by management of the veracity of the financial reports (see the 
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discussion in Chap. 3) has reduced earnings management and increased 

� Disclosure of material weaknesses in internal control systems, as 
required by §302 and §404 of the SOX (Bryan and Lilien, 2005; Ge and 
McVay, 2005; Hammersley, Myers, and Shakespeare, 2005; Krishnan 
and Visvanathan, 2005a; Ashbaugh-Skaife, Collins, and Kinney, 2006; 
Bédard, 2006; Beneish, Billings, and Hodder, 2006, Doyle, Ge, and 
McVay, 2006; Ettredge, Heintz, Li, and Scholz, 2006; Ghosh and 
Lubberink, 2006; Ogneva, Subramanyam, and Raghunandan, 2006; 
Ettredge, Li, and Sun, 2007). 

Such disclosures appear to be value-relevant because the market re-
sponds negatively (De Franco, Guan, and Lu, 2005; Hammersley, 
Myers, and Shakespeare, 2005; Beneish, Billings, and Hodder, 2006), 
especially when management declares the system to be effective (Ham-
mersley, Myers, and Shakespeare, 2005).  De Franco, Guan, and Lu 
(2005), find that the investors’ response is largely caused by small in-
vestors’ selling of their holdings. 

The picture that emerges is that material weaknesses are more likely 
in firms that have more complex operations, more accounting risk expo-
sure, and fewer resources to invest in internal control.  Furthermore, 
firms that reported ineffective internal controls experienced higher 
SOX-related audit costs and higher probability of future restatement 
than those that reported effective internal controls. 

� The economic repercussions of the SOX, whether or not intended 
(Block, 2003; Lai, 2003; Smith, 2006; Asthana, Balsam, and Kim, 2004; 
Hsu, 2004; Jain and Rezaee, 2004; Bris, Cantale, and Nishiotis, 2005; 
Bryant-Kutcher, Peng, and Zvinakis, 2005; Cohen, Dey, and Lys, 
2005b; Collins, Gong, and Li, 2005; Griffin and Lont, 2005b; Heflin 
and Hsu, 2005; Kamar, Karaca-Mandic, and Talley, 2005; Krishnan and 

                                                      
15 Bhattacharya, Groznik, and Haslem (2004), who study the market’s reaction to 

certification by 664 of the 688 firms that were required to certify by August 14, 
2002, find no evidence that the CEO and CFO certification requirements were 
significantly priced by investors.  Jain and Rezaee (2004), find no change in ac-
counting conservatism. 
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conservatism (Lobo and Zhou, 2005).15 Williams, DaDalt, Sun, and 
Yaari, (2006, 2008), Bartov and Cohen, (2007), and Koh, Matsumoto, 
and Rajgopal, (2007) also establish that earnings management declined 
after the enactment of SOX by analyzing the phenomenon of firms 
meeting/beating analyst expectations (see Chapter 5). 

Visvanathan, 2005a; Markelevich, Hoitash, and Barragato, 2005; 
Schwarzkopf and Miller, 2005; Stadtmann and Wissmann, 2005; 
Ahmed, Duellman, and Abdel-Meguid, 2006; Bédard, 2006; Carney, 
2006; DiGabriele and Gottesman, 2006; Engel, Hayes, and Wang, 2006; 
Gordon, Loeb, Lucyshyn, and Sohail, 2006; Leon, 2006; Leuz, Triantis, 
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and Wang, 2006; Linck, Netter, and Yang, 2006; Roberts and Chava, 
2006; Schloetzer, 2006; Williams, 2006; Williams, DaDalt, Sun, and 
Yaari, 2006; Zhang, Zhou, and Zhou, 2006; Brochet, 2007; Williams, 
Sun, and Yaari, 2007). 

The scope of this strand of literature is quite rich.  As an example,   
Lai (2003), finds that the Sarbanes-Oxley Act enhanced auditor’s inde-
pendence, as evidenced in an increase in the likelihood of modified au-
dit opinions and lower discretionary accruals in financial statements.  
Cohen, Dey, and Lys (2005b), find that management’s equity compen-
sation increased and cash compensation decreased with concurrent de-
crease in R&D.  Gordon, Loeb, Lucyshyn, and Sohail (2006), find that 
voluntary disclosure of the quality of computer security has increased 
(since compliance with section 404 enhances the importance of tighter 
computer security).   

Several studies examine the effect of the SOX on the decision to be-
come private and the decision to go dark (Block, 2003; Hsu, 2004; Ma-
rosi and Massoud, 2004; Subramanian, 2005; Carney, 2006; Engel, 
Hayes, and Wang, 2006; Leuz, Triantis, and Wang, 2006; and Smith, 
2006).16  The phenomenon of firms going dark, that is, ceasing to be reg-
istered with the SEC so that they would no longer need to issue financial 
reports and thus would be spared the costs of compliance, seemed to 
gain momentum after SOX was enacted.  For example, Leuz, Triantis, 
and Wang (2006), report that the number of firms going dark (going pri-
vate) increased substantially: from 28 (23) and 29 (54) in 1998 and 
1999, respectively, to 183 (79) and 122 (66) in 2003 and 2004, respec-
tively.17  Still, it is clear that some firms go private18 for reasons that 
have little to do with the regulatory environment: high cash flows and 
low growth opportunities combined with high insider ownership (Ma-

                                                      
16 It seems that SOX chased foreign firms away from U.S. markets (Hsu, 2004; 

Bris, Cantale, and Nishiotis, 2005; Stadtmann and Wissmann, 2005) and led to a 
negative market response to foreign firms that cross-list in the United States 
(Litvak, 2006).  In December 2006, the SEC issued new rules that facilitate de-
listing by foreign firms.  

17 Going private in the United States is quite time-consuming, in part because 
companies beyond certain size can go private only if the number of their share-
holders falls below 300 (or fewer than 500 holders of record and less than $10 
million of assets in each of the prior 3 years, where shareholders of record are 
typically “street names”).  Firms that chose this path had to take a number of 
steps, such as reverse stock splits, before they could accomplish the change. 

18 One way to go private is freeze-outs—a controlling shareholder buys out the 
minority shareholders (Subramanian, 2005). For additional discussion of the dif-
ferent ways to go private, consult Kamar, Karaca-Mandic, and Talley, (2005). 
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rosi and Massoud, 2004) may leave a company with no real need to 
raise capital in the market; a firm may experience low liquidity due to 
lack of interest from institutional investors (see, e.g., Block, 2003; Hsu, 
2004); or the company may be acquired by a private firm (Kamar, Ka-
raca-Mandic, and Talley, 2005).  Nevertheless, firms that file Form 13E-
3 with the SEC (as required when the change in the firm’s status re-
quires the consent of shareholders rather than just the board of directors) 
often do list the cost of SOX as a factor in their decision.19  For example, 
Block (2003), who received 110 responses to questionnaires sent to 236 
Nasdaq firms that went private between January 2001 and July 2003, 
finds that the major reason for going private is cost (the average respon-
dent thought that the cost of being public had increased from $900,000 
to $1,954,000).  The mirror phenomenon of going private is the phe-
nomenon of Initial Public Offering (IPO).  Zingales (2006), finds that 
international firms that seek to raise money seek non U.S. exchanges.  
One reason is that these other markets are competitive; another reason is 
the reluctance to bear the SOX compliance costs. 

The Plan of Part 2 

In Chap. 3, we discuss earnings management stemming from management-
related objectives.  We identify four such cases: 

 
1. Compensation—management manipulates earnings to increase life-

time compensation. 
2. CEO turnover—a departing CEO makes decisions that increase 

both his bonus in the last year of operations and his chance to 

                                                      
19 The responses reported by Block (p. 43), indicate that the following direct costs 

induce firms to go private: 
- audit, legal, and personnel fees and costs 
- management and in-house staff time expended in filing disclosures 
- printing and mailing costs necessary to satisfy reporting obligations under 

securities regulations 
- filing fees and other direct expenses associated with the required SEC fil-

ings, stock market listing fees, and stock transfer expenses 
- administrative expenses in servicing record stockholders (who own a small 

number of shares), dedication of time to stockholders’ inquiries and investor 
and public relations, and 

- the cost of corporate governance requirements—for example, compensation 
of independent directors 
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obtain a directorship, while an incoming CEO attempts to build 
reserves of reported income by taking a bath. 

3. Insider trading—does management exploit its superior private 
information to make speculative gains or manage earnings to make 
such profits? 

4. Management buyout—management attempts to reduce the price 
paid to shareholders when it plans a buyout. 

 
In Chap. 4, we discuss earnings management that relates to users, where 

our list of users includes distant shareholders, liquidity traders, and mar-
ket-makers, as well as lenders, competitors, customers, suppliers, employ-
ees, and regulators.  We identify six such cases: 

 
1. Meeting or beating a benchmark—firms strive to meet or beat a 

benchmark number, such as zero profit.  That is, firms avoid 
reporting losses.  Alternative benchmarks are driven by past 
performance. 

2. Initial public offerings (IPO), seasoned equity offerings (SEO), and 
new listings—firms manage earnings to increase the price of their 
stock when issued. 

3. Mergers and acquisitions—firms that pursue mergers financed by 
stock increase their stock price through earnings management, 
effectively reducing the cost of the merger to their own 
shareholders. 

4. Bond covenants and debt—firms manage earnings to affect the cost 
of debt before borrowing and to relax bond covenants after the debt 
is incurred. 

5. Negotiations with employees’ unions—firms manage earnings to 
appear less healthy financially than they really are in order to 
depress wage increases. 

6. Regulation and tax considerations—firms manage earnings in 
response to regulatory constraints, such as taxes. 

 
In Chap. 5, we discuss earnings management that relates to gatekeepers.  

Gatekeepers are monitors that are supposed to alleviate the information 
asymmetry between firms and other stakeholders.  Notable gatekeepers are 
analysts, institutional shareholders who are blockholders and activists, 
boards of directors and their audit committees, auditors, the press, and in-
vestment bankers, and credit agencies.  We focus on three gatekeepers: 
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1. Analysts who are associated with meeting or beating analysts’ 
expectations (MBE)—this is similar to meeting a benchmark, but 
the benchmark is analysts’ consensus forecast. 

2. Gatekeepers invovled in firms’ governance—some characteristics 
of firms’ ownership, boards of directors, and audit committees 
facilitate or hinder earnings management. 

3. Auditors—the quality of auditors affects the probability that firms 
successfully manage earnings. 

 
Notably, some phenomena involve more than one type of a participant.  

For example, compensation is designed by the compensation committee of 
the board of directors, so it involves both managers and gatekeepers.20  
When choosing where to place a category, we use at least one of two crite-
ria.  The first focuses on the party that is motivated to manage earnings 
rather than to suppress earnings management.  For example, we believe 
that managers might prefer to manage earnings to increase compensation, 
while the board of directors would prefer to suppress it.  The second crite-
rion considers the phenomena that are associated with the existence of a 
given player.  For example, in an abstract economy without lenders, firms 
would not need to manage earnings to avoid violation of debt covenants. 

                                                      
20 Core, Holthausen, and Larcker (1999), for example, find that weaker govern-

ance is associated with higher CEO compensation and with poorer performance. 

We refer the readers to the summary where we present a table that  
summarizes the relationship between the decision-makers and the catego-
ries of earnings management. In parentheses we specify a representative 
empirical study that falls in that particular category. 



3  The Management 

In this chapter, we describe how management’s participation in the ac-
counting scene contributes to earnings management.  Before we start, 
however, one comment is in order concerning the officers discussed in this 
chapter.  An earnings management perspective requires a focus on those 
senior officers who are responsible for reporting the firm’s earnings: the 
chief executive officer (CEO), the controller, and the chief financial officer 
(CFO).  In some studies, however, the samples include additional officers; 
in others, CFOs and controllers are excluded.  For example, research on 
turnover in senior management tends to examine the CEO, the chairman of 
the board, and the president.  Studies of compensation focus on the five  
officers with the highest compensation.  Research on insider trading lumps 
senior management with other corporate insiders.1  The reader should be 
aware of these differences while considering the discussions below.  
Whether these differences matter remains to be seen.  In some cases, the 
distinction is important.  Aier, Comprix, Gunlock, and Lee (2005), for ex-
ample, find that the likelihood of a restatement is negatively associated 
with the financial expertise of the CFO (measured by his experience as a 
CFO, having an MBA degree, and being a CPA).  Another example is pro-
vided by Geiger and North (2006).  They find that incoming CFOs tend to 
be associated with a lower level of earnings management.  As discussed 
below, incoming CEOs, in contrast, tend to be associated with a higher 
level of earnings management.  The expertise of the CEO–CFO team thus 
is more important than the expertise of the CEO alone.  In other cases, the 
distinctions among the different definitions of senior management might 
be innocuous (see, e.g., Huddart and Lang, 1996, 2003; Kasznik, 2003).  In 
the last backdating scandal, for example, “in the money” option, grants 
were given not just to the senior executives but to the rank and file em-
ployees too, which might induce them to collude in earnings management 
with the CEO. 

                                                      
1 By Rule 16a-1(f) of the 1934 Securities and Exchange Act, the list of corporate 

insiders includes the CEO, the CFO, and the controller, as well as the president, 
vice presidents (in charge of a principal business unit, division or function, such 
as sales, administration or finance), and any other officer. 
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3.1 Background 

3.1.1  The Role of Management in Reporting Earnings 

Senior management has a leadership role in generating and reporting earn-
ings (e.g., Wasserman, Nohria, and Anand, 2001; Desai, Hogan, and Wilkins
2006; Karpoff, Lee, and Martin, 2007b, and the citations therein).2  Al-
though boards of directors have to approve key managerial decisions, the 
truth is that management makes operating, investment, and financing deci-
sions, such as the design and execution of a business strategy, capital in-
vestment, and budgeting, as well as issuance of dividends and acquisition of 
debt and securities.  In the process of making these decisions, management 
also acquires superior knowledge of the economics of the firm, as discussed 
in Chap. 1.  Studies on insider trading, for example, show that, on average, 
insiders sell stock when it is overvalued and buy stock when it is underval-
ued (Seyhun, 1988; Beneish and Vargus, 2002; Ke, Huddart, and Petroni,
2003).  This superior knowledge implies that management can either man-
age earnings to convey useful, value-relevant information—engage in bene-
ficial earnings management—or try to hide unwelcome truth—engage in 
pernicious earnings management (see the definitions in Chap. 2). 

The Sarbanes-Oxley Act (SOX) has redefined management’s fiduciary 
duty.  Specifically, sections 302 and 404 of the Act have increased senior 
management’s responsibility for the financial reports.  Backer (2002), notes, 

In a pre-Enron world, a CEO candidate was expected to conduct a 
certain amount of due diligence about a potential job opportunity—but 
much of that due diligence was directed at “fit” and corporate perform-
ance.  In our new post-Sarbanes-Oxley Act world of liability, a CEO 
candidate must exercise care and judgment, and must conduct her due 
diligence in some significantly new ways.  That care and judgment 
should be focused on: (1) internal corporate controls; (2) ethical rules 
in place.  (pp. 907–908) 

Section 302(a) requires that “principal executive officer or officers and 
the principal financial officer or officers, or persons performing similar 
functions, certify in each annual or quarterly report....”  The certification is 
an affirmation of the following: 

                                                      
2 Fama (1980, p. 290), describes top management in this way:  “Management is a 

type of labor with a special role—coordinating the activity of inputs and carry-
ing out the contracts agreed among inputs, all of which can be characterized as 
‘decision making.’” 
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(1) the signing officer has reviewed the report; 
(2) based on the officer’s knowledge, the report does not contain 

any untrue statement of a material fact or omit to state a material fact 
necessary in order to make the statements made, in light of the circum-
stances under which such statements were made, not misleading; 

(3) based on such officer’s knowledge, the financial statements, and 
other financial information included in the report, fairly present in all 
material respects the financial condition and results of operations of 
the issuer as of, and for, the periods presented in the report.... 

 
The latter two requirements have a few implications.  First, certification 

becomes a bottom-up procedure, which effectively makes subordinate 
managers certify as well.3  Second, CEOs can no longer feign ignorance 
when an earnings management attempt is discovered.4  Third, it affects the 
relationships between managers and auditors.  To illustrate the latter point, 
consider the termination of the employment of Kirk Gorman, the CFO of 
the Universal Health Company (as reported by the New York Times on 
February 15, 2004).  Gorman was forced to leave the company after 
KPMG, the auditor that replaced Andersen, told the firm that it would not 
attest to the financial statements if Gorman stayed with the company as 
CFO.  KPMG’s decision was a response to a letter that Gorman sent on 
December 12, 2003, stating that he signed the representation letter attest-
ing to the accuracy of the results that the auditing firm had asked him to 
sign but that he did not know the details of all accounting rules and had re-
lied on KPMG’s expertise. “As part of my own due diligence,” he wrote, 
“I have asked KPMG to provide me a representation letter or certificate 
regarding KPMG’s ongoing review of our financial statements and disclo-
sures.  KPMG has refused to provide me any such representation letter or 

                                                      
3 For companies with revenues that exceed $1.2 billion, the certification require-

ment was imposed by the SEC on June 27, 2002, before SOX.  Notably, CEOs 
of firms with higher quality of earnings certified even before the SEC deadline 
date of August 14, 2002 (Lobo and Zhou, 2005). 

4 As anecdotal evidence, consider the case of Richard Scrushy, the founder and the 
former CEO of HealthSouth Corp., who claimed ignorance of his firm’s practice 
of inflating earnings by recording revenues at the price it billed health insurance 
companies instead of the lower price that was actually collected.  To collect evi-
dence that Scrushy knew about the questionable revenue recognition practice, 
his CFO was wired during a supposedly private conversation with him.  Eventu-
ally, Scrushy was charged with willfully and knowingly certifying a false report 
in HealthSouth’s second quarter filing with the SEC on August 14, 2002 and at-
tempting to force the company’s CFO to certify a false report in March 2003.  
He was acquitted of all charges (see Werhane, Mead, and Collier, 2006). 
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certificate.”  Interestingly, the auditors who performed the audit were the 
same professionals who performed this audit for Andersen. 

As this example indicates, the certification requirement is vacuous if the 
certifier is ignorant.  To ensure that the certifier has the necessary knowl-
edge, section 302(a)-4 specifies that the signing officers are responsible for 
establishing and maintaining internal controls (302(a)-4(A)), with specific 
requirements for an evaluation (302(a)-4(C)) and for bringing deficiencies 
in the internal control system, and the measures to correct them, to the at-
tention of the audit committee and to the auditor (302(a)-5 and 302(a)-6).  
Furthermore, if a firm fails to comply with section 404 on internal control, 
the manager cannot certify to the financial reports.  The penalties for fail-
ing to comply with honest reporting and disclosure have become more se-
vere, regarding both incarceration and fines.  Hence, the cost of pernicious 
earnings management has increased. 

SOX has additional provisions that affect financial reporting, including 
the establishment of a code of ethics for senior financial officers (section 
406) and a prohibition on managers’ taking private loans from the com-
pany (section 402), which has induced firms to arrange for third-party 
loans at lenient terms for their executives (Baker, 2006).  See the introduc-
tion for additional details on the implementation of section 302 in conjunc-
tion with section 404. 

3.1.2  The Management’s Objective Function 

Since management has always been responsible for the financial reports, 
the new demands made by SOX prompt us to ask why such new tightened 
rules were needed.  Specifically, what drives management to manage earn-
ings in the absence of such regulation?  Once we understand the answer to 
this question, we can debate whether the new regulation will be effective 
in stopping executives from managing earnings. 

In this section, we describe what is known about management’s objec-
tive function by discussing the difference between it and the shareholders’ 
objective function.  The rationale lies in the observation that if the objec-
tives of management were congruent with those of shareholders, or the ex-
isting mechanisms were successful in aligning the objectives of the two, no 
shareholder would have needed the protection of SOX. 

Unlike management, shareholders are not a homogenous group.  The 
Wall Street Journal (Mandelbrot Benoit B. and Richard L. Hudson.  A look 
at market––moving numbers––literally, July 27, 2004, C1, C6) cites 
Richard Olsen, a Swiss fund manager and specialist in mathematical fi-
nance, who states, 
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People aren’t rational, and they don’t all think alike.  Some are 
quick-trigger speculators who pop in and out of the market hundreds of 
times a day.  Some are corporate treasurers, deliberately buying or sell-
ing big contracts to fund a merger or hedge an export risk.  Some are 
central bankers, who trade only occasionally, and at critical moments. 
Others are long-term investors who buy and hold for months or years. 

Some shareholders want the firm to maximize long-term value, while 
others want the firm to maximize short-term price because they plan on 
selling in the near future (Hart, 1995a; Ronen and Yaari, 2002). 

The evidence suggests that the objective of management differs from 
those of shareholders for a number of reasons: 
 

� Managers and shareholders have different access to company 
perks, and at the same time, some of the firm’s investment and 
production decisions inflict personal costs on managers alone; 

� The manager’s portfolio includes firm-specific human capital 
that cannot be diversified away; 

� The horizon of the manager’s decision making is different from 
the horizon of investors and the firm. 

 

Suppose that you pulled a representative shareholder and made him a 
CEO.  At that moment you gave him the opportunity to enjoy perks that 
are inaccessible to shareholders, such as the use of the company’s air-
planes (Yermack, 2006a) and apartments, medical coverage, membership in 
clubs, and, before SOX, the financing of private consumption at a favor-
able interest rate.5  As an anecdotal example, observe the perks of Michael 
S. Ovitz, who was hired to serve as  president of Disney in 1995 and was 
fired 15 months later with a $140 million severance package: 

According to an internal review sought by Disney in 1997, Mr. 
Ovitz spent $76,413 of the company’s money for limousines and rental 
cars, $48,305 for a home screening room and $6,500 for Christmas 
tips.  He also charged the company as much as $125 a person for food 
served at executive meetings at his house, an amount later reduced to 
$15 as he neared the end of his tenure.  The bill for flowers for these 
breakfasts and dinners for the 14 months tallied $9,535.  The company 
also paid for Mr. Ovitz’s subscription to Playboy magazine.  (Holson, 
Laura, M., Investor suit at Disney puts exits in a spotlight.  New York 
Times, October 18, 2004, C1) 

                                                      
5 Since December 2006, companies are required to fully disclose perks worth more 

than $10,000.  Commentators expect boards to respond by curbing excessive 
perks they will be aware of for the first time when the disclosure is made 
(Nanette Byrnes and Jane Sasseen, Board of hard knocks, Business Week, Janu-
ary 22, 2007, pp. 36–39). 
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Jensen and Meckling (1976), refer to these activities as agency costs.  It 
is easy to see that the manager’s consumption of a company’s resources  is 
likely to be excessive: the manager enjoys 100% of every dollar of perk, 
but he bears only a fraction of the cost in proportion to his (much lower) 
relative equity holding. 

Shareholders can increase the cost of such private consumption by de-
signing equity-based compensation (Balsam, 2002): stocks, restricted 
stocks, and options, and an explicit requirement that managers hold a 
minimum number of shares.  Compensation, however, is not a perfect so-
lution for a number of reasons.  One is the presence of contract frictions.  
For example, limited liability protects managers’ compensation from 
downward risk (Gaver and Gaver, 1998; Leone, Wu, and Zimmerman, 
2006; Ronen and Yaari, 2007).6  That is, the firm may accumulate losses 
and shareholders may incur losses on their investments, but the manager’s 
compensation may not reflect this.  Ronen and Yaari (2007), show that the 
limited liability of managers may lead shareholders to design contracts that 
induce pernicious earnings management even when truth-inducing con-
tracts are feasible.  Another reason is that shareholders do not design man-
agement’s compensation directly.  The board of directors does.  When the 
board is captured by the manager, he might be paid beyond the optimal 
                                                      
6 Fama (1980), makes two arguments regarding disciplining management to make 

optimal decisions.  The first centers on the labor market, both internal and ex-
ternal.  This market puts such a weight on management’s reputation that a first-
best allocation can be achieved whereby managers receive their due reward.  
This argument, however, ignores the horizon problem.  That is, since the hori-
zon of management’s employment within the firm is finite, the marginal value 
of reputation is likely to decrease with the manager’s age.  Indeed, the fact that 
the average top brass is much older than the average entry-level manager has led 
some scholars to be skeptical regarding the efficiency of reputation as a mecha-
nism to ameliorate the conflict of interests between shareholders and manage-
ment (Coffee, 2003a).  The second argument is that the noise in the outcome of 
the manager’s unobservable effort can be filtered away by reviewing the history 
of outcomes and resettling the contract in order to pay the manager for his ac-
tions or marginal productivity (p. 300).  (Resettling is an arrangement whereby 
at each point the payment is the difference between the total of the optimal 
wages so far and the total payments actually paid, given the available informa-
tion.  The manager then either pays back excessive wages or gets a higher 
wage.)  As Fama himself notes, there is no guarantee that the statistical proper-
ties of the noise that masks the manager’s actions allow resettling, so some 
shirking (and pernicious earnings management) remains possible.  Besides, re-
settling implicitly assumes away limited liability because if the manager has 
been overpaid, he is supposed to return some of his extra payment.  If he has 
limited liability, such an arrangement is no longer feasible. 
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level and take unanticipated actions that increase the value of his options 
by increasing the volatility of the firm’s performance (Cohen, Hall, and 
Viceira, 2000; Huang, 2005; Coles, Daniel, and Naveen, 2006a; Adams, 
Almeida, and Ferreira, 2005) or reduce his risk by smoothing earnings 
(Grant, Markarian, and Parbonetti, 2007).  Moreover, when compensation 
is supposed to serve as a commitment mechanism to reconcile the conflict-
ing interests of shareholders and debtholders (John and John, 1993), it will 
not necessarily maximize expected shareholders’ value.  Furthermore, 
since incentives are sensitive to earnings (Bushman and Smith, 2001), 
compensation motivates the manager to manage earnings, contrary to 
shareholders’ wishes (see the discussion below).7  

Although Jensen and Meckling (1976), focus on the manager’s exces-
sive benefits, another theory of agency costs operates from the perspective 
that managers bear personal costs in their employment with the firm.  We 
refer here to the principal-agent paradigm, which is discussed in some de-
tail in Part 3 (Harris and Raviv, 1978, 1979; Holmström, 1979; Shavell, 
1979; Sappington, 1983, 1991; Grossman and Hart, 1993; Demski, 1994; 
Christensen and Feltham, 2005; Evans, Kim, and Nagarajan, 2006).  The 
shareholder–manager relationship is characterized by moral hazard.  To 
induce the work-averse, risk-averse manager to exert more effort and not 
shirk his duty, shareholders must impose risk on him at a higher level than 
some first-best level.  The means is to offer options (Hirshleifer and Suh, 
1992; Hemmer, Kim, and Verrecchia, 1999; Feltham and Wu, 2000; Core 
and Qian, 2001; Jenter, 2001; Lambert and Larcker, 2004).  Options im-
pose risk on the manager because they are valuable only if the (volatile) 
market price of shares has risen when they are exercised (Guay, 19998).  
Thus, a manager who is reluctant to bear personal cost will still take the 
right action in order to increase the firm’s value and enrich himself in the 
process.  

The research on options revolves around two interrelated questions.  The 
first concerns whether incentives ought to increase or decrease with the 
riskiness of the outcome.  After all, if the outcome is already risky, why 
would one need more risky incentives to induce the manager to take the de-
sirable actions?  On the other hand, the scope for moral hazard is greater for 

                                                      
7 The fact that the market’s pressure might have negative consequences for a 

firm’s value has already inspired a strand of literature that examines the effect of 
the stock market in inducing myopic decision making by managers regarding 
the firm’s long-term investments (see, e.g., Bebchuk and Stole, 1993). 

8 Guay finds that options and not holdings of common stock affect the sensitivity 
of the manager’s wealth to stock price performance.  The risk induces managers 
to make more value-enhancing investments in risky projects. 
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managers of riskier firms.  Hence, as Holmström and Milgrom (1987), and 
Prendergast (2000), established, it is optimal to reward those managers with 
greater incentives (see, e.g., the debate between Aggarwal and Samwick, 
1999; Core and Guay, 2002a; see also Lambert, 1986; Core and Qian, 
2001).  Raith (2003), discusses the situation when the volatility of the out-
come results from the fierceness of the competition.9  Raith’s result that in-
centives are positively correlated with the intensity of the competition, how-
ever, is controversial, since while some empirical studies find support for 
such positive correlation (e.g., Cuñat and Guadalupe, 2005), others find ei-
ther that incentives are negatively related to the number of competitors (San-
tal , 2002) or that the support is mixed (e.g., Karuna, 2004). 

The second issue concerns the efficiency of options in aligning the man-
ager’s incentives with shareholders’ objectives (Holmström and Kaplan, 
2003, p. 8).  Some studies seem to indicate that efficiency is driven by the 
economic dynamics.  Successful firms exhibit a positive association be-
tween options and the firm’s performance (Agrawal and Mandelker, 1987; 
Hanlon, Rajgopal, and Shevlin, 2003; Sullivan and Spong, 200410; Aggar-
wal and Samwick, 2006), but struggling companies exhibit the opposite 
association (Hall and Leibman, 1998; Core and Guay, 2002b).  One reason 
for the latter finding is that options are a favorite way to provide employ-
ees with incentives when firms are already pressed for liquidity (Yermack, 
1995; Core and Guay, 2001).  Building on the work of Demsetz and Lehn 
(1985), Himmelberg, Hubbard, and Palia (1999), attempt to pinpoint vari-
ables that are related to moral hazard: size, capital intensity, R&D inten-
sity, advertising intensity, cash flow, and investment rate.  Further testing 
leads them to conclude that management ownership and the firm’s per-
formance are determined by common firm-specific factors.  Hence, an in-
centive contract can be much simplified without sacrificing efficiency (see 
the discussion of this work by Zhou, 2001).  For further discussion of effi-
ciency of compensation contracts, consult Pavlik, Scott, and Tiessen 
(1993), Core, Holthausen, and Larcker (1999), Rajgopal and Shevlin 

                                                      
9 See also Hart (1983a), Fershtman and Judd (1987), Scharfstein (1988), and 

Schmidt (1997).   
10 Sullivan and Spong study 267 banks in the 1990–1994 period, 157 managed by 

a hired manager and 110 whose top manager is a member of the ownership group 
with the largest stake in the bank.  They find that the banks run by a hired man-
ager have a stronger performance (ROA, return on equity, and ratio of operating 
income to average assets).  The more the wealth of the manager is tied to the 
bank’s performance, the lower the riskiness of the bank as measured by earnings 
variation, interest rate risk, and bankruptcy. 

ó 
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(2002), Core, Guay, and Larcker (2003), Hanlon, Rajgopal, and Shevlin 
(2003), Huang (2005), and Grant, Markarian, and Parbonetti (2007).   

A related question concerns the effect of SOX on compensation.  The 
answer is not clear.  Although Cohen, Dey, and Lys (2005b) and Carter, 
Lynch, and Zechman (2006), find that the compensation became less risky 
after SOX (because of an increase in the salary component and a decrease 
in bonuses), practitioners believe that SOX did not effect much change in 
compensation.  “Executive compensation is perhaps the most significant 
issue that has shown little change.  Despite continued—indeed, mount-
ing—public criticism that executive compensation has been out of line and 
that the typical board structure for setting executive pay is seldom arm’s 
length and effective, few systemic changes appear to have occurred” 
(Coglianese and Michael, 2006). 

3.1.2.1 Firm-Specific Human Capital in Management’s Portfolio 

Broadly, management’s wealth comprises human capital, the firm’s spe-
cific financial capital, and other capital that is not related to the firm.  Of-
ten, the human capital of managers is firm-specific, which implies that 
managers cannot diversify away risk involved with this portion of capital 
optimally (e.g., Agrawal and Mandelker, 1987).  (In contrast, general hu-
man capital can be leveraged in other employment.)  This implies that the 
average manager’s tolerance of risk is likely to be lower than that of inves-
tors, which results in investment decisions that are too conservative from 
the shareholders’ point of view (Bebchuk and Fershtman, 1994; Nohel and 
Todd, 2002).11  Again, the remedy is to design a compensation package 
that aligns their interests (Balsam, 2002).  In the jargon of people in the 
field, to induce a manager to be more of a risk-taker requires designing 
compensation with a convex payoff, which is riskier than a linear or con-
cave payoff.  The intuition is that a concave compensation formula has a 
marginally decreasing reward, while a convex schedule has a marginally 
increasing reward.  To ensure the manager the same level of reservation 
utility, the concave payoff gives him more for low outcomes and less for 
high outcomes than a convex compensation formula and thus is flatter and 
less risky (Yaari, 1991, 1993). 

Similarly, the manager’s total wealth and his attitudes toward risk may 
also give him preferences regarding risk that are different from those of 
shareholders (Lambert, Larcker, and Verrecchia, 1991).  Core, Guay, and 
Larcker (2002, p. 39), emphasize the importance of wealth with the  

                                                      
11 For additional decisions wherein managers and shareholders do not see eye to 

eye, consult Bebchuk and Fershtman (1991, 1993). 



66      3  The Management 

following example: “[S]uppose that there are two CEOs who have the 
same wealth, the same constant relative risk-aversion utility functions, the 
same marginal product, and the same cost of effort.  Each CEO has the 
same efficient contract.  Then one CEO inherits a lot of money, but the 
second loses all outside wealth in a divorce. … [B]oth CEOs have incen-
tives to take actions that do not maximize firm’s value, the first by work-
ing less and the second by taking fewer risks.”  Options once more can be 
used to change the manager’s risk-taking behavior (e.g., Rajgopal and 
Shevlin, 2002) and to encourage personally costly investments (Aggarwal 
and Samwick, 2006).12  From the earnings management perspective, the 
important feature of options is that their value depends on the stock price, 
which implies a motivation to manage earnings to the extent that earnings 
have an impact on the price. 

Another consequence of the extensive use of stock and options is that 
managers sell their shares.  In general, insiders sell more than they buy 
(Beneish and Vargus, 2002; Hochberg, Newman, and Rierson, 2003).13  
Managers sell most of their exercised options immediately after exercise 
(Lakonishok and Lee, 2001).  Those with large stock holdings sell their 
stock, obtained either by direct purchase or through the exercise of options 
(Ofek and Yermack, 2000; Safdar, 2003), and the higher a manager’s eq-
uity, the higher his volume of sales (Cheng and Warfield, 2005).  Ofek and 
Yermack state, 

Although boards state that they intend stock option and other 
awards to boost the ownership positions of managers, executives are 
not likely to have the same goal.  Modern portfolio theory predicts that 
managers receiving additional stock in their firms should sell these 
shares or equivalently, sell other shares they already own, to diversify 

                                                      
12 Murphy (1999), expresses the concern that options might “overdo” it:  “[S]ince 

the value of options increase[s] with stock-price volatility, executives with op-
tions have incentives to engage in riskier investments” (p. 16).  Abowd and 
Kaplan (1999), hold the opposite view.  They contend that the riskiness of stock 
and options induces managers to take fewer risks.  For further discussion of the 
pros and cons of options, consult Hall and Murphy (2002, p. 6), and citations 
therein. 

13 Hochberg, Newman, and Rierson (2003), comment, 
[O]n average, insiders across all groups sell more than they buy, in terms of 
unit sales and dollar proceeds, during periods of both aggressive and normal 
accounting.  This is consistent with much of the previous literature on insider 
trading,.... Firm insiders likely have significant portions of their wealth tied 
up in the shares of their own firm, and, as a result, are motivated to continu-
ally sell their holdings for reasons such as portfolio rebalancing, tax plan-
ning, estate planning, and periodic liquidity needs.  (p. 16)  
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away the unsystematic risk associated with concentrating wealth in a 
single asset.  This risk is higher for managers than for ordinary inves-
tors because executives already have human capital value correlated 
with firm performance. (pp. 1367–1368) 

We segment our data into subsamples based on whether an execu-
tive owns as many shares as those awarded in new grants of stock op-
tions or restricted stock…. For higher-ownership executives, we find 
active selling during years with new option awards,… These sales ef-
fectively neutralize  much of the incentive impact of high-ownership 
managers’ stock based pay.  (p. 1368)14 

The fact that management sells shares implies that insider trading could 
be yet another determinant of the demand for earnings management. 

3.1.2.2 The Horizon Problem 

Another reason for the incongruence in the objective functions of managers 
and shareholders is their different decision-making horizons.  Managers have 
career concerns that span their entire working career.  These concerns imply 
that managers have to build reputation through the records of their firms’ per-
formance, since reputation as a high-quality manager plays a crucial role in 
drawing lucrative contracts (e.g., Gibbons and Murphy, 1992b; Baber, Kang, 
and Kumar, 1998; Holmström, 1999) and in the ability to attract directorships 
in other companies (e.g., Brickley, Coles, and Linck, 1999). 

On the one hand, reputation might lead managers to maximize the long-
term value of the firm, because if the firm fails they are ousted (see 

                                                      
14 Safdar (2003), Cheng and Warfield (2005), and others note that the substitution 

of bonus plans and salaries for stock options in compensation schemes has in-
creased the idiosyncratic exposure of managerial wealth to the firm’s stock 
price. 

 Kasznik (2003), too, notes the effect of portfolio balancing on sales of stock by 
corporate insiders: 

[M]ore recent studies (e.g., Lakonishok and Lee, 2001; Jeng et al., 2001) find 
that, while purchases of stock appear to be informative, sales of stock by 
16(a) insiders take place primarily for non-informational reasons, and that 
evidence from the earlier studies are sensitive to the measurement of post-
sale abnormal returns, particularly to size, risk, and price momentum factors. 
Insiders, particularly 16(a) insiders, accumulate large holdings of stock 
through their compensation plans, and thus, sales of stock are driven mainly 
by liquidity and portfolio rebalancing needs unrelated to private information. 
In contrast, purchases of stock are more discretionary and therefore could 
more likely reflect a desire to exploit private information. (p. 34) 

below).  On the other hand, reputation might trigger the opposite effect.  
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n building might induce managers to 
behave myopically and sacrifice shareholders’ value.  The dynamic lies in 
the managers’ unknown ability (ability that is crucial to the firm’s value).  
Since managers who are perceived as having higher ability reap higher 
compensation (see also Malmendier and Tate, 2005), investing in short-
term projects that yield higher short-term output thus is preferable in order 
to generate a signal of greater ability.  This argument, however, is likely to 
apply to managers at the beginning of their tenure.  Allgood and Farrell 
(2003), show that the likelihood that a CEO leaves the firm increases in the 
first 5 years of his tenure and declines thereafter. 

Yet another aspect of the situation is that older managers have shorter 
expected work horizons, so any impact on their reputation will be smaller. 
When a manager nears the end of his term, the investment horizon may be 
longer than his likely remaining tenure with the firm, inducing the man-
ager to take actions that increase short-term earnings at the expense of 
long-run value. 

The horizon issue implies that turnover is an important factor in earn-
ings management because an impending departure determines the remain-
ing horizon of the departing CEO and ascending to the CEO’s job starts 
the clock of the incoming CEO. We discuss turnover further below.15 

Interestingly, the importance of tenure in the conflict of interests be-
tween managers and shareholders is corroborated by its effect on the de-
sign of the former’s incentives.  Gibbons and Murphy (1992b), document 
that on average, an increase of 10 % of shareholder wealth corresponds to 
a 1.7 % change in cash compensation for CEOs less than 3 years from re-
tirement, but only a 1.3 % change for CEOs more than 3 years from re-
tirement.16  Clinch and Magliolo (1993), find that the length of their CEOs’ 
tenure influences banks’ compensation practices. They divide earnings into 
three components: earnings from recurrent operating activities, such as 
earnings from the usual lending function, discretionary non-operating earn-
ings with direct cash flow impact, such as selling the bank’s credit card 
portfolio, and discretionary accounting earnings with no direct cash flow 

                                                      
15 Managers behave myopically for reasons beyond the shorter decision horizon 

before retirement (Stein, 1988, 1989; Shleifer and Vishney, 1990; Narayanan, 
1996; Garvey, Grant, and King, 1997; Bange and De-Bondt, 1998; Bushee, 
1998; Behn, Nagy, and Riley, 2002).  For the empirical research design, how-
ever, turnover provides data where the short-horizon issue is easily detectable. 

16 Although this book is concerned with the U.S. scene, this phenomenon seems to 
be borderless.  For example, Korczak (2004), finds that in the Polish-traded 
capital market, reputation building is associated with low stock ownership, and 
entrenchment is associated with higher voting ownership. 

Narayanan (1985), shows that reputatio
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impact, such as a settlement of pension plan liabilities through the pur-
chase of annuities.  They find that when the tenure is longer, the associa-
tion between operating earnings and compensation and the association be-
tween discretionary accounting earnings with cash flow effect and the 
compensation are both weaker.  Dechow, Huson, and Sloan (1994), exam-
ine how restructuring charges affect compensation design because restruc-
turing charges tend to be quite large, and if they affect compensation, 

ructuring even when it is value-
enhancing.  They find that the shorter the CEO’s expected horizon, the 
higher the likelihood that the CEO’s compensation will not adjust down-
ward because of the unfavorable effect of restructuring charges on earn-
ings, especially if they are less recurrent.   Baber, Kang, and Kumar 
(1998), study the weight of persistent earnings in management’s cash com-
pensation (salary plus bonus).  They partition their sample according to 
whether the CEO is 60 years of age or younger.  They find that the coeffi-
cient of the product of earnings persistence and the age’s binary dummy 
variable is positive and significant at the 0.05% level.  This result indicates 
that compensation committees assign a greater weight to earnings persis-
tence for CEOs who are closer to retirement age. [Interestingly, the in-
crease in cash compensation for senior CEOs is less than the increase paid 
to younger ones.] 

Another notable source of earnings management behavior is a change in 
management’s stock ownership via a buyout.  The arithmetic then is sim-
ple.  The premium paid to shareholders to induce them to concede to the 
buyout reduces the wealth of management.  Since the price reflects the 
earnings-generating potential on the basis of the history of earnings, man-
agement has incentives to manage earnings downward. 

In sum, the conflicting interests of managers and shareholders with re-
spect to the following provide incentives for managing earnings for per-
sonal gain: 

� Compensation 
� Insider trading 
� Turnover 
� Management buyouts. 

3.2 Compensation 

In this section, we review the components of a typical compensation pack-
age of a CEO and explain how such a package motivates earnings man-
agement.  The institutional aspect is that the board of directors has the 

management may not carry out the rest
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sion).  The board determines six components of compensation: changes in 
salary, short-term cash and stock bonuses, long-term bonuses, grants of 
stock options or stock appreciation rights (SAR), grants of performance 
units, and grants of restricted stock.  The CEO can sit in on the delibera-
tions of the compensation committee but cannot be a member if the firm 
wishes to take advantage of IRS Rule 162(m), which allows the firm to 
treat the CEO’s incentive payments as a deductible expense.  De facto, 
however, management is involved in the design of its compensation pack-
age.  Murphy (1999), describes the typical process: 

Although all major decisions related to top-level pay are passed 
through this committee, the committee rarely conducts market studies 
of competitive pay levels or initiates or proposes new incentive plans, 
and only seldom retains its own compensation experts.  Rather, initial 
recommendations for pay levels and new incentive plans typically 
emanate from the company’s human resource department, often work-
ing in conjunction with outside accountants and compensation consult-
ants.  These recommendations are usually sent to top managers for 
approval and revision before being delivered to the compensation 
committee for consideration.… The committee either accepts the rec-
ommendations or sends them back for revision.  If accepted, the com-
mittee passes its recommendations for the approval of the full board of 
directors.  (p. 2509, emphasis added)17 

3.2.1  The Compensation Package 

The basic package18 for a CEO contains a formula that relates payment of 
cash, stock, and options to performance measures, where performance 

                                                      
17 Although Murphy expresses his trust in the good intentions of the compensation 

committee because his contacts with such directors convey that directors lean 
toward managers only when they face two options that are equal from the firm’s 
perspective, other researchers believe that executives use their power to influ-
ence their own pay to extract rents at the expense of shareholders (see the legal 
approach in Chap. 1).  Bebchuk, Fried, and Walker (2002), for example, claim 
that rent extraction may lead to the use of inefficient pay arrangements that pro-
vide suboptimal incentives, thereby hurting shareholders.  Zingales (1998), 
adopts the perspective that contracting is optimal, but unanticipated shocks give 
temporary power to the manager at the expense of shareholders, who correct the 
inefficiency in the long run. 

18 We restrict attention to compensation during the tenure of the manager.  We do 
not consider his severance pay, known as golden parachute (e.g., Yermack, 2006b), 
and how it affects incentives to manage earnings (Kedia and Philippon, 2005).  

responsibility of designing compensation (see Chap. 5 for further discus-
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measures include stock returns and earnings (Healy, 1985; Jensen and 
Murphy, 1990a; Gaver, Gaver, and Austin, 1995; Ely, 1991; Dechow, Hu-
son, and Sloan, 1994; Murphy 1999; Jensen, Murphy, and Wruck, 2004).  
Key performance measures that are directly tied to earnings and earnings 
components are the following: 

 

� Accounting returns 
� Sales revenue 
� Net interest income 
� A balanced scorecard index of multiple indicators 
� Economic Value Added (EVA). 

 

This list is not exhaustive, and companies frequently employ multiple 
performance standards, either additively or multiplicatively.  Ely (1991), 
states, 

It might seem that the odds are in favor of the accounting variables 
because there are three of them to one return variable.  But that is one 
of the strengths of the accounting system. There are many accounting 
variables and each one might convey different information.  It should not 
be surprising that, in some circumstances, a combination of accounting 
variables can provide more explanatory power than one return measure 
which aggregates all of this information. (footnote 22, p. 57) 

To understand why earnings and stock returns are valuable in the con-
text of the principal-agent relationships between shareholders and manag-
ers, denote accounting earnings and price by x and p, respectively; the util-
ity function of shareholders by W; the utility function of the manager over 
monetary compensation, s, by U; and the manager’s disutility over effort, e, 
by G.  Then, if the manager’s reservation utility obtained by an alternative 
job is u0 and the manager’s optimal effort (the level of effort that is chosen 
in equilibrium) is e*, the principal solves the following optimization pro-
gram: 

Max EV(.) 
s,e 
s.t. 
EU(s(p,x)) – G(e) � u0.       (IR) 
e*� argmax EU(s(p,x)) – G(e),    (IC) 
           e�0. 

Solving this program when the joint distribution of price, p, and earn-
ings, x, is denoted by f(p,x), and the notations 
 and � are assigned to the 
shadow prices (Lagrange multipliers) of the first and second constraints, 
respectively, yields the following pointwise equilibrium condition: 



72      3  The Management 

For each < p,x >,   ( , )
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The first-order conditions reveal that the contract depends on the infor-
mation content of the signals p and x regarding the manager’s unobserv-
able effort (as captured by the fraction on the right-hand side).  If the in-
formation content in either signal is already contained in the other, this 
signal is not valuable.20  In other words, the value of each signal depends 
on how much it reveals about the effort relative to the other available sig-
nal.  Holmström (1979), dubbed the condition that a signal is included in 
the contract only if it contains new marginal information the “informative-
ness condition.” For further elaboration on this point, consult Christensen 
and Feltham (2005). 

The application of the theory to the signals of earnings and market price 
is clear.  If each signal conveys new information about the CEO’s effort, 
then both ought to be incorporated into the compensation contract (Lam-
bert and Larcker, 1987; Bushman and Indjejikian, 1993; Holmström and 
Tirole, 1993; Kim and Suh, 1993; Sloan, 1993; Feltham and Xie, 1994; 
Feltham and Wu, 2000; Core, Guay, and Verrecchia, 2003; Bolton, 
Scheinkman, and Xiong, 2006).  Furthermore, when the distribution func-
tion of stochastic earnings is normal, the relative weight of each signal is 
proportional to its relative marginal informativeness concerning the unob-
servable effort (Lambert and Larcker, 1987; Banker and Datar, 1989; 
Bushman and Indjejikian, 1993; Kim and Suh, 1993; Sloan, 1993; Baiman 
and Verrecchia, 1995; Core, Guay, and Verrecchia, 2003).  This implies 
that as the sensitivity of a performance measure to the agent’s action in-
creases, its weight in the compensation increases as well.  When the 
agent’s action space is multidimensional, however, this relationship may 

                                                      
19 Note that the distribution function of price and earnings depends on the man-

ager’s effort, as the manager chooses the firm’s technology.  Since we are inter-
ested in giving just a taste of the theoretical arguments, we refer the reader to 
the analytical literature for finer regularity conditions and technicalities. 

20 Technically, suppose that the information content of earnings is fully contained 
in the price; i.e., ( , )f p x e = ( ) * ( , )f p e f p x .  Then, ( , )f p x ee = 

( ) * ( , )f p e f p xe , and ( , ) ( )
.
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 The first-order 

conditions reveal that earnings are redundant for contracting. 
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break down even if the measure under scrutiny is perfectly congruent with 
the firm’s outcome (Datar, Kulp, and Lambert, 2001).21 

Given the importance of earnings to the topic of this book, it is worth-
while noting that another use of the informativeness argument is made in 
the study of the usefulness of earnings and the components of earnings:  
Gaver and Gaver (1993), and Baber, Janakiraman, and Kang (1996), find 
that the weight assigned to accounting earnings relative to security returns 
decreases when firms are growth firms that make more investments (Gaver 
and Gaver) or when investment opportunities are substantial components 
of firm value (Baber, Janakiraman, and Kang).  The Theory is that the 
price reflects information on future earnings that provide a valuable signal 
on effort exerted in investment decisions because of the multi-period con-
sequences of the effort.   Clinch and Magliolo (1993), analyze the link be-
tween earnings and cash compensation of CEOs of bank holding compa-
nies.  As discussed above, they divide earnings into several categories:  
earnings from recurrent operating activities, discretionary non-operating 
earnings that have cash-flow implications, and discretionary accounting 
earnings that do not have cash-flow consequences. They find a link be-
tween cash compensation and the first two types only. Their interpretation 
is that discretionary transactions that do not involve cash flows provide a 
less reliable performance measure.  Dechow, Huson, and Sloan (1994), 
find that restructuring charges are excluded from calculating the earnings 
as a basis for contracting.  Natarajan (1996), uses this theory to explain his 
findings that accruals and cash from operations have different weights in 
the compensation package.  Working capital from operations has incre-
mental explanatory power for cash compensation when added to earnings.  
Kren and Leauby (2001), explore the effect of reductions in non-cash earn-
ings caused by firms’ adopting FAS 106—recognition of postretirement 
benefits when the liability arises instead of when the cash is actually 
paid—on the compensation of CEOs.  They find that in firms that re-
sponded to the newly reported expense by cutting postretirement benefits 
(which effectively transfer wealth from employees to shareholders) the 
mangers were rewarded.  In other firms, compensation did not reflect the 
decline in earnings.22 

                                                      
21 Empirical support for this theory is readily available (Sloan, 1993; Yermack, 

1995; Clinch and Magliolo, 1993; Baber, Janakiraman, and Kang, 1996; Natara-
jan, 1996; Bryan, Hwang, and Lilien, 2000; Core, Guay, and Verrecchia, 2003; 
Engel, Hayes, and Wang, 2003; Shin, 2004). 

22 For a study that finds that earnings reported in the wake of a change in account-
ing method affect compensation, consult Healy, Kang, and Palepu (1987).  Their 
result corroborates our discussion in Chap. 1; they observe that earnings are 
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There are two main reasons why earnings and stock price provide dif-
ferent signals on management’s effort.  First, earnings may lag unobserv-
able actions because of the artificial construct of the periodicity principle 
in accounting, which implies that effort can affect earnings in more than a 
single accounting period.  That is, effort may entail making investment de-
cisions in period 0 that generate economic earnings (and reported earnings) 
in that period as well as in future periods, period 1,2,..,N.  In contrast, since 
the stock price equals the total of current and discounted future free cash 
flows, the price contains expectations of yet unrealized (and certainly un-
reported) future earnings.  For example, Lehn and Zhao (2004), report that 
the market’s response to the announcement of an acquisition predicts 
whether it will be value-enhancing or value-decreasing.  A related issue is 
that the stock price contains expectations of yet undelivered performance 
(Barclay, Gode, and Kothari, 2000; Leone, Wu, and Zimmerman, 2006).  
DeAngelo (1998b), for example, finds that dissident shareholders who 
blame management for poor performance tend not to cite market price be-
cause the market price increases in response to expectations that incum-
bent management will improve performance or be replaced by more com-
petent leadership. 

Second, accounting measurement issues may confound the link between 
effort and the firm’s performance.  As an example, consider the conserva-
tism principle’s asymmetric recognition of revenues and expenses. (For 
further discussion of measurement issues, consult Basu, 1997, and Barclay, 
Gode, and Kothari, 2000). 

3.2.2  Cash Compensation: Salary and Bonus 

Cash compensation comprises base salary and bonuses.  The base salary is 
a fixed payment that provides management with a certain degree of insur-
ance, since compensation cannot fall below this base.  A bonus, on the 
other hand, is conditional on achieving a performance target.  Both ele-
ments are sensitive to the firm’s size and growth (Ittner  Larcker, and Rajan, 

Nanda, 2002; Nagar, 2002).  In re-
sponse to public outcry at exorbitant CEO salaries, section 162(m) of the 
Internal Revenue Code was introduced in 1993.  This tax rule specifies that 
compensation that exceeds one million dollars for each of the highest paid 
executives is tax deductible for the firm only if it is “performance based,” 

                                                                                                                          

me economic performance.  
important because contracts do not perfectly adjust to new earnings numbers 
even though they measure the sa

,
1997; Prendergast, 2002; Indjejikian and 
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such as bonuses, stock grants and stock options.23  As a result, salaries de-
clined and bonuses and equity-based compensation increased (Perry and 
Zenner, 2001), a change that enhances incentives to manage earnings. 

The way a bonus is calculated has changed over time, from being a dis-
cretionary decision of the board of directors to being set as a “budget-
based” target.24  As an example of the latter, consider a “80/120 plan” 
(Murphy, 1999, Figure 5).  At the beginning of the year, a target is set.  At 
the end of the year, no bonus is paid unless performance exceeds 80% of 
the performance standard, and the maximum bonus obtains when perform-
ance reaches 120% of the performance standard.  The lower and upper 
thresholds can vary by firm and with time.  The second popular plan is a 
hybrid that involves setting a “budget-based” target for each employee in 
the bonus pool (a higher rank gives the employee a higher bonus percent-
age) and adding it up to form a “bonus pool.”  At the end of the year, the 
board uses discretion to adjust the actual size of the bonus pool, which 
cascades to all parties covered by the plan. 

                                                      
23 To enjoy the tax deduction, firms are required to qualify their bonus plan.  In-

centives must satisfy the following conditions: 

1. The performance goals are determined by a compensation committee com-
prising solely two or more outside directors. 

2. The performance goals under which the remuneration is to be paid are dis-
closed to the shareholders and approved by a majority vote. 

3. Before any payment of such remuneration, the compensation committee 
certifies that the performance goals and other material terms were satisfied. 

Reitenga, Buchheit, Yin, and Baker (2002), and Balsam and Yin (2005), note 
that some firms elect not to qualify the bonus plan, forgoing the tax benefit.  
Balsam and Yin blame the reluctance to fully save taxes on contracting costs: 

[T]he firm, or more importantly, the decision makers in the firm, trade off the 
benefits of preserving deductions against the costs of doing so.  The benefits of 
preserving deductions include the tax savings, …, as well as a reduction in the 
political costs of the executive and firm. The costs include the costs of rewrit-
ing executive compensation contracts, costs of seeking shareholder approval of 
performance-based compensation plans, the adverse effect on firm value of the 
changed incentives of the executives involved, and paying additional compen-
sation to compensate those executives for additional risk. (p. 305)  

24 Murphy (1999), describes executive bonus plans based on a proprietary survey 
of 177 plans collected by a large compensation consulting firm. Most companies 
choose performance standards based on the business plan or budget, or on prior-
year performance; only 11% of the surveyed companies report that they rely 
heavily on standards that are determined by industry performance or other ex-
ternal determinants. 
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3.2.3 Managing Salary 

Although salary does not change within a given year, it changes between 
years in response to the level of satisfaction with the manager’s perform-
ance.  The relative weight of salary in the compensation package has de-
clined over the years,25 but it is still important. The main reason is that sal-
ary affects other payments, such as the bonus (Holthausen, Larcker, and 
Sloan, 1995; Murphy, 1999) and pension.  Murphy (1999), gives the fol-
lowing account: 

Executives devote substantial attention to the salary-determination 
process, …  First, base salaries are a key component of executive em-
ployment contracts (which typically guarantee minimum increases in 
base salaries for the subsequent five years).  Second, since base salaries 
represent “fixed component” in executive contracts, risk-averse execu-
tives will naturally prefer a dollar increase in base salary to a dollar in-
crease in “target” bonus or variable compensation.  Finally, most com-
ponents of compensation are measured relative to base salary levels.  
Target bonuses, for example, are typically expressed as a percentage of 
base salary, while option grants are expressed as a multiple base salary.  
Defined pension benefits and severance arrangements also depend on 
salary levels.  Consequently, each dollar increase in base salary has posi-
tive repercussions on many other compensation components. (p. 2494) 

One possible approach for managers who seek to increase their salaries 
is to influence the board to lower the benchmark.  The intertemporal rela-
tionship between current performance and future benchmarks has long 
been recognized as the “ratchet effect”: a good performance in a given year 
is “punished” in the following year because it raises the expected bench-
mark performance, which makes it harder to achieve a target in the future 
(Milgrom and Roberts, 1992).  We have not encountered a study that ana-
lyzes the ratchet effect on salary per se, but Sheikh (2001), finds evidence 
that is consistent with it.  His study, however, does not focus on salary.  
Shih studies bonuses because they allow him to construct a sample that 
distinguishes between ratchet- and non-ratchet firms.26  We speculate that 
                                                      
25 This statement is qualified, as the data used in empirical research on this phe-

nomenon predates the bursting of the Internet bubble in 2000. 
26 The sample is constructed as follows:  Ratchet firms are firms who base bonus 

awards on year-to-year growth, or on an increase in sales or EPS, or on an im-
provement in operating profits.  Non-ratchet firms are firms who base bonus 
awards on the performance of the industry or market peer firms, or on fixed 
standards, such as a prespecified return on assets.  Using the findings of Indjeji-
kian and Nanda (1999), who establish that the pay under an optimal principal-
agent contract in the presence of ratcheting exhibits higher sensitivity to  
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an incoming CEO has incentives to lower the benchmark by decreasing in-
come in the first year of his tenure (see the discussion on turnover below).  
Thereafter, however, the situation is murky:  The performance of a given 
year, say year t, earns an increase if it is better than the previous year, year 
t–1, at the sacrifice of making the bar of the following year, t+1, higher. 

Gao and Shrieves (2002), examine the association of the components of 
the compensation package with the intensity of earnings management 
(measured by the absolute value of current discretionary accruals scaled by 
size of assets; see the discussion in Chap. 10 for the derivation of discre-
tionary accruals).  They find that the intensity of earnings management is 
negatively associated with salary and positively associated with stock op-
tions and bonuses.  As their table 4 indicates, the negative effect of salary 
is about eight (four) times larger in absolute value than the effect of bo-
nuses when controls for capital structure and size are excluded from (in-
cluded in) the regression.  Erickson, Hanlon, and Maydew (2004), study 50 
firms that were accused of accounting fraud by the SEC during the period 
from January 1996 to November 2003.  They find that salary is negatively 
associated with the likelihood of being accused of fraud. 

So far, then, it seems that salary takes the edge from the motivation to 
engage in pernicious earnings management.  At the same time, one won-
ders whether salary also mitigates income-increasing earnings manage-
ment.  That is, salary may induce hoarding of accruals that will enable 
managers to present better performance in the future, an effect that is exac-
erbated by the ratchet effect. 

3.2.4  Managing Bonuses27 

Healy (1985), was among the first to link earnings management to bo-
nuses. He attributed to managers lexicographic preferences, wherein 

                                                                                                                          
performance, Sheikh provides evidence that is consistent with ratcheting.  The 
pay-performance sensitivity is higher in ratcheting firms when the performance 
measure is stock return.   
There is no difference, however, when the performance measure is return on as-
sets.  A possible explanation for the conflicting results is that the performance of 
the ratchet firms is higher.  The median ROA for ratchet firms is 7.10 % com-
pared to a median ROA of 3.91 % for non-ratchet firms.  

27 We discuss annual bonuses.  However, companies also give their managers 
long-term incentive plans that are based on rolling average multi-year cumula-
tive performance (3–5 years), which are constructed like the annual bonus plan.  
For data on establishing a long-term incentive plan in 1996, consult Murphy 
(1999). 
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maximization of the current bonus takes priority over maximization of fu-
ture compensation.  Fig.3.1 depicts a standard bonus schedule. 

 
  Bonus 

Earnings 
 

Fig. 3.1 A bonus plan 

When the economic earnings yield a bonus that falls between the mini-
mum and the maximum (the “incentive zone”), the manager can increase 
his current payoff by inflating the accounting earnings. When economic 
earnings either already yield the maximum bonus or are so low that the 
manager cannot earn a bonus by inflating earnings, the manager has incen-
tives to hoard reported income for future use by taking measures to deflate 
the report (i.e., to report less than the economic or objective earnings).28 

Subsequent researchers do not find that managers “take a bath” when 
performance is too low (Gaver, Gaver, and Austin, 1995; Holthausen, 
Larcker, and Sloan, 1995; Reitenga, Buchheit, Yin, and Baker, 2002).  On 
the contrary, they find smoothing.  That is, when earnings are low, manag-
ers prefer income-increasing behavior.  Before concluding that Healy’s re-
sult may be a consequence of the way Healy measures earnings manage-
ment (see Chap. 9), note that these studies examine different sample 
periods and that this difference matters because of the shift in the design of 
bonuses, as discussed above. Yet some do, however, find that managers 
“hoard” reported outcome when their performance exceeds the maximum 
performance measure that still pays a bonus (Gaver, Gaver, and Austin, 

                                                      
28 In Chap. 5, we make the link between governance and earnings management.  

Governance includes the design of compensation by the board of directors, 
which is the organ that governs the firm on behalf of shareholders.  It is little 
wonder, then, that many studies find a positive association between the quality 
of the governance and the level of compensation.  Healy’s findings can also be 
an example of the link between poor governance and compensation-related 
earnings management (see DeAngelo, 1988b).  

Max

Min
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1995; Holthausen, Larcker, and Sloan, 1995; Guidry, Leone, and Rock, 
1999).29 

It is notable that some studies provide evidence on earnings manage-
ment induced by bonus considerations when the bonus is a control variable 
in a regression that studies a related phenomenon.  Barton (2001), for ex-
ample, analyzes the trade-off between derivatives and discretionary accru-
als as means to smooth out the volatility of earnings.  He uses bonuses, 
stock, and options as control variables proxying the manager’s attitude to-
ward risk, which affects his taste for reducing the firm’s riskiness by hedg-
ing derivatives.  Barton is not concerned with the behavior at the extremes 
(maximum and minimum bonuses).  He shows that the coefficient in a re-
gression where the discretionary accruals are the dependent variables and 
the bonus is one of the independent variables is positive and significant at 
the 0.01 level (tables 5 and 6). 

Indirect support for Healy’s bonus hypothesis is provided by Lin and 
Shih (2002), who study discretionary accruals in the quarterly earnings of 
513 Compustat firms for the 1989–1993 period.  They find that the time-
series behavior of the average discretionary accruals over all firms along 
their 20 quarters has a U shape:  When economic conditions are either poor 
or strong (mild), the average accruals are negative (positive).  They note, 
“There is evidence that earnings reserves accumulated by firms during the 
recession were released later strategically, in a pattern consistent with bo-
nus maximization in the long run” (p. 3). 

Managers can also manipulate earnings by other means, such as by re-
structuring transactions (see Chap. 2).  Marquardt and Wiedman (2005), 
find a positive association between a cash bonus (measured as the ratio of 
the cash bonus to the total cash payment) and the likelihood that a firm is-
sues contingent convertible bonds.  This decision affects the performance 
measure of diluted earnings per share (EPS), since by SFAS 128 contin-
gent convertible bonds do not enter into the calculation of diluted EPS. 

Also of interest is whether long-term bonus plans exacerbate or alleviate 
earnings management.  Richardson and Waegelein (2002), analyze the 
earnings management activity of firms that adopt such a long-term plan in 
addition to a short-term bonus plan.  Their findings indicate that the long-
term plan both mitigates earnings management and leads to higher annual 
returns. 

 

                                                      
29 The connection between non-linear pay-for-performance incentive systems and 

misrepresentation and manipulation is also noted by Jensen (2001), in his criti-
cism of the traditional budgeting process. 
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An interesting question is what effect SOX has on bonuses and on earn-
ings management induced by bonuses.  Carter, Lynch, and Zechman 
(2006), examine the association between bonus and earnings management 
between 1996 and 2004.  They show that before SOX, aggressive earnings 
management increased bonuses disproportionately, while conservative 
earnings management was not penalized.  After SOX, however, they find 
the reverse pattern: the premium for income-increasing accruals has been 
eliminated, and a penalty has been imposed on income-decreasing discre-
tionary accruals. 

3.2.5  More on Managing Cash Compensation 

Several empirical studies analyze cash compensation without distinguish-
ing between components of cash compensation.  Balsam (1998) studies 
3,439 firm/year observations of Compustat firms that appear in Forbes 
Compensation Survey during 1980–1993.  He finds that although firms use 
discretionary accruals to achieve earnings goals, only positive discretion-
ary accruals are significantly associated with CEO cash compensation.  
He, Srinidhi, Su, and Gul (2003), analyze a sample of 7,246 firm-year ob-
servations of U.S. corporations during 1992–2001 and find that CEOs are 
more likely to cut R&D expenditures to avoid decreases in reported earn-
ings when the cash portion of their compensation is greater than the stock 
portion and when the proportion of cash has increased over time. 

3.2.6  Stock and Options 

Stock and options have formed a major component of compensation pack-
ages in recent years (Hall and Liebman, 1998; Murphy, 1999; Bushman 
and Smith, 2001; Hall and Murphy, 2002; Gao and Shrieves, 2002; Holm-
ström and Kaplan, 2003;30 Jensen, Murphy, and Wruck, 2004; and others). 

                                                      
30 In contrast to the view that criticizes the exorbitant payments to executives, 

Holmström and Kaplan, 2003 observe, 

[I]t would be a mistake to condemn the entire system based on a few cases. 
That such cases are far from representative can be seen from the pronounced 
skew[ness] in the distribution of CEO incomes. In 2001, for example, the 
same year the top ten U.S. CEOs received average option grants of $170 mil-
lion, the median value of total compensation for CEOs of S&P 500 compa-
nies was about $7 million. Thus, U.S. executive pay may not be quite the 
runaway train that has been portrayed in the press. (p. 14) 
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Stock-based compensation comes in a variety of forms: stock grants;  
restricted stock grants, which are shares that cannot be sold before a mini-
mum time with the firm elapses or the firm reaches a performance goal; 
phantom stocks and stock appreciation rights (SAR), which mimic stock 
(and option) grants by tying compensation to share prices without actually 
issuing share certificates; and performance units, which offer the right to 
receive shares of common stock (or cash, or a combination of shares and 
cash) when the manager reaches specified performance goals. 

An option is different from a share because the employee must pay an 
up-front fee in order to exercise it,31 and there is no guarantee that an op-
tion will be exercised because the exercise is profitable only when the 
share price exceeds the exercise price.32 

Grants have to be approved by the board of directors.  It seems that 
there are two common ways to arrive at the number of options (Hall, 1999; 
Walker, 2006).  One allocates a fixed amount of options over several 
years.  In the other, the compensation committee determines the number of 
options by dividing optimal incentives by the value of a single option (that 
is, if optimal incentives are $100,000 and the value of an option is 25 
cents, 400,000 grants are awarded).  The value is usually calculated by the 
Black-Scholes formula, which depends on the strike price, the share price 
at the grant date, the implied volatility of the stock price (which may differ 
from the actual volatility), the option’s time to maturity (adapted to mean 
the time when the option can be exercised), the dividend yield, and the 
risk-free rate. 

Fig. 3.2 depicts the main events in the life cycle of an option with four 
vesting periods and the events at each stage in the cycle that might prompt 
earnings management and other manipulation phenomena. 

                                                      
31 Feltham and Wu (2001), observe that stock is equivalent to exercisable options 

with a zero exercise price (in a setting where time does not factor into the utility 
function of managers and shareholders).  They model the trade-off between op-
tions and stock in a principal-agent game between shareholders and managers.  
They show that stock is preferable to options because the higher the exercise 
price, the greater the number of options that must be granted to achieve a desir-
able level of incentive. 

32 Stock appreciation rights (SAR) are similar to option grants, because the award 
is earned only if the stock price appreciates.  The date that the SAR is earned is 
fixed, however, while an option’s exercise date is at the discretion of the option 
holder subject to the terms of the grant (see Feltham and Wu, 2000). 
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  |_______________________________________________| 
� Timing of actual vesting 
� Renegotiation of the option if not in the money
� Voluntary disclosure 
� Earnings management 

  
Fig. 3.2 Manipulation activities during the life- cycle of an option 

An option grant specifies the exercise price to be paid when the option 
is converted into shares, the earliest exercise dates, which mark the vesting 
period, and an expiration date.  In response to tax rules, the exercise price 
equals the share price at the grant date; i.e., the grant is “at the money.”  
The reason is that if the option were exercised at the grant date, its value to 
the grantholder is zero.  Option grants are intended to induce managers to 
make value-increasing decisions, as the manager will then make a gain that 
equals the difference between the share price and the exercise price times 
the number of shares.  The accounting treatment of options has shifted 
from the concept of zero intrinsic value of at-the-money grants to recog-
nizing that from the firm’s perspective the option represents compensation 
expense.  Even if the grant is at the money, the firm could sell the option to 
outside investors for cash (Jensen, Murphy, and Wruck, 2004).  As noted 
above, the Black-Scholes formula is now used to calculate the compensa-
tion expense. 

In general, employees’ options are neither immediately exercisable nor 
tradable (short-selling is also forbidden).  Murphy (1999), reports that the 
usual time span between grant and exercise is at least 3 years and hardly 
ever more than 5 years.33  In addition, leaving the firm usually results in 
forfeiture of the options.  Given our interest in management alone, it is 
worth noting that more often than not, top management gets similar grants 

                                                      
33 Tax law sets a minimum period between the grant date and vesting period in or-

der for the grant to qualify for the favorable tax treatment of an incentives plan.  
Since the purpose of grants is to retain talent, firms prefer to extend the time to 
vest beyond the minimum period specified in tax rules. 

“ ”
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to those awarded to all employees but their awards are much larger.  For 
example, Narayanan and Seyhun (2005) (table 2B) report that about 22% 
of the grants in their sample of 605 grants awarded between 1992 and 2002 
were awarded to the five executives with the highest pay. 

In our diagram, options are exercisable in predetermined portions over 
the first 4 years of the vesting period.  Although a vesting date allows ex-
ercise of the options, the actual timing and financing of the exercise are at 
the discretion of the owner of the options (in general, he obtains financing 
by selling the new shares).  In reality, options often are exercised on the 
day the vesting period starts.  Hall and Murphy (2002), explain this phe-
nomenon by the fact that the value of an option with restrictions on its 
tradability to risk-averse employees is lower than the value of a tradable, 
unrestricted option. 

Clearly, if the market price is lower than the exercise price—the option 
is not “in the money,” so the option will not be exercised.  This poses an 
interesting dilemma, because on the one hand, if the market price has not 
increased beyond the grant date, the employee did not make the “right” de-
cisions, and he should be penalized by having worthless options.  On the 
other hand, when the stock market is bullish on the grant date and bearish 
during the vesting period, the exercise price is higher than the share price 
for reasons beyond the employee’s control, which calls for fine-tuning the 
exercise price.  The empirical evidence suggests that repricing is both a po-
litical decision and an accounting decision.  It is a political decision be-
cause it is more likely to take place when the CEO is a member of the 
compensation committee and when the firm is doing poorly (Brenner, 
Sundaram, and Yermack, 2000; Carter and Lynch, 2001), and when gov-
ernance is poor (Ferri, 2004, 2005).  In a later study, Chidambaran and 
Prabhala (2003), find support for the theory that the economic motivation 
to use options to retain employees mitigates the political motivation be-
cause 40% of rapidly growing firms that repriced options after a sudden 
shock to growth and profitability did not reprice the CEO’s compensation.  
(For further discussion, consult Core, Guay, and Larcker, 2003; Ferri, 
2004, 2005.)  Since March 2000, repricing is also an accounting decision.  
Before 2005, companies did not record a compensation expense for op-
tions that were either “at the money” or “out of the money” if the grants 
had fixed terms.  Since March 2000, the FASB has required companies 
that reprice to recognize a compensation expense, since the grant no longer 
complies with the condition of fixed grant terms.  This charge can be 
avoided by retiring old options and issuing new ones after 6 months and a 
day.  We draw attention to the fact that repricing is economically (if not 
accounting-wise) costly to the firm, because the unknown exercise price 
(which is usually the stock price at closing on the grant date) imposes risk 
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on the risk-averse employees.  (For a further discussion, consult Jensen, 
Murphy, and Wruck, 2004, pp. 41-42.)  Coles, Hertzel, and Kalpathy 
(2006), show that firms manage earnings downward before new issues of 
options and that the market anticipates it. 

3.2.7  Equity Holdings and Earnings Management 

Research on equity-based compensation focuses on the total wealth gener-
ated by stock and option grants.34  The underlying assumption is that man-
agers’ utility increases in the value of their equity holdings, which is 
equivalent to the price per share times the number of shares and options 
expressed as shares equivalent. 

Given our discussion of the ratchet effect above, it is easy to see that 
equity-based compensation provides conflicting incentives to manage 
earnings.  On the one hand, the higher the market price, the higher the 
value of one’s holdings.  Hence, short-horizon earnings management 
aimed at inflating earnings is optimal.  On the other hand, the higher the 
market price, the more difficult it is to earn a raise in the future (the ratchet 
effect).  Hence, long-horizon earnings management ought to aim at deflat-
ing earnings.  The consensus seems to be that equity-based compensation 
has a short-term perspective.  O’Connell (2004), states, 

[T]hese remuneration systems are so imperfect that they do not man-
age to align the interests of management with shareholders… Rather, in 
a corporate environment whereby CEOs have average tenure of around 4 
years, managers seek to appease the market through various devices that 
ensure rising short-term stock prices. These devices include aggressive 
earnings management practices to ensure steadily rising reported earn-
ings that appease stock analysts’ forecasts…. (p. 736) 

Overall, the research supports the existence of earnings management 
that is intended to inflate earnings.35  Gao and Shrieves (2002), find that, in 
                                                      
34 Murphy (1999), reports that approximately 28% of the S&P 500 firms granted 

restricted stock to their CEOs in 1996; these grants accounted for an average of 
6.1% of total compensation (and 22% of the compensation for CEOs receiving 
grants).  Like options, restricted shares are not traded right away and can be for-
feited under certain conditions. 

35 It seems that a meaningful discussion of these opposing incentives requires an 
examination of the patterns of insider trading.  Cheng and Warfield (2005), for 
example, find that managers with higher equity (in their 1993–2000 sample) 
have higher net sales in subsequent periods, where equity is defined as the total 
of option grants, unexercisable options, exercisable options, restricted stock 
grants, and stock ownership.  Because higher share prices make for more profit-
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contrast to salary, the size of stock options and bonuses is positively re-
lated to the intensity of earnings management, as measured by the absolute 
value of current discretionary accruals scaled by size of assets.  Burns and 
Kedia (2006), examine 215 firms that restated earnings between 1994 and 
2001 because their financial statements were inconsistent with GAAP.  
They find a positive association between restatement and stock option 
compensation.  (The association is mitigated by offering the manager long-
term incentive plans that promote increasing long-term shareholders’ 
value.)  On average, a CEO of a company that restated earnings held op-
tions whose value changed by $567,802 for 1% change in stock price as 
compared to $263,595 for a CEO of a non-restating firm.  Cohen, Dey, and 
Lys (2005a), reveal a positive association between earnings management 
and options, where they measure earnings management as a score of a few 
variables (see Part 4). 

Denis, Hanouna, and Sarin (2006), and Erickson, Hanlon, and Maydew
(2006) find that the likelihood of being accused of fraud increases in the
amount of stock-based compensation, in the percentage of total executive
compensation that is stock-based (in contrast to salary), and in the sensitivity
of executives’ stock-based wealth to changes in the stock price.   

Bauman, Braswell, and Shaw (2006), offer an exception to these find-
ings.  They conjecture that stock options increase the pressure on managers 
to meet the market’s expectations.  Studying a sample of S&P 1,500 firms 
between 1992 and 2002, they find that firms whose managers are rewarded 
with more stock options meet  expectations by guiding expectations down 
rather than by inflating reported earnings.  In contrast, Bauman and Shaw 
(2006), show that a greater volume of stock options in  compensation plans 
increases the chance that firms meet analysts’ forecasts by a small amount 
(between zero and one penny per share).  See Chap. 5 for a discussion of 
the Meeting or Beating Expectations phenomenon.  

A related question concerns whether this earnings management is bene-
ficial or pernicious.  It seems that the answer to this question is case-
specific.  Warfield, Wild, Wild (1995), note a positive association between 
stock ownership and the earnings content of stock returns.  Behn, Nagy, 
and Riley (2002), find that a higher level of stock ownership is associated 
with improvements in the usefulness of earnings and with reductions in the 
magnitude of discretionary accrual adjustments, manipulation of advertis-
ing expenditures, and, to a lesser extent, research and development invest-
ments.  Bizjak, Brickley, and Coles (1993), investigate how concern for 
the current stock price may motivate managers to use investments to signal 

                                                                                                                          
able sales, managers might take actions to manage the share price through earn-
ings management. 
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firm’s value.  They show that firms with high information asymmetries fa-
vor contracts that focus on long-run stock returns (current and future) over 
contracts that focus on near-term stock returns alone. 

In contrast, there is evidence of pernicious earnings management in 
firms that committed fraud.  Johnson, Ryan, and Tian (2003), and Erick-
son, Hanlon, and Maydew (2006), collect a sample of firms that were ac-
cused of fraud from the Accounting and Auditing Enforcement Releases 
(AAER) of the SEC.  Johnson, Ryan, and Tian find that executives at fraud 
firms face significantly greater stock and option payoffs from share price 
increases than executives at matched “innocent” firms.  The median execu-
tive at a fraud firm has financial incentives that are 51% greater than those 
of the median executive at an innocent firm.  In dollar terms, a 1% increase 
in firm value increases executive compensation at fraud firms by approxi-
mately $58,844 more than at control firms.  Erickson, Hanlon, and May-
dew observe that an increase of one standard deviation in the proportion of 
compensation that is stock-based increases the probability of an accounting 
fraud by about 68%. 

3.2.8  Options and Earnings Management 

De facto, options are a substantial part of equity-based compensation.  
Figure 3 in Jensen, Murphy, and Wruck (2004), shows the increase in the 
weight of options in the average CEO’s pay from 1992 to 2002 when pay 
is measured in inflation-adjusted 2002 dollars (the grant-date value of the 
options is determined by the Black-Scholes formula).  The weight in-
creased from 24% in 1992’s $2.7 million average pay package to almost 
half of the average pay package in the 1999–2002 period (1999: 47% of 
$10 million; 2000: 49% of $14 million; 2001: 54% of $12.9 million; 2002: 
47% of $9.4 million).  Safdar (2003), who examines 4,273 option exercise 
events in 2,116 firms between 1991 and 1998, comments,  “A stylized fact 
from the ExecuComp database is that option ownership comprises the ma-
jority of equity exposure of a firm’s CEO in firms with stock option plans.  
The average number of options owned by a CEO in such firms outnumbers 
the ownership of common stock by nine to one… ”(p. 2). 

We restrict our attention to the link between options and earnings man-
agement.  The fact that options induce earnings management has not es-
caped the attention of regulators.  Arthur Levitt, the former SEC chairman, 
claims in his 2002 book: 

The use of stock options soon mushroomed,… the options craze 
created an environment that rewarded executives for managing the 
share price, not for managing the business.  Options gave executives 
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strong incentives to use accounting tricks to boost the share price on 
which their compensation depended.  (p. 111) 

Several studies suggest a connection (e.g., Elitzur and Yaari, 1995; 

Yang, 2006; McAnally, Srivastava, and Weaver, 2006; Peng and Roell, 
2006).  Others make this link directly.  We here follow those studies in a 
discussion of the life cycle of an option. 

3.2.9  Grant Date 

Because the commonly official exercise price equals the share price on the 
grant date, managers have incentives to take actions that reduce the stock 
price.  Depressing the market price on the grant date increases the differ-
ence between the value of the stock when the option is exercised and the 
cost to exercise.  Prior research has uncovered a few means to achieve this 
goal, including the following: timing grants (Yermack, 1997); repricing the 
options before a quarter with favorable news and after a quarter with unfa-
vorable news (Callaghan, Saly, and Subramaniam, 2004; Ferri, 2004, 
2005); leaking price-decreasing disclosures before the grant date (Chauvin 
and Shenoy, 2001); deferring the release of good news and bringing for-
ward the release of bad news (Aboody and Kasznik, 2000); managing ac-
cruals and preannouncements (Baker, Collins, and Reitenga, 200336); 
managing accruals (Balsam, Chen, and Sankaraguruswamy, 2003); and 
specifying an official grant date that is before the true grant date (backdat-
ing) or after the true grant date (forward-dating) in order to lower the exer-
cise price and effectively have the option “in the money” (Lie, 2005; 

Narayanan, Schipani, and Seyhun, 2006; Walker, 2006).37  As an anecdote, 
Micrel, Inc., sued its auditor, Deloitte & Touche, for signing off on their 
scheme of setting strike prices at the lowest closing price during the 30 
days following the approval of the grant.38 
                                                      
36 Their analysis of 168 firms during the period 1992–1998 shows that managers 

who anticipate large option awards appear to make income-decreasing accrual 
choices as a means of decreasing the exercise price of their awards.  Further-
more, the negative relation between options and accruals is stronger when the 
firm makes a public earnings announcement in advance of the award date. 

37 The legal date is the date when the board approved the grant with all its details. 
38 For studies that link the backdating scandal to the quality of governance and the 

interlocking of boards (i.e., executives of two firms sit on each other’s boards), 
consult Bebchuk, Grinstein, and Peyer (2006), Bizjak, Lemmon, and Whitby 
(2006), and Collins, Gong, and Li (2006).  We discuss governance in Chap. 5.  

Burns and Kedia, 2006; Efendi, Srivastava, and Swanson, 2006; Kadan and 

Narayanan and Seyhun, 2005; Fleischer, 2006; Heron and Lie, 2006, 2007; 
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Unlike spring loading (the firm schedules an option grant ahead of the 
announcement of good news that will boost the stock price) and bullet 
dodging (setting the grant date just after a bad news announcement that 
will be followed by a rebound in the stock price), backdating has been 
prosecuted by the SEC and the Department of Justice.  At the time this ma-
terial is written, over 120 firms are under investigation.  The loss to inves-
tors exceeds $100 billion in those 115 firms investigated by November 15, 
2006, as measured by the market’s reaction to the announcement that the 
firm might have backdated its option grants (Bernile, Jarrell, and Mulca-
hey, 2006). 

This backdating scandal has several aspects:  Backdating might be ille-
gal because shareholders were not notified of grants issued at the money; 
this creates stealth compensation, since a lower exercise price reduces 
shareholders’ equity without their knowledge.  Second, by the accounting 
rules before SFAS 123R required firms to expense stock options compen-
sation starting June 2005, companies had been required to record a com-
pensation expense for the difference between the exercise price and the 
grant-date price.  By tax rules, this difference is taxable as ordinary income 
to the employee (and since January 1, 2005, there is a tax liability in the 
vesting, instead of the exercise, period).  In addition, the $1 million limit 
on non-incentive payment imposed by section 162(m) of the tax code is 
reduced by the difference between the exercise price and the backdating. 

In the twenty-first century, regulatory changes narrow the scope of 
backdating.  Beginning August 29, 2002, SEC release 34-46421 imple-
mented section 403 of SOX by requiring firms to disclose grants within 2 
days.  Previously, the disclosure was required to occur no later than 45 
days after the fiscal year in which the grants were received.  Furthermore, 
the major stock exchanges have mandated that shareholders must approve 
all stock option plans (NYSE Listed Company Manual sec 303A.08; 
Nasdaq manual, section 4350(i)).  If shareholders are unaware that the 
strike price is different from the price of the stock on the grant date, then the
firm did not comply with the disclosure rules (Campos, 2005; Narayanan,
Schipani, and Seyhun, 2006).  In July 2006, the SEC issued tightened 
disclosure rules, which require firms to disclose both the grant date and the 
date when the board, or the compensation committee, finalized the details 
of the grant.  If the exercise price of an option is different from the stock 
price at closing on the grant date, the firm should describe the methodol-
ogy for determining the exercise price (17 C.F.R. 239, 249).39  Heron and 
                                                      
39 The rules have since been further revised regarding presentation of manage-

ment’s Summary Compensation Table and Director Summary Table, the calcu-
lation of the stock option expense in order for it to be consistent with SFAS 
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Lie, (2006, 2007), and Narayanan and Seyhun (2005, 2006), find that the  
V-shape figure of stock returns that typifies the backdating of option grants 
has been partially smoothed out by the SOX requirement of reporting the 
grant to the SEC within 2 days, but not totally eliminated.40   

3.2.10 Accounting Recognition 

After many years in which firms did not record options “at-the-money” as 
an expense (APB 25), SFAS 123R now requires them to recognize options 
as an expense over the vesting period. (See the discussion in Ronen, 2005.)  
SFAS 123R updates SFAS 123, which allowed firms to choose between 
expensing options and disclosing them in a footnote, and supersedes SFAS 
148, which increased the disclosure requirement of SFAS 123 by specify-
ing a tabular form and by specifying that this disclosure be made in the 
“Summary of Significant Accounting Policies” footnote. 

Most of the research on managing the recognition of stock options deals 
with the issue as it existed when management had discretion over the ex-
pense.  The literature on options-related manipulation indicates that man-
agers with large holdings prefer not to advertise them.  Dechow, Hutton, 
and Sloan (1996), for example, find that firms whose managers owned 
large options holdings led the opposition to expensing stock options before 
SFAS 123 was issued.  In the first year that SFAS 123 was implemented 
(1996), firms for whose managers stock options were a large portion of 
compensation, as well as IPO firms, opted to allocate a smaller portion of 
the value of the options to their disclosures (Balsam, Mozes, and Newman, 
2003).  Furthermore, most firms chose not to report an expense, although 
the capital market took it into consideration (Aboody, Barth, and Kasznik, 
2004a); the latest estimate is that only about 400 firms voluntarily reported 
stock options as an expense before it became mandatory in FAR 123R (see 
also Aboody, Barth, and Kasznik, 2004b).41 

Managing the recognition of stock options as an expense is feasible be-
cause this expense is based on estimates of the parameters that are plugged 
into the Black-Scholes formula.  Given the criticism of too generous incen-
tive pay, managers may prefer to apply a “conservative” estimate and take 
actions to manage the  calculated value of the option expense.  Luckily for 
academic investigators, these estimates must be disclosed, so we can com-

                                                                                                                          
123R, and increased transparency of the components of managers’ compensa-
tion. See  Rule 34-55009 (http://www.sec.gov/rules/final/2006/33-8765fr.pdf).   

40 Since the grant date is chosen when the stock price is lowest, returns before the 
grant date are negative and returns after the grant dates are positive.  

41 This data is based on private communication with Ron Kasznik in 2004. 
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pare what firms do with the guidance provided by SFAS 123.  Researchers 
detected management of the following assumptions on the parameters that 
underlie the formula of the stock option expense: the expected life of the 
option from grant to exercise (Yermack, 1998; Aboody, Barth, and 
Kasznik, 2004b); future stock price volatility (Coller and Higgs, 1997; 
Davis-Hodder, Mayew, McAnally, and Weaver, 200442; Johnston, 200643); 
future dividend yield; and future risk-free interest rates (Aboody, Barth, 
and Kasznik, 2004b44).  Other ways to manage the expense involve consid-
erations of how closely to adhere to the formula (e.g., Yermack, 1998, who 
finds that 40% of the firms in his sample “adjust” the formula to reduce the 
expense) and the accompanying explanations of the numbers (see Blac-
coniere, Frederickson, Johnson, and Lewis, 2003,45 who study disavow-
als).46 

                                                      
42 Davis-Hodder, Mayew, McAnally, and Weaver (2004), compare the model’s 

inputs disclosed in the annual reports to three reference points that are suggested 
by SFAS 123, and in the March 2004 FASB exposure draft: historical experi-
ence, market-implied inputs (i.e., the implied volatility of traded options), and 
industry benchmarks. They find that the average firm reports a value of $9.98 
per share (total fair value of $29 million), which is lower than the fair value of 
$11.43 per share (total fair value of $36 million) that would have been reported 
if the firm had not deviated from benchmarks.  Yet we cannot jump to the con-
clusion that all firms understate the stock option expense.  Some 25% of the 
firms in their sample overstated the future value of the stock options.  From the 
perspective of good versus bad earnings management, it is notable that 30% of 
the firms generated more accurate estimates of the parameters.  They thus con-
veyed changes in future operating risk.  The rest seemed to participate in bad 
earnings management, with the intent to obscure compensation. 

43 Johnston (2006), finds that managers use both historical and forward-looking in-
formation in determining the expected volatility parameter in the calculation of 
the option expense, but the reliance on forward-looking information is limited to 
situations in which it results in reduced expected volatility and thus a smaller 
option expense, because the compensation is either excessive or largely stock-
based. 

44 Aboody, Barth, and Kasznik (2004b), find that firms that grant more options, 
and thus have a higher stock-based compensation expense, and firms with CEOs 
whose compensation could be perceived as excessive assume shorter option 
lives.  However, there is no evidence consistent with the manipulation predic-
tions for expected volatility, dividend yield, and risk-free interest rate when each 
is considered separately. 

45 Blacconiere, Frederickson, Johnson, and Lewis show that excessive compensa-
tion is associated with the use of disavowals. 

46 For additional studies that examine how managers attempt to minimize inves-
tors’ perception of the magnitude of the stock option expense, consult Lewellen, 
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3.2.11 Timing of the Exercise 

Before 1991, stock obtained from the exercise of an option had to be held 
for a 6-month period; it was considered another case of insider trading sub-
ject to the prohibition on “short-swing” profits (see the section on insider 
trading below).  Hence, the act of exercising options was a signal that in-
siders expected the market price to increase within 6 months.  The empiri-
cal research corroborated this explanation, as evidenced by positive ab-
normal returns (Carpenter and Remmers, 2001).  Since 1991, however, the 
stock can be sold immediately, so the forward-looking information content 
of the exercise is bad news because it is believed that senior officers may 
have private information that the share price at present is high and it is op-
timal to exercise immediately before the share price falls (Beneish, 1999b; 
Huddart and Lang, 2003; Johnson, Ryan, and Tian, 2003).  In a recent 
study, Cai (2007), refines the argument.  He classifies exercise of options 
by the financing method of the exercise:  the executive pays cash (negative 
returns before the exercise and positive returns thereafter in a 15-day win-
dow)47; the executive sells a shareholding in the firm to pay in cash for the 
exercise of the options to get new shares (positive returns before the exer-
cise and negative returns thereafter in a 15-day window); and the executive 
instructs a broker to sell old shares to finance the exercise of new ones 
without any actual cash involved (a swap deal; positive returns before the 
exercise date and negative thereafter in a 15-day window).   

The fact that exercise reveals private information may imply active 
management of earnings for the purpose of making speculative gains.  Bar-
tov and Mohanram (2004), examine the earnings management cum deci-
sion to exercise large stock option awards by top-level executives of nearly 
1,200 public corporations over the period 1992–2000.  They find that the 
stock price changes are abnormally positive (negative) in each of the 2 
years leading up to (following) the exercise year.  Furthermore, the disap-
pointing earnings in the post-exercise period represent a reversal of in-
flated earnings in the pre-exercise period.  Safdar (2003);  Bergstresser and 

                                                                                                                          
Park, and Ro (1995), Murphy (1996, 1998), Baker (1999), and Bartov, Mohanram,
and Nissim (2003).  In contrast, Balsam, Mozes, and Newman (2003), find 
little evidence that is consistent with firms’ managing the fair values of execu-
tive stock options by varying the input parameters. 

47 Cai (2007), studies a sample of exercises in the 1997–2005 period.  He com-
pares pre- to post-SOX patterns.  The pattern for cash exercise disappears after 
SOX.  Cai provides results for shorter windows as well. 
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Philippon (2003), and Kedia and Philippon (2005), find similar patterns of 
exercise and change in stock price.48    

3.2.12 Related Operating, Investment, and Financing Decisions 

Options explain other decisions as well.  As Murphy (1999), points out, 
just before the grant, options provide perverse incentives to distribute divi-
dends because dividends depress the market price.  By contrast, once the 
options have been granted, he claims, “[E]xecutives holding options have 
incentives to avoid dividends and to favor share repurchases” (p. 2501).49 
This claim is supported by Lambert, Lanen, and Larcker (1989), who find 
that after adopting executive stock option plans, dividend payment levels 
are lower than expected.  May (1995), Jolls (1998), and Fenn and Liang 
(2001), likewise show that stock repurchases tend to replace cash divi-
dends with an increase in executive holdings of options.  Weisbenner 
(2000), provides evidence that supports the dividend premise (the grant of 
stock options to senior officers induces firms to curtail cash dividends), but 
stock repurchasing is more closely related to whether large stock options 
are awarded to all employees.  Bens, Nagar, and Wong (2002), find that 
stock repurchases reduce firm’s value because they consume cash that is 
diverted from research and development (for a discussion of this paper, 
consult Guay, 2002).  Gong, Louis, and Sun (2007), analyze earnings man-
agement that deflates earnings before stock repurchase.  They find that 
earnings management is associated with CEO holdings.  Since firms ex-
perience post-repurchase abnormal returns, they conclude that man-
aging earnings downward, before the repurchase, is successful in lowering 
market expectations of growth in earnings. 

                                                      
48 Safdar (2003), conducts the analysis for a shorter window.  His evidence sug-

gests that on average the magnitude of earnings management related to stock 
options is small. During the quarter immediately preceding exercise, discretion-
ary accruals range from 0.35 to 0.62% of total assets; these are followed by 
negative abnormal returns of less than 3% (in magnitude) over the two quarters 
following exercise. 

 Bergstresser and Philippon (2006), show that CEOs exercise unusually large 
numbers of options during years of high absolute accruals, followed by negative 
abnormal returns to shareholders (measured using a three-factor risk model). 

49 This view has gained momentum in recent years (e.g., Gumport, 2006) and re-
placed the earlier view that repurchases signal good news that the stock price is 
too low (Bartov, 1991; Hertzel and Jain, 1991) or that the firm’s common stock 
is less risky (Bartov, 1991). 
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3.3 CEO Turnover 

If compensation is the carrot in managers' incentives, then firing is the 
stick.50  CEO turnover has two phases because it is essentially a case of 
“the king is dead, long live the king.”  That is, turnover involves two dis-
tinct decision makers, the departing CEO—the predecessor—and the in-
coming CEO—the successor.  Turnover then raises two independent earn-
ings management issues: how the predecessor manages accounting 
earnings and how the successor manages them.51  We find that the answer 
to both questions is as expected.  The departing CEO may try to inflate 
earnings to mask poor performance to avoid forced separation (the “cover-
up”), or to obtain a higher bonus in his last years on the job (the horizon 
problem) or to obtain directorships or better employment after retirement 
(the post-horizon problem).  The incoming CEO deflates earnings—the big 
bath—in order to report favorable performance in the following year, 
while blaming his predecessor for the poor performance in the first year, 
unless the departing CEO becomes a director and can put a stop to such 
gaming. 

3.3.1  Departure 

Studies  find that the turnover rate averages between 5 and 15%, depend-
ing on the period and the sample (see the literature review in McNeil, Nie-
haus, and Powers, 2004, p. 79).  There are two types of departures: routine 
departures, which are peaceful and orderly, and non-routine departures, 
which cover all the remaining cases (Pourciau, 1993).  In most cases, the 
incoming CEO is an insider.52 

                                                      
50 Empirically, most CEOs leave the firm because they retire.  For example, in the 

1330-observation sample of Engel, Hayes, and Wang (2003), 851 CEOs retired; 
another 27 left because of health problems, and 37 died. 

51 One of the challenges of the empirical research is to separate the departure from 
the advent.  Murphy and Zimmerman (1993), state, 

 [U]ltimate inferences often depend on whether the variable in question is con-
trolled by the outgoing or incoming CEO, and there has been inconsistent treat-
ment of the “transition year” in the literature.  We …control for the relative in-
fluence of outgoing and incoming CEOs by segmenting the sample by CEOs 
leaving early and late in the fiscal year. (p. 276) 

52 Agrawal, Knoeber, and Tsoulouhas (2006), who study over 1,000 separations in 
the 1974–1995 period, report that in over 80% of the cases, the successor was an 
insider. 
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A peaceful departure may be the last step of a process that has paved the 
way for a designated successor, who is an insider.  Vancil (1987), de-
scribes this “relay process”:  The successor is selected a few years before 
the incumbent CEO tenure reaches term (about 65 years old), and during 
this time, they work together; decision rights are gradually transferred 
from the departing to the potentially incoming CEO.  The departing CEO 
stays with the company for a few more years on the board of directors, 
thus maintaining some measure of control over the incoming CEO’s 
choices.  An alternative “peaceful” process is a “horse race,” in which a 
few candidates compete for the desirable job shortly before the incumbent 
CEO’s departure. 

Non-routine departures are largely associated with poor performance 
(Weisbach, 1988; Puffer and Weintrop, 1991; Murphy and Zimmerman, 
1993; Huson, Malatesta, and Parrino, 1997; Lehn and Makhija, 1997;  
DeFond and Park, 1999; Huson, Parrino, and Starks, 2001; Farrell and 
Whidbee, 2003; Fee and Hadlock, 2004; Berry, Bizjak, Lemmon, and 
Naveen, 200653) and income-decreasing restatements (Collins, Reitenga, 
and Sanchez, 2005).  Brickley (2003), observes, 

CEO turnover is inversely related to firm performance.  CEOs are 
more likely to separate from the firm when stock-price and accounting 
performance is bad than when it is good.  While most of the research fo-
cuses on publicly traded firms similar relations have been found within 
nonprofit hospitals and at the divisional level of the firm. (p. 228) 

Because sudden departure is not linked to performance by a precise 
formula, researchers have employed several metrics.  Coles, Lemmon, and 
Naveen (2003), for example, use the Forbes-defined operating profit (in-
come before interest, depreciation, amortization and income taxes), net 
profit (which excludes extraordinary items), and the ratio of number of 

                                                                                                                          
 To tie turnover to Chap. 5, on governance, note that the likelihood of nominat-

ing an outsider to the CEO’s post increases with the independence of the board 
(Borokhovich, Parrino, and Trapani, 1996).  The turnover is also associated with 
governance characteristics.  Separation is more likely to follow a class action 
suit, which is positively associated with the severity of agency conflicts between 
investors and the firm, as measured by the firm’s risk, large size, young age, low 
market-to-book ratio, and no dividend payments (Strahan, 1998); with a more 
independent board with higher equity compensation (Perry, 2000) and with the 
presence of a blockholder (Denis, Denis, and Sarin, 1997), but it is less likely 
with large management ownership (Denis, Denis, and Sarin, 1997). 

53 Berry, Bizjak, Lemmon, and Naveen (2006), show that the link between poor 
performance and turnover depends on the firm’s type.  Diversified firms do not 
exhibit this relationship in contrast to focused firms. 
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employees to sales (an indicator of labor efficiency).  Puffer and Weintrop 
(1991), examine earnings that failed to meet analysts’ forecasts.  Yet other 
studies link performance to competition in the industry by adjusting earn-
ings to median industry performance (DeFond and Park, 1999).  DeFond 
and Park also show that industry-adjusted earnings have a stronger effect 
on turnover decisions in less concentrated industries; Engel, Hayes, and 
Wang (2003), confirm these results.  Some studies use market-based meas-
ures.  Warner, Watts, and Wruck (1988), examine a random sample of 269 
firms. They show that the turnover rate of firms in the bottom decile of 
performance (mean annual return of 
rate of firms in the top decile (mean annual return of �127%) is only 
8.3%.54

tressed firms (the events are bankruptcy, default, or privately restructuring 
debt to avoid bankruptcy).  He finds that in any given year, 52% of such 
firms experience turnover in senior management, compared to a 19% turn-
over rate for firms that are extremely unprofitable, but not in financial dis-
tress.  DeFond and Jiambalvo (1994), find that 29% of their sample of 
firms that default on debt covenants change their management in the year 
of the default. Gilson and Vetsuypens (1993), report a change in the CEO 
turnover rate from 8.5 to 30.7% in the period from 1 year before to 1 year 
after a bankruptcy filing or a restructuring of debt. 

Other researchers examine observable actions of management.  Lehn 
and Zhao (2004), for example, note that although mergers and acquisitions 
are approved by the entire board of directors, they are usually initiated by 
the CEO and often considered to be one of his major responsibilities.  
They analyze the probability that a CEO who made an acquisition that de-
stroys value will be replaced (such as the forced departure of Quaker’s 
chairman and CEO, William Smithburg, after the firm sold Snapple for 
$300 million just 3 years after acquiring it for $1.7 billion).  In their sam-
ple of 395 firms that completed acquisitions between 1990 and 1998, they 

                                                      
54 Interestingly, DeAngelo (1988b), finds that stock price is not used in her sample 

of firms going through proxy contests, wherein unhappy shareholders wage a 
campaign to elect directors to the firm’s board in order to replace the incumbent 
manager.  She finds that poor earnings, rather than the share price, are used to 
support the dissidents’ drive to gain the support of other shareholders to take 
control of the board of directors.  As a matter of fact, the share price tends to in-
crease when the market expects that the firm would improve its performance 
even if the incumbent manager stays.  In response, the incumbent manages ac-
cruals upward, and the incoming manager takes a bath. We describe this study 
in more detail in Part 4. 

–51.6%) is 13.9%, while the turnover 

Gilson (1989), examines changes in senior management at financially dis-
  Some link turnover to events that are traumatic for the firm.  
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find that the probability of replacement is higher when a value-reducing 
acquisition was completed.  They use buy-and-hold returns measured as 
the 3-year and 1-year market-adjusted buy-and-hold returns of the acquisi-
tion after the completion date and cumulative abnormal returns (CAR) for 
the same windows.55 

Unlike compensation, which ties reward to performance by a precise 
formula, sudden departures seem to be based on a downward trend.  
Hence, earnings changes are likely more important than the level of earn-
ings. For example, consider the ousting of the CEO of Charles Schwab 
Corporation.  The New York Times stated on July 21, 200456: 

The Charles Schwab Corporation ousted its chief executive yesterday 
… At the height of the bull market, Schwab was briefly worth more than 
Merrill Lynch, with a market value of $25.5 billion compared with $25.4 
billion for Merrill. Now Merrill’s worth, at more than $47 billion, is 
about four times that of Schwab, with a market value of $12 billion. 

Mr. Pottruck said Mr. Schwab informed him yesterday of the 
board’s decision and that it came as a surprise. But he said that he ac-
cepted it. 

“Our performance since 2001 has been pretty lackluster,” he said 
yesterday. 

3.3.2  CEO Departure and Earnings Management 

Managers may manage earnings to avoid separation (e.g., Fudenberg and 
Tirole, 1995; DeFond and Park, 1999; Ahmed, Lobo, and Zhou, 2006).  
That is, managers present steady performance shifting reported earnings 
from high- to low-performance years.  This strategy results in smoother se-
ries of reported earnings (see the discussion in Chap. 7).  In what follows, 
we restrict attention to earnings management associated with observable 
separation.  As described above, there are two types of predecessor CEOs: 
those who left peacefully and those who were forced to quit. 

3.3.2.1 Peaceful Separation 

Ceasing to be a CEO does not necessarily put an end to a person’s in-
volvement with the firm or with the business world.  Brickley, Coles, and 
Linck (1999), find that past CEOs often become present directors.  In  

                                                      
55 Surprisingly, the probability that “bad bidders” are replaced is not significantly re-

lated to governance parameters such as the size or structure of the boards, the 
CEO’s holding the position of chairman of the board, and the ownership structure. 

56 Atlas, Rivas. Schwab Ousts Chief and Founder Steps In. C1.  
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particular, stock price movements correlate more with a person becoming a 
director with the same firm than accounting earnings do.  Hence, managers 
who retire have incentives to manage earnings in their final years in order 
to increase the probability of being hired as directors.  Reitenga and Tearney
ney (2003), find that earnings management in the last year of office is miti-
gated by the presence of independent directors and by large stock options 
holdings by the manager, but exacerbated when the departing CEO obtains 
directorship in the firm after his retirement and when there are institutional 
shareholders.  That is, governance matters.  We discuss governance sepa-
rately in Chap. 5. 

Dechow and Sloan (1991), analyze the spending on research and devel-
opment (R&D) in the last year of a CEO’s tenure, finding evidence of 
managing earnings upward to increase the bonus. This evidence is not as 
strong in the cases of amicable turnovers and is decreasing in firm’s share 
ownership of the incumbent manager (since the value of shares is reduced 
when R&D is cut unnecessarily).57  Conyon and Florou (2004), extend the 
results to U.K. firms. They find demand by the CEO for opportunistic cuts 
in capital expenditures in the year of the CEO’s departure, but this demand 
is mitigated by a board of directors with opposing incentives due to alle-
giance to the firm, and by equity compensation. 

3.3.2.2 Forced Departure 

The process that starts with poor performance and ends with forced 
rner, Watts, and Wruck, 1988;

earnings in an attempt to slow down the leak of unfavorable information.58  

                                                      
57 Murphy and Zimmerman (1993), attempt to reconcile this finding with prior re-

search (Butler and Mewman, 1989; Gibbons and Murphy, 1992a) and their own 
finding that departing CEOs do not reduce R&D.  This is indeed a challenge in 
the research design.  They state, 

 [U]ltimate inferences often depend on whether the variable in question is con-
trolled by the outgoing or incoming CEO, and there has been inconsistent treat-
ment of the “transition year” in the literature. We discuss alternative interpreta-
tions and control for the relative influence of outgoing and incoming CEOs by 
segmenting the sample by CEOs leaving early and late in the fiscal year. 

58 The fact that there is no formula that links turnover to performance might ex-
plain the weak empirical relationship between the two.  Brickley (2003, p. 
228), states. “While the relation between CEO turnover and firm performance 
is statistically significant, its economic significance is arguably quite small. 

Powers, 2004).  Thus, there is an ample opportunity for CEOs to manage 
Mikkerson and Partch, 1997; Denis and Kruse, 2000;  McNeil, Niehaus, and 
departure usually takes 2–3 years (see Wa
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This point is made more acute because dismissal requires a stand by the 
board of directors.  Pourciau (1993), contends, 

When an executive is performing poorly, it is not easy to ask him or 
her to leave, as pointed out by Vancil (1987).  The manager is given 
some time to prove himself or herself.  Further, information must be 
gathered, feedback obtained, coalitions formed, and so on, until a ma-
jority of the directors request a resignation.  (p. 321) 

Murphy and Zimmerman (1993), estimate the extent to which manage-
rial discretion explains changes in potentially discretionary variables in a 
sample of over 1,063 departures in 599 firms in the years 1971–1989.  
They note, “The inextricable links between performance and discretionary 
behavior make it difficult to disentangle the effects of poor performance 
from the effects of managerial discretion” (p. 275). They conclude that the 
overall economic performance of the firm, rather than the outgoing CEO’s 
decision making, better explains their findings. 

Pourciau (1993), finds income-decreasing accruals in her 73 cases of 
non-routine departures in the 1985–1988 period. Examining earnings, ac-
cruals, and cash flows, as well as special items and write-offs in the year 
preceding through the year succeeding the transition year, she shows that 
departing executives record accruals and write-offs that decrease earnings 
during their last year; a result that is consistent with a reversal of previ-
ously inflated accruals.59 

To the extent that management attempts to cover up poor performance, a 
related question concerns whether earnings management then is a case of 
jumping out of the frying pan and into the fire.  That is, on the one hand, 
earnings management puts off the release of bad news about performance, 
which has the benefit of delaying forced departure.  On the other hand, 
when fraud is discovered, the consequences may be more costly than an 
earlier forced departure because now the manager faces the possibility of 
fines and incarceration. 

Beneish (1999a), and Agrawal, Jaffe, and Karpoff (1999), do not find 
that fraud increases turnover.  Desai, Hogan, and Wilkins (2006), observe 
that a restatement does.  In their sample of 146 firms that restated earnings 
in the 1997–1998 period, 59.6% of the restating firms experience turnover 
in at least one top managerial position (Chairman, CEO, or president) 

                                                                                                                          
The typical study finds that moving from the top to bottom decile of perform-
ance increases the probability of CEO turnover in publicly traded firms by 
about 4%.” 

59 Pourciau offers alternative explanations: the endogeneity of the firm’s perform-
ance (i.e., performance is not properly controlled in the research design) and an 
increase in monitoring activities when the firm has poor performance. 
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within 24 months of the restatement, compared to only 34.9% among age-, 
size,- and industry-matched firms.  Moreover, only 17 of 112 (15%) dis-
placed managers of the sample firms were able to secure a comparable po-
sition at another firm, compared to 21 of 63 (21%) displaced managers at 
the control firms.  They state, “Given that the mean age of managers in our 
sample is less than 50, these results suggest that, on average, managers of 
restatement firms suffer significant losses in reputation and very likely 
personal wealth” (p. 86).  Other studies corroborate the impact of account-
ing fraud on turnover.  Feroz, Park, and Pastena (1991) find that firms in-
vestigated by the SEC for accounting irregularities tend to fire the manag-
ers.  Jayaraman, Mulford, and Wedge (2005), who compare firms pursued 
by the SEC to a control group, find that the CEO left in a majority of the 
cases, and that an accounting fraud increases the likelihood of upper man-
agement turnover in the 5-year event window (2 years before and after the 
event year) surrounding the inclusion of their firms in the SEC Accounting 
and Auditing Enforcement Release (AAER) database.  In a recent paper, 
Karpoff, Lee, and Martin (2007b), examine the fate of 2,206 individuals 
identified (by public releases and court filings) as responsible for the 
misrepresentation in all 788 SEC and Department of Justice enforce-
ment actions for financial misrepresentation that took place between 
January 1, 1978, and September 30, 2006.  They find that the perpetra-
tors (1) lose their jobs (93.4%), (2) are barred from similar employment 
with other companies (31%), (3) lose wealth in their stockholdings 
($15.6 million on average), (4) are assessed fines by the SEC (an addi-
tional $5.7 million on average), and (5) are subject to criminal charges 
filed by the Department of Justice (28%) that may result in jail time.60  

Finally, when the research does not distinguish between amicable turn-
over and separation that is driven by poor performance, the pattern that 
seems to emerge is that earnings are lower in the year the CEO departs, 
with some evidence of managing earnings upward and higher earnings in 
the following year (see, e.g., Godfrey, Mather, and Ramsay, 2003). 

3.3.3   The Incoming CEO 

A CEO change is a big change, since it may be followed by divestiture of 
poorly performing assets (Weisbach, 1995), restructuring that affects the 
                                                      
60 Karpoff, Lee, and Martin (2007b), criticize the results of prior research (Feroz, 

Park, and Pastena, 1991; Agrawal, Jaffe, and Karpoff, 1999; Beneish 1999a; 
Desai, Hogan, and Wilkins, 2006) for limiting the search for turnover to an ar-
bitrary time interval surrounding the fraud event (type I error) and failing to 
identify the propagators (type II error). 
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level and composition of assets (Denis and Denis, 1995; Denis and 
Serrano, 1996; Nam and Ronen, 2007), the departure of other key officials 
in the management team (Hayes, Oyer, and Schaefer, 2002), and a shift in 
business strategy to foreign operations (Blonigen and Wooster, 2003).  
Thus, it comes as no surprise that the incoming CEO is pressured to show 
results, and the earlier the better.  He is also responsible for establishing 
the benchmark of his performance because he has control over the reported 
earnings in the first term (a quarter or a year, or both) of his tenure. 

Many studies find that the incoming manager takes a bath in his first 
year by recording big charges, and that the following year shows an in-
crease in earnings, so long as the departing CEO does not remain in the 
firm as a director.61, 62  Indeed, the research community shows uncommon 
unanimity on this point.  Indeed, the research community shows uncom-
mon unanimity on this point.  Turner (2001b), states, 

there are a number of areas where significant improvements can still 
be made in the quality of accounting standards  

� A rigorous, practical impairment test that results in declines in value 
being reported to investors during the periods the declines actually oc-
cur; as opposed to the current standards that yield nothing more than 
one time overnight “Big Bath” charges … when the CEO changes. 

In a recent study, Nam and Ronen (2007), question whether write-offs 
indicate pernicious earnings management or efficiency-enhancing actions 
by a manager who is an outsider and is thus less reluctant to undertake  
corrective measures.  An examination of the market response to the incom-

                                                      
61 Koch and Wall (2006), provide anecdotal evidence: 

 After being named CEO of Sunbeam Corporation in June 1996, Al Dunlap 
brought about dramatic change in the firm’s reported financial performance. 
In 1996, Sunbeam reported a loss in excess of $200 million—followed the 
next year by net income of almost $110 million.  When he accepted the CEO 
position, Dunlap negotiated a compensation package that included substantial 
stock grants, stock options, and a large salary and benefits. With the improved 
performance, Dunlap’s salary and benefits package was increased further in 
1998. In 1998 and 1999 Sunbeam reported losses and Dunlap was no longer 
CEO. … [M]uch of the variation in Sunbeam’s financials reflected a discre-
tionary use of accruals and other accounting ploys to move expenses to 1996 
and increase reported net income in 1997. (p. 1) 

62 Large discretionary write-offs as a measure of earnings management are the fo-
cus of research by Elliott and Shaw (1988), Strong and Meyer (1987); and Fran-
cis, Hanna, and Vincent (1996).  We discuss DeAngelo’s (1988b), contribution 
in Chap. 9.  The methodologies of Pourciau (1993), Murphy and Zimmerman 
(1993), and Godfrey, Mather, and Ramsay (2003), are cited above.   
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ing CEO and to the announcement of the write-off by the firm from which 
the CEO departed indicates that the market attempts to distinguish between 
the two dynamics.  Specifically, the market’s reaction is sensitive to per-
formance in pervious engagements (reputation of the manager), the exper-
tise of the incoming CEO in the industry in which the firm he just joined 
operates (which indicates his capability to take value-enhancing actions), 
and whether the write-off is part of restructuring.  

We conclude our discussion with the following comment.  Although 
there has been extensive research on turnover of CEOs, CFOs have re-
ceived scant attention. Turner (2001b), cites a report in the April 2000 edi-
tion of CFO magazine that makes the connection between announced earn-
ings and the CFO’s being asked to leave the firm: 

As noted in the April 2000 edition of CFO magazine, ten years ago, 
CFO turnover in the Fortune 500 was about 12 % per year, with retirement 
the major reason why someone left a company. In 1998, the figure was up 
to 26 %, and research cited missing an earnings estimate for a quarter as a 
frequent cause. I find it interesting when it is noted that the “CFO” missed 
on expectations. What about the CEO, the COO, and the vice presidents of 
manufacturing, sales, marketing and product developments? Wasn’t it 
really the business that all of these executives are responsible for manag-
ing that failed to achieve the necessary sales, cost levels and new product 
introductions and accordingly missed expectations? 

Similar sentiments regarding the connection between the CFO’s job  
security and the pressure to manage earnings are expressed in surveys 
gathered by Graham, Campbell, and Rajgopal (2005). 

3.4 Insider Trading 

Insider trading, like compensation, is a topic of interest in economics,  
finance, accounting, and law.63  Although parties liable for insider trading 
include corporate insiders and employees,64 “constructive insiders” such as 
                                                      
63 Insider trading is also related to disclosure.  See Bushman and Indjejikian 

(1995), Noe (1999), Niehaus and Roth (1999), Boyer, Ciccone, and Zhang 
(2004), Gregoire, 2004; Richardson, Teoh, and Wysocki (2004), and Cheng and 
Lo (2006). 

64 Employees are not included in the formal definition of corporate insiders, but by 
agency law, employees are agents of the corporate principal.  Hence, the prohi-
bition of insider trading covers employees as well. 

 In response to the Chiarella decision, the Securities and Exchange Commission 
promulgated Rule 14e-3 under Section 14(e) of the 1934 Exchange Act, making 
it illegal for persons to trade on the basis of material non-public information  
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lawyers and accountants who acquire firm-specific information during 
their contact with the firms, and “tippees” (such as family members of the 
above), we restrict our attention to the link between earnings management 
and insider trading by managers. 

We begin by outlining the legal aspects of insider trading: 

� Section 16(a) of the 1934 Securities and Exchange Act defines 
“corporate insider” to include not only the CEO and CFO but 
other officers, directors, and beneficial owners—i.e., owners 
that either directly or indirectly own more than 10% of any class 
of the firm’s equity. 

� All corporate insiders must file their transactions with the SEC 
to be entered into a public registry. Section 403 of the Sarbanes-
Oxley Act of July 2002, requires those insiders to report a 
change in ownership within two days, effective August 29, 
2002.  Before August 2002, insiders had a window of nearly 40 
days to make the report, because the report had to be filed no 
later than the 10th of the month following the transaction. 

� Section 16(b) of the 1934 Securities and Exchange Act prohibits 
short-swing abnormal profits within six months (by common 
law, six months less an evening) between a buy and a sell trans-
action (known as a “round trip transaction”). This prohibition 
also covers short sales. 

� The case law of SEC vs. Texas Gulf Sulphur Co. (1968-1969)65 
established the illegality of a trade that is based on material 

                                                                                                                          
regarding tender offers if they know that the information emanated from an in-
sider. In Chiarella, a printer gleaned non-public information regarding tender 
offers and a merger from documents he was hired to print and bought stock in 
the target of the companies that hired him.  The Supreme Court held that trading 
on material non-public information in itself was not enough to trigger liability 
under the anti-fraud provisions, and because the printer owed target sharehold-
ers no duty, he did not defraud them. 

65 Texas Gulf Sulphur Co. was a mining company whose key insiders purchased 
shares in the company at the time that they alone knew of a the presence of rich 
deposits of zinc and copper on a new tract of land in Ontario.  The main reason 
for remaining quiet was that the company had to acquire the rights to drill, and 
if the truth about the richness of the deposits became known, the price of these 
rights might be higher.  Insiders took advantage of the secrecy and purchased 
shares and got grants from ignorant directors in the months preceding the public 
announcement of the finds in April 1964; an announcement that led to a sharp 
price increase in the stock price.  The case law dealt with insider trading in the 
4-month period before the public announcement.  There is evidence that the 
practice started much earlier (Bainbridge, 2001).   
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nonpublic information, where the criterion for materiality is the 
effect on the share price.66  Since then possession of such infor-
mation presents two mutually exclusive choices: disclose before 
trading or refrain from trading. 

� Rules 10b5-1 and 10b5-2 further elaborate.  Rule 10b5-1 deals 
with the intent to defraud (“scienter”), which is essential for 
proving a violation of Rule 10b-5.  Specifically, a violation of 
insider trading rules occurs if a trader is “aware” of the material 
nonpublic information when making the purchase or sale. The 
rule offers some affirmative defenses, such as the trader’s com-
mitting to a trading plan before learning of the information.  
Rule 10b5-2 deals with trades by people who were tipped. This 
rule covers a lacuna regarding trade by a person who receives 
confidential information but who has no fiduciary duty to the 
firm that has a proprietary claim to this information. 

� Some companies have bylaws that set out when trading is per-
missible and when it is not (known as “blackout periods”).67 In 
every large company, trade in the company’s shares must be 
approved by a designated officer. A typical trading window is 
about three days following an earnings announcement, and it 
ends no longer than twelve days after the earnings announce-
ment (Bettis, Coles, and Lemmon, 2000).  Trading restrictions 
are also adopted by smaller firms that attempt thus to attract in-
vestors’ interest (Jagolinzer and Roulstone, 2004). 

                                                      
66 The ruling was based on Rule 10b-5, which provides, in relevant part: 

It shall be unlawful for any person, directly or indirectly 
(a) to employ any device, scheme, or artifice to defraud, 
(b) to make any untrue statement of a material fact or omit to state a material 

fact necessary in order to make the statements made, in light of the cir-
cumstances under which they were made, not misleading, or 

(c) to engage in any act, practice, or course of business which operates or 
would operate as a fraud or deceit upon any person, in connection with 
the purchase or sale of a security. 

Although Rule 10b-5 does not expressly speak to insider trading, the courts have 
relied on this rule in cases involving insider trading. 

67 Roulstone (2003), finds that blackout periods are costly to companies, measur-
ing the cost as the increment in the cost of the manager’s incentives and estab-
lishing the level of incentives by bonuses and stock and option grants.  He con-
cludes that the trading restrictions induce managers to favor higher stock prices 
and higher volatility. Bettis, Coles and Lemmon (2000), however, find that trad-
ing restrictions have a favorable effect on market liquidity.   
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The empirical research offers the following insights: 
1. Insider trading is based on private information. 

Insider trading is based on private information (Jaffe, 1974; Jenter 
2005; Huddart, Ke, and Shi, 2007), which is even superior to that of 
analysts who base their recommendation on research of the firm and its 
industry (see, e.g., Hsieh, Ng, and Wang, 200568).  Managers exploit 
trading opportunity that arise from the stock price being mispriced 
(see, e.g., Lakonishok and Lee, 2001; Jenter, Lewellen, and Warner, 
2006, and citations therein).  Managers anticipate price movements: 
they buy in advance of stock price increases and sell in advance of 
stock price decreases (Seyhun, 2000; Lakonishok and Lee, 2001; 
Jenter, 2005; Piotroski and Roulstone, 2005).  They sell glamour 
stocks—popular stock characterized by recent high earnings growth 
rate and a price that rises faster than the market average, which are thus 
likely to be overpriced—and purchase value stock—stocks that re-
cently traded at a lower price relative to their fundamentals (i.e., divi-
dends, earnings, sales),69 which are thus likely to be underpriced (Sey-
hun, 2000; Sawicki, 2005).  There is a link between managers’ trades 
and present and future earnings (Piotroski and Roulstone, 2005).  They 
sell shares with contemporaneous good news and future bad news 
(Brochet, 2007), and they purchase shares with contemporaneous bad 
news and future good news.  Ke, Huddart, and Petroni (2003), examine 
earnings management as a function of the string of quarterly earnings, 
where a string is a sequence of consecutive quarters in which quarterly 
earnings are increasing (measured relative to the same quarter of the 
previous year). Denoting by “break” the quarter in which a string ends 
(when, for the first time, earnings in the current quarter are less than 
earnings for the same quarter of the previous year), they examine in-
sider trading before a break, given that previous research by Barth, 
Elliott, and Finn (1999), and DeAngelo, DeAngelo, and Skinner 
(1996), shows that breaks are associated with economically and statis-
tically significant stock price drops. They find an increase in the fre-
quency of net insider sales in the ninth through third quarters before 
the break. This selling pattern is stronger for firm quarters that are 

                                                      
68 Hsieh, Ng, and Wang (2005), study the pattern of corporate insiders’ trading 

vis-à-vis analysts’ recommendations and find that insiders trade in the opposite 
direction, but consistently with future stock returns.  That is, insiders buy more 
of their own firms’ stock after unfavorable recommendations, and the future re-
turns are consistent with the insiders’ trading strategies. 

69 Value stocks are characterized by a high dividend yield, low price-to-book ratio, 
or a low price-to-earnings ratio. 
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drawn from growth firms, are part of longer strings, and precede a 
longer break.  

In a recent study, Brochet (2007), provides evidence that informa-
tiveness of insiders’ transactions has increased, with the SOX mandat-
ing prompt disclosure of insider trades. 

2. Insider trading is a valuable signal on the quality of earnings. 
A few studies make a link between insider trading and quality of 

earnings.  Beneish and Vargus (2002), show that the combination of 
high levels of insider sales and high levels of positive discretionary ac-
cruals are indicative of “low-quality” earnings, where quality is meas-
ured in their persistence (we discuss persistence of earnings further in 
Chap. 9).  Hochberg, Newman, and Rierson (2003), conjecture that the 
fact that accruals are expected to reverse (which introduces a negative 
serial autocorrelation in accruals and in discretionary accruals) implies 
that the longer the series of positive discretionary accruals, the less in-
formative the firm’s reported earnings.  To test this hypothesis, they 
describe a firm as “aggressive” in a particular quarter if that firm’s dis-
cretionary accruals are ranked in that quarter in the top quintile for all 
firms.  Firms are classified by the number of consecutive quarters in 
which they are aggressive. Firms that remain aggressive for only one 
quarter are classified as Group I, while firms that are aggressive for 
consecutive periods are classified as Group II. To support the hypothe-
sis that the earnings reported by Group II firms convey less informa-
tion about the true state of the firm than those reported by Group I, Ho-
chberg, Newman, and Rierson examine the pattern of insider trading. 
They find that the rate of portfolio sales differs dramatically for insid-
ers in each group.  In particular, during the aggressive period, insiders 
in Group I decrease their sales of shares relative to the most recent 
normal accounting period (selling $3.0 million of shares in the aggres-
sive period relative to $3.6 million in the previous period, a reduction 
of 13%). In contrast, Group II insiders increase their net dollar sales by 
as much as 47% during their aggressive periods. 

3. Insider trading before takeovers and earnings announcements seems to 
be controlled. 

In 1984 and 1988, Congress passed acts that increased the penalties 
on insider trading. The Insider Trading Sanctions Act of 1984 (Public 
Law 98-376 [H.R.559], August 10, 1984) created a treble civil mone-
tary penalty on gains from insider trading, and such penalties do not 
preclude other actions within the power of the SEC and the Department 
of Justice.  Bainbridge (2001, p. 56), notes,  “Because the SEC thus 
may seek both disgorgement and treble damages, an insider trader 
faces potential civil liability up to four times the profits gained.”  The 
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Insider Trading and Securities Enforcement Act of 1988 (Public Law 
100-704 [H.R.5133] November 19, 1988) increased penalties even fur-
ther.  For example 5-year incarceration provided by the 1984 Act was 
replaced by 10-year incarceration in the 1988 Act.  To the extent that 
crime is an economic decision that weighs benefits against cost, it is 
not surprising, then, that the combined efforts of the SEC and Congress 
appear to have eliminated insider trading before earnings announce-
ments and before mergers.70 Seyhun (1992), observes that the courts 
played a role in eliminating the phenomenon as well: 

[C]ase law in the 1980s had an important effect on insider trading.  
Case law in effect defined illegal trading as trading immediately prior 
to takeovers and earnings announcements and other important corpo-
rate announcements.  Evidence shows that insiders were less likely to 
trade immediately before earnings announcements and corporate take-
overs in the 1980s.  (p. 151) 

4. In general, net selling is more common than net buying and less infor-
mative. 

Greater selling is explained by incentive programs that reward man-
agement with shares and options (see, e.g., Hochberg, Newman, and 
Rierson, 2003, p. 17, and citations therein).  Lower informativeness 
is attributable to SEC Rule 10b5-1 because managers defend their trad-
ing by committing to a trading plan. 

                                                      
70 In response to the Chiarella v. United States decision (445 U.S. 222 (1980)), the 

Securities and Exchange Commission promulgated Rule 14e-3 under Section 
14(e) of the 1934 Exchange Act, making it illegal for persons to trade on the ba-
sis of material non-public information regarding tender offers if they know that 
the information emanated from an insider.  (In Chiarella, a printer gleaned non-
public information regarding tender offers and a merger from documents he was 
hired to print and bought stock in the target of the companies that hired him. 
The Supreme Court held that trading on material non-public information in itself 
was not enough to trigger liability under the antifraud provisions, and because 
the printer owed target shareholders no duty, he did not defraud them. 

 Other case laws that affect the legal status of insider trading are the following: 
 In Dirks v. SEC, 463 U.S. 646 (1983), the Supreme Court decided that the in-

sider breaches his fiduciary duty if he acts not in the corporate interest. As to the 
recipient of the information he has an obligation to refrain from trading only if 
he knows the guilty circumstances under which the information was passed 
along to him. 

 In United States v. O’Hagan, 521 U.S. 642 (1997), the Supreme Court made 
clear that the breach of duty by which the information is obtained and its illegal 
use could involve a duty of trust and confidence other than between a corporate 
insider and the shareholders of the corporation whose securities are traded. 
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5. The analytical insight. 
The theoretical analysis is divided between market-based research 

and agency-related research.  In the former, insider trading is commit-
ted by anonymous traders.  This line of research focuses on the charac-
terization of the price in a noisy rational expectations equilibrium (see, 
e.g., Ausubel, 1990; Laffont and Maskin, 1990; Bhattacharya and 
Spiegel, 1991; Leland, 1992; Baiman and Verrecchia, 1995; Jain and 
Mirman, 1999).  That is, in expectation, the market price is correct be-
cause it is equal to the firm’s economic fundamental.  Yet it may devi-
ate from the fundamental; a market maker cannot distinguish between 
the trades of noise traders and those of informed traders, so noise trad-
ers can affect the market price.  These studies find that insider trading 
increases the informativeness of the price, but it is costly because the 
market maker has to set a bid-ask spread that covers expected losses 
from transacting with insiders with superior information.  The exis-
tence of anonymous insiders drives away liquidity traders, who are 
aware that they are at a disadvantage. 

The agency-oriented literature is concerned with the effect of the 
manager’s insider trading on the conflicting interests of the owners of 
the firm (the principal) and the manager (the agent).  Following Manne 
(1966), Easterbrook (1985), argues that insider trading by managers is 
beneficial because it lessens the conflict of interest between owners and 
managers.  Dye (1984a), proves that insider trading by the manager is 
beneficial because it is informative about the manager’s unobserved ef-
fort, so it can lower the cost of the manager’s contract.  Bebchuk and 
Fershtman (1991, 1993, 1994), show that the value of insider trading de-
pends on the trade-off between the manager’s riskaversion and his 
speculative gains in trading.  Elitzur and Yaari (1995) and Elitzur 
(2007), find that insider trading by the manager affects the timing of the 
manipulation of the reported earnings over the manager’s tenure.  Bai-
man and Verrecchia (1995), analyze the case in which the market price 
contains non-contractible perfect information about the manager’s unob-
servable effort.  Hence, the optimal incentives contract is based on the 
stock price alone.  They find that although the manager’s insider trading 
affects the formula of the contract, it has no qualitative effect on the 
market price.  Noe (1997), observes that prohibiting insider trading by 
managers could be superior to mechanisms that restrict their activity 
since control of the manager’s activity weakens the owners’ incentives 
to induce the manager to exert effort.  Bolton, Scheinkman, and Xiong 
(2006), extend Holmström and Tirole (1993), to show that owners con-
vey their expected preferences to the manager by incorporating insider 
trading into the design of the optimal contract. 
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3.4.1  Insider Trading and Earnings Management 

The fact that insider trading is based on private information suggests that 
insider trading motivates pernicious earnings management.  The clearest 
evidence of this is provided in studies on the link between such trading and 
impending fraud or bankruptcy (Seyhun and Bradley, 1997; Summers and 
Sweeney, 1998; Beneish, 1999a; Agrawal and Cooper, 2007).  Beneish 
finds that managers of firms with overstatements that violate GAAP are 
more likely to sell their holdings during the period when earnings are  
overstated than managers in a control group.  Earnings management is then 
pernicious, in the sense that “managers’ stock transactions during the pe-
riod of earnings overstatement occur at inflated prices that reflect the effect 
of the earnings overstatement” (Beneish, 1999a, p. 426). 

Yet such findings need not imply that insider trading is always perni-
cious.  Boyer, Ciccone, and Zhang (2004), examine whether discretionary 
accruals are consistent with pernicious earnings management, beneficial 
signaling earnings management, or smoothing.  They rank stocks each year 
into deciles based on discretionary accruals (where the lowest [highest] 
decile represents firms with the greatest income-decreasing [increasing] 
discretionary accruals).  They then examine the direction of insider trading 
across the deciles.  Their evidence is consistent with the opportunism hy-
pothesis, which predicts that insiders are more likely to sell (buy) stocks if 
they manipulate earnings upward (downward), in contrast with the pre-
dicted pattern under signaling.71 

McVay, Nagar, and Tang (2006), find that managers who attempt to 
beat analysts forecast (see Chap. 5 for a discussion of the phenomenon of 
meeting/beating analysts’ expectations) through earnings management sell 
their shares.  Since  the market rewards firms that meet or beat analysts’ 
forecasts, such earnings management leads to an inflated price.  Insiders’ 
sale then are consistent with the inability of the market to see through the 
earnings management.  

The connection between earnings management and insider trading raises 
the following question:  Do insiders manage earnings to make speculative 
gains, or does earnings management induce insider trading? 
                                                      
71 Downward earnings management could be a sign of deteriorating future per-

formance; the notion here is that current period earnings are being saved for fu-
ture periods when performance is expected to decline relative to the current pe-
riod’s unmanaged earnings. Setting aside reserves as a way to maintain future 
performance is also recognized in Beneish, 2001. On the flip side, upward earn-
ings management could be a signal of expected improvement in performance.  
Accordingly, the signaling hypothesis predicts managers will buy more (less) if 
earnings are managed upward (downward). 
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Analytical papers by Elitzur and Yaari (1995), and Bebchuk and Bar-
Gill (2003), prove that in equilibrium insider trading motivates managers 
to manipulate earnings because the opportunity to make profitable trades 
increases the benefit of managing earnings without affecting its cost.  
Thus, cost–benefit considerations tilt in favor of earnings management be-
fore trading.72  The empirical research offers mixed results.  Beneish 
(1999a), for example, studies 64 cases of fraudulent financial reporting 
over the period 1982–1993 and shows that managers sell after overstating 
earnings.  In contrast, Beneish and Vargus (2002), provide evidence that 
managers sell before managing earnings upward.  Similarly, Beneish, 
Press, and Vargus (2005), find that managing earnings follows insider 
trading, as a defense against potential class action suits alleging that insid-
ers sold their shares for inflated prices at the expense of other investors.  
They find that insider selling in advance of periods of poor corporate per-
formance generates incentives for income-increasing earnings manage-
ment.73  Moreover, they find no evidence of earnings management before 
managers engage in abnormal selling, suggesting that selling stock at in-
flated prices after artificially increasing earnings (a “pump and dump 
scheme”) is unlikely to describe the insider trading-earnings management 
association.  A difficulty in finding the answer is that both are decisions of 
management, so some endogeneity cannot be avoided in standard analysis.  
Park and Park (2004), consider insider trading after announcements in a 
two-stage least squares analysis.  They find support for the notion that in-
creasing discretionary accruals are followed by the selling of shares as part 
of managers’ portfolio decisions.  Sawicki (2005), examines earnings man-
agement both before and after insider trading.  Similar to Beneish and 
Vargus (2002), she shows that the firm inflates earnings in the year follow-
ing the one in which insiders purchase shares.  Similar to Park and Park 
(2004), she also finds weak evidence that the firm deflates earnings in the 
year before insiders sell shares. 

                                                      
72 The only paper that predicts that the effect of earnings management on price and 

on the wealth transfer from insiders to uninformed investors who trade with 
them is mitigated by insider trading is that of Ronen, Tzur, and Yaari, (2007). This 

trading by management reveals information that is incorporated into the price 
and thus reduces the speculative gains of non-management insiders. 

73 They analyze 462 firms that experienced technical defaults on their debt in the 
period 1983–1997.  After testing for discretionary accruals, they support their 
findings by showing that default firms with abnormal insider selling are more 
aggressive in their accounting choices: They also tend to report lower deprecia-
tion and lower bad-debt expenses than their performance-matched controls. 

study dwells on corporate insiders other than management. They show that insider 
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For additional evidence, consult Bartov and Mohanram (2004), Kedia

3.5 Management Buyouts 

A management buyout is “a leveraged buyout in which managers of the 
firm to be taken private are also equity investors” (Depamphilis, 2003, p. 
5).  The arithmetic is simple: the managers who purchase the firm would 
like to pay as low a price as possible, while shareholders who sell them 
their shares would like to get as high a price as possible.  The two parties 
have bargaining room because the firm’s performance tends to improve 
significantly after a management buyout.  Kaplan (1989, 1991), for exam-
ple, finds that operating income in his 76 management buyout firms in the 
1980–1986 period increased by more than 20% by the third post-buyout 
year, and that cash flows increased by 80%. (See also Muscarella and Vet-
suypens, 1990, and Smith, 1990, as well as Holthausen and Larcker, 1996, 
on reverse leveraged buyouts.)74 

Improved performance after a buyout has a few possible explanations.  
Murphy (1993), attributes the increase in value to improved incentives 
since “the same managers are managing the same assets and employees be-
fore and after the restructuring, …” (p. 2542).  Depamphilis (2003), attrib-
utes the improvement to better governance and to changes in the econom-
ics of business.  He states, 

The best candidates for management buyouts are often underper-
forming divisions of larger companies in which the division is not 
longer considered critical to the parent’s firm’s overarching strategy.  
Frequently, such divisions are saddled with excessive administrative 

                                                      
74 These statistics are quite impressive when one bears in mind that the wave of 

leveraged buyouts in the 1980s dwindled in the 1990s, principally because of 
the failure rate of highly leveraged buyouts (Depamphilis, 2003, pp. 560–561), 
and that the largest and most successful private firms are less profitable than 
similar public firms by about 50%, as measured by operating profit scaled by 
sales and net profit to sales (Coles, Lemmon, and Naveen, 2003).  Hence, the 
price of the firm should be somewhere between the value of the firm if its his-
torical performance persists (the minimum to current stockholders) and the 
value of the firm when managers take over and improve performance (the 
maximum payment by management).  Indeed, DeAngelo, DeAngelo, and Rice 
(1984), in their study of 72 management buyouts in the 1973–1983 period find 
that the premium paid upon purchase amounts to 56%, and when there are more 
than two bids, the premium increases to 76% (see also Muscarella and Vet-
suypens, 1990, and citations therein). 

and Philippon (2005); and others cited in, Sect. 8.2. 



3.5 Management Buyouts      111 

overhead, often required by the parent, and expenses are allocated to 
the division by the parent for services such as legal, auditing, and 
treasury functions that could be purchased less expensively from 
sources outside the parent firm.  These often represent excellent cost-
reduction opportunities once the division becomes independent of the 
parent.  Moreover, lack of attention by the parent often results in 
missed opportunities for the division because the parent is unlikely to 
fully fund investment opportunities for the division because the parent 
is unlikely to fully fund investment opportunities that it does not con-
sider critical to its overall business strategy.  (p. 573) 

Unsurprisingly, we maintain that it may well be the case that before the 
buyout, managers manage earnings downward in order to reduce the purchase 
price.  The buyout process is lengthy, especially because it involves debt fi-
nancing, so managers have a long window in which to manage earnings. 

The empirical literature either confirms this hypothesis or at least does 
not reject it.  Perry and Williams (1994), find downward earnings man-
agement in the year before a management buyout in their sample of 175 
buyouts in 1981–1988.  Wu (1997), estimates that on average, earnings 
management reduces the cost of an average deal by approximately $50 
million. Marquardt and Wiedman (2004a), study 100 buyouts in the 1995–
1999 period.  Their two-stage method first detects earnings management 
by total discretionary accruals and then identifies the individual accruals 
that managers might use in reaching their earnings goals: accounts receiv-
able, inventory, accounts payable, accrued liabilities, depreciation expense, 
and special items.  They argue that decreasing revenues (captured by un-
expected accounting receivables, UAR) provide a stronger signal on the 
deteriorating value of the firm.  They find that the UAR for the MBO firms 
are marginally significantly more negative than for the matched control 
firms (Mean (median) is –1.299% (–0.440) versus 0.376% (–0.226%) for 
the control sample). Notably, only 38% of the UARs for the management 
buyouts are positive, compared with 45% for the control sample. 

There may, however, be countervailing factors affecting the scope and 
direction of earnings management.  First, because the buyout is leveraged, 
and the debt financing includes secured debt that uses receivables and in-
ventory as collateral, there are incentives to manage these items upward.  
Second, distant shareholders require opinions of investment bankers (when 
the buyout involves a subsidiary, the parent company is expected to know 
a great deal about its unobservable value).  Another factor is the competi-
tion of bids by parties other than management.  DeAngelo (1986, p. 402), 
argues, “[I]n some cases, competition from other potential purchasers 
helps ensure outside stockholders a fair price....  Such competition, how-
ever, is of limited effectiveness when managers hold pre-offer majority 
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control (as they do in over one-third of sample firms), since these manag-
ers can effectively block another bid.” 

In Chap. 4, we turn to earnings management incidences that are associ-
ated with users of financial reports. 



4  Users 

In Chap. 3, we focused on management’s incentives to manage earnings.  As 
an insider, management represents the supplier of earnings information.  In 
this chapter, we focus on plain-vanilla users: those stakeholders who de-
mand the earnings information so that they can evaluate the firm to conduct 
their business.  In Chap. 5, we focus on a special group of users, monitors, or 
gatekeepers, who provide valuable signals to other users regarding the credi-
bility and the informational value of the reported earnings. 

In this chapter, we discuss the following categories of users: 
 
� Retail shareholders, who have no power over a firm’s operating de-

cisions.  They need information on earnings to evaluate investment 
in the firm’s shares. 

� Bondholders and other creditors.  They need information on earn-
ings and cash flows to assess the risk of lending money to the firm 
and to monitor the firm after the debt has been issued.1 

� Regulators.  Regulators wear two hats: regular stakeholders, studied 
in this chapter, and monitors, which are studied in Chap. 5. The for-
mer need information on earnings in regulated industries, such as the 
banking and the insurance industries, and for assessing tax liabilities. 

� Employees.  They need information on earnings to assess the firm's 
viability and to determine the firm’s ability to grant wage increases.2 

                                                      
1 One classification would lump bondholders and shareholders together into one 

category: investors.  Since most studies of earnings management distinguish be-
tween equity and debt transactions, we separate these groups for the purpose of 
our discussion.  Exceptions to the separation of financing through equity and debt 
can be found in the following: Dechow, Sloan, and Sweeney (1996), Richardson, 
Tuna, and Wu (2002), and Erickson, Hanlon, and Maydew (2004b). These studies 
find that demand for external financing motivates earnings management. 

2 In France, for example, to preserve employees’ right, firms beyond a certain size 
are required to issue 1-year-ahead pro forma earnings to ensure that the firms do 
not go bankrupt and fire employees.  At the time this chapter is written, Delphi, 
a large supplier of GM, has announced a major wage cut in order to survive. 
Losses are a warning sign for incumbent employees. 

Figures 1a and 1b, reprinted, with permission, from Elsevier.  Earnings manage-
ment and accounting income,   Journal of Accounting and Economics, Volume 43,

“
”

Number 2/3, 2007, pp. 369–390.
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� Competitors, suppliers, and customers.  Competitors need informa-
tion on earnings in order to make numerous business decisions.  
Suppliers and customers need information on earnings to ascertain 
the solvency of the firm. 

 

In each section below, we first present the user.  We explain why earn-
ings are important to the transactions between this stakeholder and the firm 
and then discuss the earnings management events that are associated with 
this particular stakeholder. 

4.1 Shareholders 

To finance growth, firms raise capital either internally or externally by is-
suing stock or incurring debt.  The U.S. stock markets are notable for their 
high level of development (Levitt, 1998; Dechow and Schrand, 2004; 
Yaari, 2005).  Hence, the pressure of the stock markets on firms to com-
municate information through earnings plays a crucial role in the earnings 
management phenomenon. 

In what follows, we restrict attention to a selected group of sharehold-
ers: retail, transient institutional investors (e.g., banks, insurance funds, 
and open-end mutual funds), potential shareholders, and market makers 
and dealers.  Chapter 5 discusses shareholders that intervene in corporate 
governance and thus play a monitoring role, such as blockholders and non-
transient institutional investors. 

The role of shareholders in earnings management is derived from the 
fact that the shareholders’ demand for information creates a link between 
earnings and the stock price.  The share price is important to firms for 
three major reasons.  First, it affects the cost of capital.  Firms that cannot 
satisfy their capital needs internally, through retained earnings, do it exter-
nally through debt and equity (Myers and Majluf, 1984).  The higher the 
price per share, the lower the cost of capital, since fewer shares need to be 
issued to raise a given level of capital.  Second, shares serve as cash.  They 
form the substance of incentives to employees, especially for young firms 
facing liquidity problems (e.g., Core and Guay, 2001).  Shares are also ex-
changed in stock-for-stock mergers and acquisitions.  Third, shares are 
also used as collateral.  In Enron, for example, its Special Purpose Entities 
(SPE) raised capital by using Enron stock as collateral under the provision 
that if the price fell below a given level, Enron would deliver cash.  Enron 
collapsed because it did not have sufficient cash to cover its debt when its 
shares fell after the market learned how risky Enron really was.  In many 
cases, firms that cannot meet debt obligations renegotiate their debt con-
tracts and persuade lenders to convert debt claims into shares. 



4.1.1  The Price-Setting Process 

To understand how earnings affect the stock price, we provide the high 
lights of the price-setting process, modeled after that of the National Asso-
ciation of Securities Dealers Automated Quotations (NASDAQ).  A key 
feature of the process is that the stock price is set in a noisy rational expec-
tations equilibrium (Christensen and Feltham, 2002).  The stock prices are 
rational, in that, in expectation, they equal the expected net present value 
of future dividends.  We will refer to the net present value of future divi-
dends as the fundamental, or the economic value, interchangeably.  At any 
given moment, however, the price might be different from the fundamental 
value.  One plausible reason is that firms manage earnings and the market 
does not see through the managed earnings (Baber, Chen, and Kang, 
2006). 

Stock prices are established by market makers (dealers).  The market 
maker possesses stocks and cash.  He sets two prices: a “bid” for buyers 
and an “ask” price for sellers.  The maintained assumption in the micro-
structure literature is that the market maker’s goal is to set a price that re-
flects the firm’s expected economic value. 

The economic value of the firm is unknown.  Some investors spend re-
sources to acquire private information on the firm’s value and thus become 
“informed investors.”  Since the market maker cannot distinguish between 
the trades of informed and uninformed traders, he attempts to deduce the 
information possessed by informed traders from the observable total de-
mand.  For example, when demand is high, the market maker weighs in-
terpreting it as a signal that informed traders believe that the price under-
states the economic value of the firm against the possibility that the high 
demand reflects a high volume of uninformed trades.  The distinction be-
tween the two explanations is important for the price.  If the value of the 
firm upon good news (known to informed traders alone) is $10 a share 
when the current price is $5, then the revised price is going to increase to 
some point between $5 and $10, depending on the beliefs of the market 
maker regarding the reason for the high demand.  For example, if the ra-
tional market maker attaches a probability of 80% that the high demand is 
triggered by informed traders reacting to  good news, the revised price is 
80%*$10+20%*$5=$9.  In general, the market price tends to fall (rise) 
when the total volume of asks (bids) is high.3 

                                                      
3 Since the study of Glosten and Milgrom (1985), one of the measures for informa-

tion asymmetry in the capital market is the gap between the “bid” and the “ask” 
quotes.  This gap insures the market maker against losses from transacting with 
unidentifiable traders with superior information. 

4.1 Shareholders      115 
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4.1.2  The Impact of Earnings on the Share Price 

Earnings provide information to investors.  Some information is already 
known before the firm publicizes its results.  In this case, the announce-
ment confirms the market’s (and market maker’s) beliefs.  Some informa-
tion is a surprise.  Once investors revise their beliefs about the firm’s 
value, they adjust their investment decisions, which, in turn, affect the 
market price.  The street wisdom is that “better earnings equal a higher 
stock price” (Anderson and Thomas, Picking up the pieces, The Fall of 
Refco is Providing a Test for Wall Street, New York Times, October 15, 
2005). 

The accounting research supports the street wisdom by providing exten-
sive empirical evidence of the positive link between earnings and the mar-
ket price and between the market price and future earnings  (see, e.g., La-
tane and Jones, 1979; Belkaoui, 1983; Rayburn, 1986; Asquith, Healy, and 
Palepu, 1989; Easton and Harris, 1991; Swaminathan and Weintrop, 1991; 
Ball and Bartov, 1996; La Porta, Lakonishok, Shleifer, and Vishny, 1997; 
Lamont, 1998; Shroff, 1999; Billings and Morton, 2001; Affleck-Graves, 
Callahan, and Chipalkatti, 2002; Choi, Lee, and Press, 2002; Gelb and 
Zarowin, 2002; Kinney, Burgstahler, and Martin, 2002; Chambers, 
Jennings, and Thompson, 2003; Monahan, 2005; Callen, Livnat, and 
Segal, 2006; Butler, Kraft, and Weiss, 2007; see also the surveys of Lev, 
1989; Barth, Beaver, and Landsman, 2001; Holthausen and Watts, 2001;
Kothari, 2001; Stolowy and Breton, 2000). 

4.1.3  The Effect of Earnings Management on Shareholders’ 
Information 

The importance of earnings to the market price prompts two questions: 
 
1. What is the market response to earnings management? 
2. Which cases of earnings management are mainly induced by the 

importance of earnings to the stock price? 

4.1.3.1 The Reaction of the Market Response to Earnings 
Management 

The reaction of the market price to earnings management depends on the 
following joint events: the type of earnings management (beneficial, perni-
cious, or neutral, as defined in Chap. 2); the economic, unmanaged earn-
ings; and the market’s ability to see through the manipulation.  Table 4.1 
summarizes the possible cases. 



Table 4.1 The response of the market price to earnings Management 

 Earnings management 
 Beneficial 

(the market learns 
the long-term 
truth) 

Neutral 
(the market 
knows the short-
term truth) 

Pernicious 
(the report mis 
leads the market)  

The market 
sees through 
the manipu- 
lation 

- The market rec-
ognizes the in-
formational con-
tent of the 
managed report 

- The price 
changes accord-
ingly 

- The market 
filters the 
truth from the 
report 

- The price 
changes ac-
cordingly 

Can earnings man-
agement be perni-
cious? 

The market 
does not see 
through the 
manipulation 

- Not an equilib-
rium. 

Can earnings 
management be 
neutral? 

- The market 
discounts the 
managed report 

- The price 
change is 
stronger than 
when the mar-
ket recognizes 
the truth 

 
To clarify this table, we offer the following examples.  Let the short-

term true economic earnings be 100; the long-run true economic earnings 
can be either 120 or 60, with probabilities of 60 and 40%, respectively.  
The firm alone knows the long-run true economic earnings. 

Beneficial earnings management.  When Nature chooses the long-run 
true economic earnings to be 120 (60), the firm signals its private informa-
tion by reporting more (less) than 100.  If the market understands the im-
plications of the signal, the price increases to 220 with good news and to 
160 with bad news. 

Beneficial earnings management is inconsistent with the market not un-
derstanding the implication of the signal. 

Neutral earnings management.  Suppose that accounting conservatism 
requires firms with earnings of 100 to report 80, and the firm succeeds in 
managing earnings to 95.  If the market understands the report, the value of 
a firm that reports 95 is the value of a firm that reports the truth, 100 + 0.6 
120 + 0.4 � 60 = 196.  If the market does not understand the signal, earn-
ings management cannot be neutral.  By definition, neutral earnings man-
agement yields the same equilibrium payoffs as a truth-telling report 
(Stein, 1989; Elitzur, 1995; Ronen, Tzur, and Yaari, 2006).   
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Pernicious earnings management.  It is well known that there is 20% 
chance that firms with bad news (60) will mimic firms with good news 
(120).  Firms with good news prefer truthful disclosure. 

By definition, pernicious earnings management conceals the truth.  If 
the market does not see through the earnings management attempt, it dis-
counts the report.  The value of a firm that reports good news is 0.88 � 220 +
0.12 � 160 = 212.80 < 220.4  The value of firms that report the true bad 
news is 160.  Good-news firms are punished because the price, 212.80, is 
lower than the one assigned when the long-term value is 220.  Yet bad-
news firms are “rewarded,” as the market puts some weight on the chance 
that the report is truthful and so their valuation is higher than it ought to 
be, 212.80 > 160. 

How can we know the type of earnings management and what the mar-
ket knows about earnings management?  One approach is to link earnings 
management directly to the market’s reaction, where earnings management 
is measured by discretionary accruals5 (Subramanyam, 1996; Guay, 
Kothari, and Watts, 1996) and smoothing (Hand, 1989; Chaney, Jeter, and 
Lewis, 1998; Zarowin, 2002).  Another research strategy is based on tests 
of the earnings response coefficient (ERC).  These tests run a linear OLS6 
regression of returns (a dependent variable) on earnings surprise (an inde-
pendent variable), as follows7: 

                                                      
4 By Bayes’ rule, the proportion of genuine good-news firms is (0.6 � 1/(0.6 � 1 + 

0.4 � 20%) = 0.88.  The proportion of bad-news firms pretending to have good 
news is 0.4 � 20%/(0.6 � 1 + 0.4 � 20%) = 0.12. 

5 See Part 4. 
6 The econometric assumptions behind this model have been challenged.  The ma-

jor concern seems to be the linearity of the returns/earnings surprise connection 
(Cheng, Hopewood, and McKewon, 1992; Freeman and Tse, 1992; Ali, 1994).  
In addition, note that one extension is to add the additional regressor of unex-
pected cash flows and unexpected accruals (see, e.g., Ali, 1994; Pfeiffer, Elgers, 
Lo, and Rees, 1998).  For a recent critical review of the ERC literature, consult 
Kothari (2001). 

7 The research on accounting conservatism—early recognition of losses and deferral 
of the recognition of gains to when they materialize (Watts, 2003a, b)—also 

Givoly and Hayn, 2000, 2002; Penman and Zhang, 2002; Beaver and Ryan, 2005, 
2005; Jain and Rezaee, 2004; Pae, Thornton, and Welker, 2005; Balachandran and
Mohanram, 2006; Bushman and Piotroski, 2006; Givoly, Hayn, and Natarajan, 

ndependent variable. 
oblematic serial correlations 

Kothari, and Robin, 2000; Gigler and Hemmer, 2001; Basu, Hwang, and Jan, 2002; 
examines the association between earnings and returns (see Basu, 1997; Ball,  

2007; Roychowdhury and Watts, 2007).  The typical test runs a reverse regression, 
with earnings as the dependent variable and returns as the i
One advantage of such a design is that it resolves the pr
in earnings. 



R = a + ERC � �X + �, (4.1) 

where 
R = market price return 
ERC = earnings response coefficient 
�X = earnings surprise 
A = an intercept 
�� = noise. 

The commonly used metric of the surprise takes the difference between 
the firm’s performance and the analysts’ consensus forecast, taking into 
account the fact that analysts do not forecast GAAP earnings (see, e.g., 
Abarbanell and Lehavy, 2002; Digabriele and Eisner, 2005).8  Other meas-
ures for earnings surprise are based on the firm’s history of accounting 
earnings. 

The ERC captures the marginal effect of a dollar of earnings on the 
price.  In general, the expectation is that the ERC will be positive (al-
though Antle, Demski, and Ryan, 1994, and Teets, 1994, show that re-
stricted accounting recognition might yield a negative ERC when the mar-
ket has alternative information resources).  Since the price attempts to 
capture the economic value of the firm, the ERC is sensitive to the persis-
tence of earnings (e.g., Ramakrishnan, 1998; Easton, Shroff, and Taylor, 
2000) and any factor that affects the persistence and credibility of earn-
ings, such as a firm’s size (e.g., Chaney and Jeter, 1992; Collins, Maydew, 
and Weiss, 1997), risk (e.g., Willett, Kim, and Jang, 2002; Chambers, 
Freeman, and Koch. 2005), or growth (Shroff, 1995), as well as environ-

                                                      
8 Baber and Kang (2002a), show that stock splits can contaminate the data because 

historically restated data are rounded.  Baber and Kang illustrate the issue:   

For example, assume that the consensus analysts’ forecast EPS is $0.10 
and the actual EPS is $0.09, and that the firm subsequently executes a 2-
for-l stock split.  Both the forecast and the actual EPS are reported as 
$0.05 after rounding to the nearest cent.  Thus, data from the forecast 
files erroneously indicate that earnings “meet” the consensus forecast, 
even though actual earnings reported at the disclosure date differed from 
the consensus expectation.  (p. 278) 

Baber and Kang show that split-adjusters  are firms with specific characteristics:  
They have greater accounting performance, pre- and post-announcement period 
stock price performance, sales growth, and systematic risk, but lower book-to-
market and debt-to-asset ratios.   For a further discussion of the measurement er-
ror involved in taking consensus forecasts as a measure of market’s expecta-
tions, consult Kim, Lim, and Shaw (2001); and Cohen, Hann, and Ogneva 
(2007).  
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mental liabilities (Bae and Sami, 2005) and firm-specific events such as a 
change of auditors (e.g., Hackenbrack and Hogan, 2002). The ERC is 
likewise sensitive to the length of the window of measurement of stock re-
turns, which allows the market to gain additional information to evaluate 
earnings (e.g., Chaney and Jeter, 1992; Shroff, 2002), and the quality of 
supplemental disclosures (e.g., Lundholm and Myers, 2002, who measure 
the quality of disclosures by the AIMR ratings of corporate disclosures; 
and Lennox and Park, 2006, who find that the ERC is positively correlated 
with firms’ earnings forecasts).9,10 

How does earnings management affect the ERC?  Pernicious earnings 
management obscures value.  If the market suspects earnings management, 
the ERC should be lower (see the analytical argument in Sankar, 1999; 
Feltham and Pae, 2000; Ronen, Ronen, and Yaari, 2003; Liang, 2004; 
Crocker and Huddart, 2006).  Empirical support of the negative association 
between earnings management and the response of the market to earnings 
is provided by several studies (Christensen, Hoyt, and Paterson 1999; De-
Fond and Park, 2001; Choi, 2004; Baber and Kang, 2001, 2002b, 2003; 
Marquardt and Wiedman, 2004b; Cohen, Dey, and Lys, 2005a; Baber, 
Chen, and Kang, 2006; Ghosh and Lubberink, 2006; Lin and Shih, 2006).  
Lin and Shih (2006), for example, examine the ERC of firms that report 
earnings that meet or just beat analysts’ earnings forecasts.  As discussed 
in Sect. 5.2, this phenomenon is suspected to reflect earnings management.  
If the market does not believe their reported earnings, then the ERC of 
such firms should be lower since their earnings would be discounted.  Lin 
and Shih show that indeed the ERC for such firms is significantly lower 
than the ERC of a control group. 

The research based on the ERC might convey the impression that all 
earnings management is pernicious.  There is indirect evidence of benefi-
cial earnings management, however, in studies that are concerned with the 
effect of information asymmetry on the ERC (e.g., Balsam, Bartov, and 
Marquardt, 2002; Jacob and Jorgensen, 2007.  See the survey in Kothari, 
2001).   
                                                      
9 See the discussion of the information content of earnings and stock price in 

Chap. 3. 
10 As discussed in Chap. 1, one of the debates in accounting literature is whether 

the ERC has declined over time (e.g., Buchheit and Kohlbeck, 2002), and if it 
has, whether this signals a reduction in the value of earnings, an increase in al-
ternative sources of information (Francis, Schipper, and Vincent, 2003), an in-
crease in the noise of the price (Dontoh, Radhakrishnan, and Ronen, 2004), or 
an increase in the value of alternative accounting measures. Collins, Maydew, 
and Weiss (1997), find that an increase in book value, especially for firms with 
losses, compensates for a decrease in the ERC. 



The market’s inability perfectly to detect pernicious earnings manage-
ment implies that earnings management may be associated with an in-
crease in the heterogeneity of the market’s beliefs.  Cohen, Dey, and Lys 
(2005a), and Li, Xie, and Xu (2005), for example, find that trading volume 
is positively associated with the size of earnings management, where trad-
ing volume is a signal of heterogeneous beliefs in the market (Dontoh and 
Ronen, 1993; Kim and Verrecchia, 2001).   

4.1.4  When Does the Market Learn About Non-neutral Earnings 
Management? 

Consider the following timeline (Table 4.2), which distinguishes among the 

4.1.4.1. Earnings management is anticipated before earnings are managed. 
4.1.4.2. Earnings management is suspected after earnings management 

but before earnings are announced. 
4.1.4.3. Earnings management is suspected when earnings are an-

nounced. 
4.1.4.4. Earnings management is detected in a 12-month window after 

earnings are announced. 
4.1.4.5. The market learns about earnings management when it is ex-

posed. 
4.1.4.6. The market never learns about earnings management. 

4.1.4.1. Earnings Management Is Anticipated Before Earnings Are 
Managed 

Since the market price contains a discount for information asymmetry 
(e.g., Easley, Hvidkjaer, and O’Hara, 2002; Easley and O’Hara, 2004), the 
market probably discounts pernicious managed earnings before it occurs.  
(Alternatively, the discount reflects the “signal jamming” dynamic of neu-
tral earnings management that is described in Chap. 1 and in Part 3.) 

Burgstahler and Eames (2003), and Lin and Shih (2006), provide exam-
ples of the anticipation of earnings management by analysts.  The former 
show that analysts anticipate earnings management to avoid small losses 
and small earnings decreases, and the latter find that the earnings surprises 
of firms that meet or just beat expectations are discounted in forecasts.  
Burgstahler and Eames indicate that analysts are unable to pinpoint those 
specific firms that beat market expectations by managing earnings, so their 
forecasts exhibit pessimism for firms with zero reported earnings.  Lin and 
Shih show that analysts learn from past observations. 
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Ghosh and Lubberink (2006), examine firms that disclosed material 
weaknesses in their internal control systems after November 2004.  They 
examine the market’s response to these firms’ earnings in 2001 and 2002, 
before the material weakness exposure.  They find evidence that the capital 
market perceived these firms as having lower quality financial reporting.  
During the period before their revelations, these firms had lower ERCs, 
less favorable common stock rankings and debt ratings, a higher cost of 
debt, larger errors in analysts’ earnings forecasts, and higher audit fees.  To 
the extent that weak control facilitates earnings management, this study 
provides indirect evidence that the market can be aware of the potential for 
earnings management. 

DaDalt and Margetis (2007), examine the valuation impact of earnings 
restatements on same-industry competitors by matching firms with GAO 
restatements during the 1996–2002 period to non-restating firms in the 
same four-digit SIC.  They find that competitors experience significant 
negative abnormal returns around restatement announcements. A similar re-
sult is obtained in Han and Wild (1990).  We note, however, that our inter-
pretation that the market’s response indicates anticipation of earnings 
management may require further testing.  Regulators forced Fannie Mae, 
the home-mortgage giant, to employ more conservative accounting and fi-
nancing methods following an investigation that was triggered by findings 
about its competitor, Freddie Mac.  Thus, in some cases, a response to a 
competitor’s revelation may be concurrent with earnings management. 

The market’s suspicion of earnings management results in its discount-
ing of the firm’s earnings.  For instance, rich anecdotal evidence and em-
pirical research note unfavorable reaction by the market to delays in earn-
ings announcements (see Begley and Fischer, 1998,  the citations therein).  
To the extent that this delay indicates earnings management (Trueman, 
1990), the market’s reaction seems to anticipate such behavior.  Yet if a 
firm delays a report for reasons that are unrelated to earnings management, 
what is its best response to the ensuing price decline?  Chai and Tung 
(2002), study 2,045 late reporters between 1991 and 1994.11  They show 
that late reporters employ income-decreasing discretionary accruals and 
that the magnitude of these accruals is proportional to the reporting lag.  
That is, since the market discounts the firm’s earnings, the firm opts to 
build a reserve of reported earnings for future use.  Hence, the anticipation 
of earnings management is a self-fulfilling prophecy. It will happen when 
the firm delves into the reserves of reported earnings to boost earnings. 

                                                      
11 Firms that reported between 5 and 90 days after their reporting date in the pre-

vious year.  
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4.1.4.2 Earnings Management Is Suspected After Earnings 
Management but Before Earnings Are Announced 

Suspecting earnings management after it took place but before earnings 
are announced requires some measure of sophistication.  Short-sellers, 
for example, are notable for the link between their position and negative 
returns on the stock (e.g., Dechow, Hutton, Meulbroek, and Sloan, 2001; 
Desai, Ramesh, Thiagarajan, and Balachandran, 2002;  Desai, Krishna-
murthy, and Venkataraman, 200612). The short-sellers interviewed by 
Desai, Krishnamurthy, and Venkataraman indicate that they target firms 
with a low quality of earnings, which is synonymous with a suspicion of 
earnings management, and that are overvalued by the market.  Their ex-
amination of 412 firms that restated their earnings reveals that short-
sellers took their position as early as 18 months before the restatement of 
earnings.  By that time, earnings management had already been commit-
ted, but because no restatement had been made, only a few market par-
ticipants knew about it. 

Coles, Hertzel, and Kalpathy (2006), show that the market anticipates 
earnings management when there is sufficient disclosure before its occur-
rence.  Before firms were required to expense stock options, the firm did 
not have to record it as a compensation expense if  (1) the grant day price 
was set equal to the exercise price (see the discussion of the backdating 
scandal in Chap. 3) and (2) the terms of the plan were not variable.  The 
second condition ruled out the repricing of stock options.  Hence, if they 
were out of the money, firms had to cancel the (old) outstanding options 
and wait 6 months and a day to issue new options, and the SEC’s disclo-
sure requirements made this event public knowledge.  In a typical case, 
the firm announces the plan to reissue and then allows a month or so for 
employees to decide how many options to tender.  “Since managers of 
such ‘6-and-1’ firms benefit from a lower strike price for the reissued op-
tions, investors and analysts should be able to anticipate managerial at-
tempts to manage accruals downward prior to the reissue date” (Coles, 
Hertzel, and Kalpathy, 2006, p. 175).  Their evidence supports this ob-
servation: they find that the market and analysts see through the earnings 
management attempt to reduce earnings when the firm announces the re-
issuance plan. 

There are, however, examples that suggest that the market does not un-
derstand earnings management even when disclosures are made.  Hand 
(1989), reports that swaps are used to smooth earnings.  In his 1990 study, 
Hand examines how the market responds to the announcement of earnings 

                                                      
12  In contrast, Richardson (2003), does not find that short-sellers trade on accruals.   



in the quarter in which the swap was made.  If the market sees through 
earnings management, no reaction to the gains on the swap should take 
place because of the prior announcement of the swap.  Hand shows that the 
market does not absorb all the implications of swaps since there is a favor-
able reaction to increases in earnings that result from swaps. 

4.1.4.3 Earnings Management Is Suspected When Earnings Are 
Announced 

Some earnings management is detected in the short term, around the an-
nouncement date of earnings or (at most) a few weeks later, when detailed 
reports are available to the public at the time of the filing of financial re-
ports on form 10-Q with the SEC.  The difference between the two events 
is that information available on the 10-Q form is more detailed.13  If the 
market fails to identify an earnings management attempt on the an-
nouncement date, it has an opportunity to learn of it on the subsequent fil-
ing date.  We noted above the ERC literature.  Since the ERC measures the 
response of the market to an earnings surprise, this strand of research 
seems to support the notion that the market discounts earnings suspected of 
being managed.  (The caveat of this research from the perspective of man-
aging GAAP earnings is that it largely uses the analysts’ earnings numbers 
which differ from GAAP earnings (Abarbanell and Lehavy, 2002; Digab-
riele and Eisner, 2005)). 

Bishop and Eccher (2000), examine firms that make a change to the use-
ful life of assets.  This action is observable because firms have to report it 
in their income statements, but a change in estimated useful life may not 
necessarily be a case of pernicious earnings management.  A comparison 
to a control sample reveals that increasing the estimated useful life of as-
sets represents earnings management, but decreasing their useful life does 
not.  Bishop and Eccher show that the market price undoes the effect of the 
revised assumption on earnings in the year of the change and in the subse-
quent 2 years.  It discounts an increase and grants a premium for a  
decrease. 

Shivakumar (2000), builds on prior research that found that firms inflate 
earnings before seasoned equity offerings.  He investigates whether the 
market’s response discounts the managed earnings.  Shivakumar finds that 
there is no correlation between discretionary accruals and stock perform-
ance in the long run.  This leads him to conclude that the market learns  
 

                                                      
13 In some cases, there may also be a difference between announced and filed 

earnings (Hollie, Livnat, and Segal, 2004). 
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about the earnings management attempt at the time of the issuance and un-
does its effect perfectly then.  In contrast, Louis (2005), in a study of the 
market’s reaction to stock-for-stock mergers, finds that although there is 
some discounting in the period leading to the merger, there is further cor-
rection in the long run.  The difference between these results suggests that 
the market discerns earnings management only imperfectly.  That is, the 
market is aware of earnings management but apparently cannot fathom its 
exact size; fully grasping the magnitude of a firm’s earnings management 
requires learning over time. 

Balsam, Bartov, and Marquardt (2002), examine the effect of earnings 
management14 on market returns for two classes of firms that manage earn-
ings: firms with a high level of institutional ownership, which is a proxy 
for investors’ sophistication, and other firms.  Their finding of a negative 
association between unexpected discretionary accruals and cumulative ab-
normal returns (CAR) over a 17-day window around the filing date indi-
cates that the market discounts pernicious earnings management immedi-
ately.  To the extent that the market responds immediately to new 
information, their findings are consistent with the differential response of 
sophisticated and non-sophisticated investors.  Sophisticated investors in-
corporate the valuation implications of earnings management (through un-
expected discretionary accruals) before the formal release of the 10-Q, but 
not as early as the earnings announcement date.  Unsophisticated investors 
recognize earnings management only when “it hits them in the face” after 
the 10-Q becomes available. 

Baber and Kang (2003), study 42,000 quarterly announcements in the 
1993–1999 period.  They find that security returns during earnings an-
nouncement periods are reliably and negatively related to measures of 
components of managed earnings.  Baber and Kang also conduct tests of 
the 19% of all quarterly earnings announcements that are “on-target” an-
nouncements, defined as earnings per share (EPS) exactly equaling the 
analysts’ consensus forecast.  For this sample, the 3-day excess security re-
turns are reliably lower when earnings appear to be overstated than when 
earnings appear to be understated.  Furthermore, the negative association 
between the components of managed earnings and excess returns is 
stronger.  Baber, Chen, and Kang (2006), examine the effect of supple-
mental disclosures on the market’s suspicion of earnings management at 
the time the firm announces its earnings in a sample of 10,248 
firm/quarters.  Denoting earnings management by EM, they conclude, 
                                                      
14 They capture earnings management in two ways: firms that meet analysts’ con-

sensus forecasts and firms whose discretionary accruals are at least 1% of total 
assets. 



“This evidence … suggests that investors attempt to price protect them-
selves against EM, and that their ability to do so is enhanced when firms 
disclose information that can be used to disentangle the consequences of 
EM” (p. 6). 

Hribar, Jenkins, and Johnson (2006), consider the effect of stock repur-
chases as a means to affect the earnings per share and meet the consensus 
analyst forecast.  They observe that the market discounts this earnings 
management attempt.  Such firms have a premium for beating expectations 
that is about 60% lower than the one for firms that do not use stock repur-
chase to “make the numbers.” 

These findings raise the question of why earnings are managed when 
managers are aware that the market discounts the earnings management ef-
fects.  We address this question in Part 3, but to briefly review the answer, 
note that if a firm misses its target by just one penny, the market reaction is 
negative and strong (see, e.g., Levitt, 1998) because the market suspects 
that any firm that misses the target is having difficulties that prevent it 
from reaching it.  That is, it is not a matter of “I don’t want to,” but rather 
of “I can’t.”  The market thus forces firms to “play the game” or be pun-
ished (Nofsinger and Kim, 2003). 

4.1.4.4 Earnings Management Is Detected in a 12-Month Window 
After Earnings Are Announced 

Given that earnings are but one signal for market participants, it may well 
be the case that the market learns of earnings management only over time.  
Indeed, some earnings management is detected by the market after time 
has passed, where the evidence is usually collected for a 1-year window 
(Subramanyam, 1996, table 3, Model 6; Guay, Kothari, and Watts, 1996, 

Black, Carnes, and Richardson (2000), compare the market’s reaction to 
firms that publicize multiple non-recurrent items and its reaction to firms 
that report such an item just once (referring to income-statement items 
such as discontinued operations, special items, and extraordinary items).  
On the one hand, these non-recurrent items are supposed to have little im-
pact on the firm’s valuation, as they are transitory in nature.  On the other 
hand, firms with multiple items tend to declare bankruptcy within 5 years.  
Examining firms over a rolling 6-year period between 1977 and 1996, 
Black, Carnes, and Richardson find that the market reacts negatively to 
firms with multiple items and positively to firms with a single item.  The 
link to earnings management is given by their finding that the patterns of 
discretionary accruals are consistent with managers’ engaging in upward 
earnings management prior to multiple write-downs. 
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Francis, LaFond, Olsson, and Schipper (2005), relate the cost of capital 
to earnings management.  They are concerned with a one-quarter-ahead re-
lationship.  That is, a cost-of-capital variable in quarter t is measured rela-
tive to managed earnings in quarter t–1.  They find that firms with lower 
quality earnings have higher costs of capital, as evidenced by lower debt 
ratings, larger realized costs of debt, larger industry-adjusted earnings-
price ratios, larger equity betas, and positive loadings on an earnings qual-
ity factor added to the one- and three-factor asset pricing regressions.  Sev-
eral other studies note that earnings management increases the cost of capi-
tal (Blackwell, Noland, and Winters, 1998; Anderson, Mansi, and Reeb, 
2004; Hribar and Jenkins, 2004; Mansi, Maxwell, and Miller, 2004; 
Ashbaugh-Skaife, Collins, and LaFond, 2006; Karpoff, Lee, and Martin, 
2007a). 15 

For additional discussion of the market’s ability to see through earnings 
within this time frame, consult the accruals mispricing literature (e.g., Xie, 
2001).  This strand of literature started with Sloan (1996), who showed that 
the market does not distinguish between accruals and cash flows when it 
prices earnings, although the persistence of accruals and cash flows is dif-
ferent (see Dechow and Schrand, 2004, for a valuable tutorial, and see also 
Chap. 9). 

4.1.4.5 The Market Learns About Earnings Management 

Some pernicious earnings management is detected only when it is exposed, 
long after the managed earnings are announced.  The following diagram, 
which is adapted from figure 1 in Karpoff, Lee, and Martin (2007a), sum-
marizes the time line of exposure of the earnings management event. 

The process described in Fig. 4.1 might last years.  For example, Cen-
dant Corp. managed earnings for at least 12 years before it was sued.  The 
enforcement period can take years, and in many cases, firms delist before 
reaching date 8 (see, e.g., Karpoff, Lee, and Martin, 2007a, who report that 
only 194 firms in their sample of 585 firms that cooked their books sur-
vived this process). 

                                                      
15 An indirect evidence is given by studies that find a lower cost of debt with 

higher quality of governance (e.g., Klock, Mansi, and Maxwell, 2005), since 
better governance curbs pernicious earnings management.  See Chap. 5.  

When It Is Exposed 



Earnings 
management 
period  

   

�           � 
1            2 

   

 Trigger 
event 

  

 � 
3 

  

  Class 
action 
suit is 
filed 

 

  � 
4 

 

       E n f o r c e m e n t   p e r i o d  
   �                        � 

5                         6 
Informal    Formal 

�     �    �   � 
7                   8 
Regulatory  

 
  

Fig. 4.1 The enforcement process 

In this subsection, we focus mainly on the trigger event (date 3) because 
in most cases, this is the first time the public learns about a firm’s earnings 
management.  The most likely trigger event is the announcement of a 
forthcoming restatement of earnings.  Karpoff, Lee, and Martin observe, 
however, that although every firm that went through the enforcement pe-
riod restated earnings at least once, restatement is not necessarily the trig-
ger event.  That is, some restatements are made in response to the depar-
ture of auditors or management, routine review by the SEC, or charges by 
a whistleblower.16 

A triggering event is usually followed by a class action suit (date 4).  
Karpoff, Lee, and Martin observe that in their sample, class action suits 
were filed any time before or after regulatory proceedings concluded.  To 
illustrate that a class action suit may be prompt, consider Refco, which 
used to be one of the largest commodities and futures trading firms.  It al-
legedly had $430 million uncollectible accounts receivable when it went 
public in August 2005.  The truth was kept from the public at that time, 
however, because these accounts were parked at another company, Lib-
                                                      
16 Note that a trigger event could also be the firm’s disclosure of unusual trading.  

That is, there are some cases in which some market participants know about the 
accounting fraud before the public at large learns about it. 
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erty, controlled by Refco’s CEO, Phillip Bennet.  On Monday, October 10, 
2005, the board announced that the accounting reports given in conjunc-
tion with the IPO were not accurate, that it had suspended Bennet, and that 
Refco had collected the balances of $430 million of accounts receivable 
from Bennet.  The share price fell.  The next day, Bennet was put under 
house arrest by Elliott Spitzer.  On Wednesday, the first class action suit 
was filed.  Refco had to shut down business lines that required credit, and 
on Friday, it announced bankruptcy, filed with the court on the following 
Monday.17   

The enforcement period starts on Date 5.  It is divided into two subpe-
riods.  The first is the investigation period, which might start as an infor-
mal investigation and proceed to a formal investigation (dates 5–6).  The 
SEC then might drop the case.  If it does not, the SEC initiates legal pro-
ceedings, which sometimes involve transferring the case to the Department 
of Justice to make criminal charges against the firm or key personnel 
(whereas the SEC either begins administrative proceedings or files civil 
charges).  The regulatory period can involve multiple events (between 
dates 7 and 8).  Karpoff, Lee, and Martin, who examine 585 firms that 
cooked the books between 1978 and 2002, report that the average en-
forcement action involves 1.70 administrative releases, 2.06 filings of civil 
actions, and 0.56 filings of criminal charges.  The total number of en-
forcement actions amounts to 2,532; they involved an additional 199 affili-
ated companies, such as accounting firms and investment banks, and 2,381 
individuals. 

As readers who follow news of specific cases know, the negative market 
response is not restricted to the trigger event.  Karpoff, Lee, and Martin 
(2007a), observe that the mean return of 328 firms (with available CRSP 
data out of 371 firms) with an identifiable trigger event (date 4) is –
25.24%; for the 230 cases (with available data out of 278) that disclosed an 
investigation (dates 5–6), the mean return is –14.41%, and for the 586 
regulatory events (with available data out of 1,953) the mean return is –
6.56%. (dates 7–8)  They interpret the negative impact (which is actually 

                                                      
17 The New York Times on October 15, 2005, laments: 

The rapid downward spiral of Refco is an illustration that on Wall Street what 
often matters most is not so much the size of the balance sheet that keeps a firm 
solvent as it is the character of the person at the top. 

 Indeed, firms that once dominated the financial landscape, like Drexel Burnham, 
E. F. Hutton, Salomon Brothers and Kidder Peabody, have all disappeared, done 
in largely by scandals involving individuals who undermined trust in the firms. 
(Jenny Anderson and Landon Thomas, The Fall of Refco Is Providing a Test for 
Wall Street) 



larger because some of the firms are delisted) as follows: “The investiga-
tion announcement generally confirms suspicions and frequently reveals 
additional information about the firm’s past and future earnings, assets 
values, and management” (p. 13).   

It is notable that a decomposition of the total legal costs indicates that 
only 47 (or 8%) of the 585 firms faced monetary penalties (the mean is 
$106.98 million, which drops to $59.8 million upon excluding the $2.28 
billion penalty on WorldCom, Inc., which was later reduced to $750 mil-
lion).  Class action suits against 231 firms (or 39.3%) of the 585 firms cost 
these firms five times as much as the legal penalties (an average of $37.3 
million, which drops to $25.55 million upon excluding the outlier case of 
$2.83 billion class action settlement against Cendant Corp).  Legal costs 
amount to 8.5% of the total losses associated with enforcement actions.  
The remaining loss is a correction for inflated earnings and loss of reputa-
tion—that is, “reputation costs” that cloud the business relationships of the 
firm with suppliers, creditors, and customers.  Karpoff, Lee, and Martin es-
timate that for every dollar of overstating earnings, a firm loses $4.08. 

The research for which this sequence of events is relevant has focused 
on three events: the restatement, the class actions suit, and the SEC’s Ac-
counting and Auditing Enforcement Release (AAER). 

 

� Restatements18 
 

Palmrose, Richard-

ts.  Wu (2002), who identified 
and Richardson, Tuna, and Wu 

(2002), who identified 440 restatement firms between 1995 and 2000, find 
abnormal returns of –11% over a 3-day window surrounding a restatement 
event; Anderson and Yohn (2002), who identified 161 restatement firms 
between 1997 and 1999 find abnormal returns of –3.49% over a 6-day 

                                                      
18 For a valuable review of the literature on restatements, consult Eilifsen and 

Messier (2000).  Some of the research is concerned with the incentives to man-
age earnings that led to restatements.  See, e.g., DeFond and Jiambalvo (1991), 
who are concerned with firms managing earnings to mask poor performance, 
Burns and Kedia (2003); Collins, Reitenga, and Sanchez (2005), and Efendi, 
Srivastava, and Swanson (2006), who are concerned with firms managing earn-
ings to maximize management’s incentives, and Richardson, Tuna, and Wu 
(2002), Kedia (2003), Kedia and Philippon (2005), and Efendi, Srivastava, and 
Swanson (2006), who are concerned with the importance of debt.  Agrawal and 
Chadha (2005), link governance characteristics of the firm to restatements (see 
Chap. 5). 
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1,068 restatements between 1997 and 2000, 
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window surrounding the first time the restatement became public, and 
Palmrose, Richardson, and Scholz (2004), who identified 403 restatements 
between 1971 and 1999, find abnormal returns of 9% over a 2-day window 
of such an event.  Richardson, Tuna, and Wu (2002), who identified 440 
restatement firms between 1995 and 2000, and Wu (2002), who identified 
1,068 restatements between 1997 and 2000, find abnormal returns of –11% 
over a 3-day window surrounding a restatement event.  Wu (2002), notes 
that when restatement involves revenues, the abnormal return is even 
lower, –14.4% or less.  Kedia and Philippon (2005), find 10% price de-
crease in the sample of 226 firms that restated earnings between 1995 and 
2002.  Richardson, Tuna, and Wu find that restatement firms also tend to 
beat benchmarks (see below and Chap. 5) of positive quarterly earnings 
growth and positive earnings surprises, and Ryan, Lev, and Wu (2006), 
find that investors take into account the adverse effect of restatements on 
earnings reported in previous years.   

Restatements also reduce the credibility of the firm’s accounting earn-
ings (Wu, 2002; Anderson and Yohn, 2002).  Anderson and Yohn show 
that ERC declines.  Hribar and Jenkins (2004), show that a firm’s cost of 
capital increases immediately after restatement. 

� Class action suit19 

Several studies have examined such suits (Kellog, 1984; Francis, Phil-
brick, and Schipper, 1994; Griffin, 1996; Bhagat, Bizjack, and Coles, 
1998; Niehaus and Roth, 1999; Ferris and Pritchard, 2001; DuCharme, 
Malatesta, and Sefcik, 2004; Griffin, Grundfest, and Perino, 2004; Peng 
and Roell, 2006).  The legal discipline offers a rich literature on the topic 
(see, e.g., Bauman, 1979; Alexander, 1991; Romano, 1991; Johnson,  
Nelson, and Pritchard, 2007). 

Research in this area is often linked to the trigger event.  Ferris and 
Pritchard (2001), for example, distinguish three dates: the date the alleged 
fraud is discovered publicly, the date a class action suit is filed, and the 
date a judge decides whether to dismiss the charge as having no merit.  
They find abnormal returns of –25% around the date the alleged fraud is 

                                                      
19 A class action suit as an independent event is tricky.  In many cases, especially 

before the Private Securities Litigation Reform Act of 2002, a drop in share 
price triggered a class action suit, based on a claim that shareholders overpaid 
for their shares because the firm hid bad news from them.  Niehaus and Roth 
(1999), report that on the average these class actions had merit, as evidenced by 
abnormal insider selling and abnormal CEO turnover, as well as an abnormal 
incidence of capital raising activities.  In all of these events, management had 
incentives to withhold bad news. 

 



revealed and additional abnormal returns of –3% when the lawsuit is 
filed.20  Unlike some prior work, however, they find no response when the 
issuer’s motion to dismiss the complaint is resolved, even if the motion is 
dismissed. 

� AAER 

The research on AAERs is not independent from the research on re-
statements and class action suits.  Palmrose and Scholz (2004), for exam-
ple, find that 52 firms that restated earnings (11% of their sample) were 
investigated by the SEC, and 186 firms (38% of their sample) were sued.  
Wu (2002), finds that 232 firms that restated earnings (41% of her sample) 
were sued.  See also Choi (2005), and Johnson, Nelson, and Pritchard 
(2007), on the link between class action suits and restatements and Bonner, 
Palmrose, and Young (1998), on the probability of litigation.21  Researches 
employ the existence of an AAER as a simple way to identify a sample of 
firms known to engage in pernicious earnings management.  (See, e.g., 
Feroz, Park, and Pastena, 1991; Dechow, Sloan, and Sweeney, 1995, 1996; 
Beneish, 1997, 1999b; Bonner, Palmrose, and Young, 1998).   

The research on AAERs is not independent from the research on re-
statements and class action suits.  Palmrose and Scholz (2002), for exam-
ple, find that 52 firms that restated earnings (11% of their sample) were 
investigated by the SEC, and 186 firms (38% of their sample) were sued.  
Wu (2002), for example, finds that 232 firms that restated earnings (41% 
of her sample) were sued.  See also Choi (2005); and Johnson, Nelson, and 
Pritchard (2007), on the link between class action suits and restatements.   

The market responds unfavorably to enforcement action.  For example, 
Feroz, Park, and Pastena (1991), who study 188 firms mentioned in the 
AAERs between April 1982 and April 1989, find negative abnormal re-
turns in the 2-day window announcement around the reporting violation 
event.  Dechow, Sloan, and Sweeney (1996), who study 92 firms men-
tioned in AAERs between 1982 and 1992 (see Table 1), find an average 
price drop of 9%.  In addition, there is an increase in the bid-ask spread 
and a decline in the number of analysts following the firm.   

 

                                                      
20 Richardson, Tuna, and Wu (2002), report similar findings. 
21As a signal of earnings management, being included in the AAER is not a sure 

signal that the firm engaged is fraudulent earnings management.  For example, 
Bonner, Palmrose, and Young (1998), identify 390 companies subject to AAER 
in the 1982–1995 period.  Only 261 companies were subject to enforcement ac-
tions.  Of the remaining firms, 100 (42%) had no litigation, 98 (38%) had auditor 
litigation, and 53 (20%) had other litigation. 
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4.1.4.6 The Market Never Learns About Earnings Management 

Discussing the case in which the market never learns about earnings man-
agement is difficult, as the market may not detect earnings management 
because a firm did not manage earnings.  We thus at best can offer indirect 
evidence.  For example, earnings management in the pernicious sense   
cannot survive unless there is some information asymmetry.  Michaely and 
Roberts (2006), in their study of dividends payments, provide an example 
that shows that information asymmetry is not resolved perfectly.  They ob-
serve that public firms smooth dividends over time through a policy of 
gradual increases in dividends, infrequent decreases in dividends, and rela-
tive insensitivity of dividends to transitory earnings shocks.  In contrast, 
the dividend policy of private firms is more sensitive to transitory earnings 
shocks—both positive and negative.  As discussed in Chap. 5, a smooth 
dividend stream is a signal that inventors need not worry about transitory 
earnings. 

Managers indulging in pernicious earnings management do not wish the 
market to know because such knowledge might defeat their purpose.  It 
stands to reason, then, that some pernicious earnings management is never 
detected.  Chambers (1999), conjectures that firms that use income-
decreasing (increasing) earnings management tactics that are not detected 
by the market will be overpriced (underpriced).  He tests his hypotheses by 
constructing hedge portfolios whose shares are selected by the magnitude 
of earnings management.  He shows that significant abnormal trading re-
turns can be earned in 12- and 24-month windows following an earnings 
release. 

Earnings management also may not be detected because investors do not 
want to learn unpleasant truths in times of euphoria (Coffee, 2003a).  
Daneshfar and Zeghal (2001), provide empirical evidence in their study of 
the discretionary accruals of 1510 firms22 between the first quarter of 1999 
and the end of the first quarter of 2000.  In this period, the stock price indi-
ces rose: the Dow Jones Industrial Index by 20%, the S&P 500 index by 
22%, and the price index of NASDAQ by 108%.  Consistent with their 
conjecture that when the environment is optimistic, investors are more 
willing to accept good-news earnings, they find that discretionary accruals 
in each quarter were significantly positive. 

Das and Zhang (2003), observe that firms inflate earnings in order to 
round their reported earnings per share up.  It seems that such an attempt 

                                                      
22 The industries and the corresponding SIC codes are Basic Industries, 115; Capi-

tal Goods, 385; Construction, 44; Consumer Goods, 813; Energy, 110; Finance, 
42. 
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would be obvious, but the market underreacts.  They leave open the ques-
tion whether the market ever finds out about the earnings management. 

For additional studies, consult the mispricing literature (Chap. 9).  We 
conclude this sub section with the observation that some of the findings in 
the studies we have discussed are consistent with the post-announcement 
drift phenomenon to the extent that this phenomenon indicates that the 
market waits for additional information before fully reacting to the infor-
mational content of announced earnings.   

For a valuable discussion of the post-announcement drift phenomenon, 
consult Bartov (1992), Bernard and Seyhun (1997), Kothari (2001), Livnat 
(2003), Jegadeesh and Livnat (2006), and Livnat and Mendenhall (2006). 

 the phenomenon is consistent 

4.2  Earnings Management Events 

Researchers have identified three settings in which firms have incentives 
to manage earnings in order to affect the market price: 

4.2.1 Meeting or beating a benchmark. 
4.2.2 Issuing shares: initial public offerings (IPO), seasoned eq-

uity offerings (SEO), or new listings. 
4.2.3 Mergers and stock-for-stock acquisitions. 

4.2.1  Benchmark Beating 

At the risk of repeating a cliché, accounting numbers have no meaning 
without being compared to some benchmark.  Firms therefore have incen-
tives to manage earnings to beat such benchmarks as zero earnings, ex-
pected changes in earnings between parallel periods, and analysts’ consen-
sus forecasts.   

4.2.1.1.  Zero Earnings Level 

The understanding is that firms prefer to avoid reporting losses.  Why 
should zero earnings be a desirable benchmark?  Burgstahler and Dichev 
(1997a), and DeGeorge, Patel, and Zeckhauser (1999), offer psychological 
explanations, such as the notion that investors would like to observe posi-
tive earnings.  Hayn (1995), Burgstahler and Dichev (1997b), Durtschi and 
Easton (2005), and Lee, Li, and Yue (2006), base the answer on the fact 
that the valuation models for losses and profits are different (Hayn, 1995; 

Dontoh, Ronen, and Sarath (2003), show that
with market rationality. 
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Burgstahler and Dichev, 1997b; Durtschi and Easton, 2005; Lee, Li, and 
Yue, 2006).  Durtschi and Easton, for example, report that the median 
price of a firm that reports a one-cent loss is 0.25, as compared to 1.31 for 
a one-cent profit.  Hence, the earnings game to some extent is binary.  Ei-
ther the firm reports losses and thus belongs to one set or it makes a profit, 
which puts it in a different valuation model. 

An alternative explanation is offered by Xue (2003).  Xue argues that 
beating a threshold23 is costly because it is achieved by boosting current 
accruals, which sacrifices flexibility in meeting thresholds in the future.  
Thus, when the information asymmetry between the firm and the market is 
large regarding the firm’s true value, the firm and the market “communi-
cate” through a tacit agreement on a focal threshold.  Strong performers 
beat the threshold, and poor performers miss it.  Xue shows that the market 
understands this signaling game and rewards firms that slightly beat the 
target while punishing firms that slightly miss it.  A crucial feature of a 
benchmark is that poor firms cannot beat it.  Hayn (1995), finds that losses 
were frequent for her sample of 9,572 firms in the 1962–1990 period: 

 The earnings variable is defined as income (loss) from continuing operations, 
before extraordinary items, discontinued operations, and the cumulative effect 
of accounting changes. … Losses are fairly common, appearing in 19.6% of 
all firm-years.  There is a dramatic increase in the frequency of losses over 
time, from about 3% in the early 1960’s to over 30% in the late 1980’s.  
…The incidence of losses is shared by almost all firms.  ...the majority of 
firms with at least eight years of data (2,547 out of 4,148, or 61.4%) report at 
least one loss and one-fifth of them have two to three losses during the 29-
year sample period.  (p. 129) 

For additional studies that find an increase in reported losses over time, 
consult Burgstahler and Dichev (1997a), DeAngelo, DeAngelo, and Skin-
ner (2004), and Durtschi and Easton (2005). 

We observe that according to Xue, the threshold in itself is not impor-
tant, but rather it is crucial that the market and the firm implicitly agree on 
it.  Indeed, Brown (2001), and others find that the distribution of earnings 
has shifted over time from small losses to zero profits and lately to small 
profits.  It seems that the focal performance level has shifted over time.   

4.2.1.2. Earnings Changes Between Parallel Periods 

The understanding is that firms prefer to avoid reporting decreases in earn-
ings relative to the earnings announced in the same quarter in the previous 
                                                      
23 Given the vocabulary of DeGeorge, Patel, and Zeckhauser (1999), we refer to 

benchmarks as thresholds, interchangeably. 
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year (Burgstahler and Dichev, 1997a; DeGeorge, Patel, and Zeckhauser, 
1999; Matsunaga and Park, 2001; Marquardt and Wiedman, 2004a; Gra-
ham, Harvey, and Rajgopal, 2005; Barua, Legoria, and Moffitt, 2006).  
The preferable strategy is to report a string of earnings increases (DeAn-
gelo, DeAngelo, and Skinner, 1996; Barth, Elliot, and Finn, 1999; Brown, 
2001; Richardson, Tuna, and Wu, 200224; Suk, 2005; Myers, Myers, and 
Skinner, 2006), and the pressure is thus stronger for firms that have profits 
than for firms with losses (Barua, Legoria, and Moffitt, 2006). 

Why should avoiding a decrease be a desirable benchmark?  The answer 
is likely to overlap the explanation for the first benchmark:  The market 
“appreciates” firms that meet this threshold.  Rees (2005), shows that a 
trading strategy that is based on predicting the probability that the firm will 
report a positive earnings change and meet or beat analysts’ consensus 
earnings forecasts yields abnormal positive returns. 

Avoiding a decrease is a desirable benchmark when the increase is per-
sistent.  The higher the perceived growth in earnings, the higher the net 
present value of the firm’s future stream of earnings and, hence, dividends 
payments.  Based on interviews and questionnaires received from CFOs, 
Graham, Harvey, and Rajgopal (2005), state that the benchmark is quar-
terly earnings of the same quarter in the previous year. 

Analysts’ consensus earnings forecasts 
The understanding is that the firms are under pressure to meet or beat 

(MBE) analysts’ consensus forecasts. 
Why should the consensus forecast be a desirable benchmark?  The an-

swer is that they represent the market’s expectations.  And, as Parfet (2000), 
and other practitioners observe, the first rule for a public firm is not to dis-
appoint the market.  We discuss this benchmark at some length in Chap.5. 

Graham, Harvey, and Rajgopal (2005), summarize their findings: 
CFOs believe that earnings, not cash flows, are the key metric con-

sidered by outsiders. … two most important earnings benchmarks are 
quarterly earnings for the same quarter last year and the analyst con-
sensus estimate.   Meeting or exceeding benchmarks is very important. 
Managers describe a trade-off between the short-term need to “deliver 
earnings” and the long-term objective of making value-maximizing in-
vestment decisions.  Executives believe that hitting earnings bench-
marks builds credibility with the market and helps to maintain or in-
crease their firm’s stock price.  (p. 5) 

                                                      
24 Richardson, Tuna, and Wu (2002), investigate 440 restatements by 225 firms 

from 1971 to 2000, finding that restatement firms have longer strings of positive 
quarterly earnings growth and longer strings of positive quarterly earnings sur-
prises than non-restatement firms. 
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From an earnings management perspective, the issue is how to inter-
pret the situation when firms meet or beat thresholds.  Since the empiri-
cal research cannot compare the unobservable truth with reported earn-
ings in order to identify earnings management, researchers adopt one of 
three approaches.  The first is based on the assumption that unmanaged 
earnings are a draw from the normal distribution.  Hence, earnings man-
agement is established if the distribution of earnings of all firms deviates 
from the normal distribution (Hayn, 1995; Burgstahler and Dichev, 
1997a; Kang, 2005, and other studies that are cited below).  In what fol-
lows, we refer to this as the distributional approach (McNichols, 2000).  
See Chap. 11. 

The other strategy compares firms in the same industry with dissimilar 
incentives to manage earnings.  Beatty, Ke, and Petroni (2002), examine 
whether public banks manage earning by comparing the frequency of 
their earnings changes and their choice of accounting treatment with 
those of private banks.  Clearly, private firms are under no pressure to 
beat thresholds to please shareholders.  Furthermore, private banks are 
characterized by having fewer owners (Nagar, Petroni, and Wolfenzon, 
2002, report that the majority of private banks in their sample had less 
than five owners), and owners are managers, too.  Hence, earnings in 
private banks are not an important statistic for alleviating the conflict of 
interests between owners and managers. Earnings in private banks are, 
however, important for tax assessment.  Beatty, Ke, and Petroni find that 
the frequency of earnings decreases is lower for public banks.  The ac-
counting choices of public firms for major line items in their income 
statements are consistent with earnings management to avoid small earn-
ings decreases.  Furthermore, the string of reported earnings increases is 
longer for public banks. 

When a comparable sample is not available, another approach attempts 
to identify earnings management through comparison of book income to 
tax income, because tax income is based on fewer estimates (Desai, 
2003). 

4.2.1.3. The Distributional Test 

Studies that employ this approach show that there is a kink in the distribu-
tion function of the earnings management object around the benchmark.  
Figures 4.2 and 4.3 compare the distribution of changes in net income 
scaled by market value of equity at the beginning of the year for four  
quarters.   
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Fig. 4.2 Scaled changes in fiscal year net income. This figure is copied, by per-
mission, from the 2005 working paper version of Jacob and Jorgensen (2007) 
(figure 2A), for a sample of all firms on the quarterly Compustat database be-
tween 1981 and 2001  (The sample contains 920,926 quarterly observations for 
22,015 distinct firms from 1981 to 2001.) 

Figure 4.2 is typical in the literature.  It shows an abnormally low number 
of companies that miss the benchmark (located to the left of the benchmark) 
and abnormally high number of companies that beat the benchmark (located 
to the right of the benchmark).  Graphically, the graph has a kink.  
Burgstahler and Dichev (1997a), and others interpret the kink as indicating 
the migration of firms with small losses to small profits by means of earn-
ings management.  Burgstahler and Dichev offer corroborating evidence by 
examining the cash flows from operation component of earnings. 

If the kink is a product of earnings management, it stands to reason that 
further tests of discretionary accruals (see part 4) should corroborate this 
hypothesis.  Here the evidence is mixed.  Kang (2005), finds earnings 
management using both the Jones model and the IV approach of Kang and 
Sivaramakrishnan (see Part 4, Chaps. 10 and 11).  Marquardt and Wied-
man (2004a), examine accruals of firms that are averse to earnings de-
creases, finding that they do indeed seem to manage earnings when com-
pared to a control sample.  Their mean unexpected accruals scaled by 
lagged assets are 0.745, as compared to 0.039 for the control sample.  Ac-
cording to Marquardt and Wiedman (2004a), managers seem to use posi-
tive special items (see their H3) to adjust earnings, since the mean of spe-
cial items is –0.59 as compared to a mean –1.591 for their control sample. 

- - - -
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Fig. 4.3 Scaled changes in net income for an annual period ending in quarter one. 
This figure is copied, by permission, from the 2005 working paper version of 
Jacob and Jorgenson (2007) (figure 2B), for a sample of all firms on the quarterly 
compustat database between 1981 and 2001 (The sample contains 920, 926 quar-
terly observations for 22,015 distinct firms from 1981 to 2001.)

Dechow, Richardson, and Tuna (2003), consider discretionary accruals of 
firms near zero earnings (small losses or profits).  They find that although 
small-profit firms have significantly high accruals, as expected, firms that 
report small losses also have high accruals.  They attempt to reconcile their 
findings with the kink by examining alternative explanations: 

 
1. The distribution is not an indication of earnings management: “The 

first-order effect of setting a target is that people work harder to 
achieve the target.  The second-order effect is earnings manage-
ment” (p. 374). 

2. The distribution of public firms is skewed to the right because of 
the stock exchanges’ listing requirements for profits.  They find 
that the kink is more pronounced for young firms listed less than 2 
years in the exchanges, but it does not disappear for older firms.   

3. Given that the valuation of loss firms is different from the valua-
tion of profitable firms (Hayn, 1995; Burgstahler and Dichev, 
1997b), it might be the case that scaling the results by market value 
explains the kink.  Dechow, Richardson, and Tuna find support for 

- - - - -



4.2  Earnings Management Events      141 

this explanation.  Durtschi and Easton (2005), examine the distri-
bution of earnings per share.  They find a concentration around 
zero, but “there are more observations with a one-cent per share 
loss than a one-cent per share profit with a peak in the frequency 
distribution at zero cents per share” (p. 558).25 

4. Accounting conservatism pushes firms with small losses to show 
larger losses and high-profit firms to show smaller profits. 

5. Financial assets induce positive dividend and interest incomes that 
cannot be negative, which reduces the proportion of firms with 
small losses in the population. 

 
Interestingly, the same phenomenon of high accruals with no difference 

between small loss and small profit firms was also detected for Australian 
firms by Coulton, Taylor, and Taylor (2005). 

Hansen (2004), claims that firms use a portfolio of benchmarks so that 
the findings of Dechow, Richardson, and Tuna do not preclude earnings 
management by firms with small losses striving to meet alternative 
benchmarks.  For additional evidence that firms use multiple benchmarks, 
consult Graham, Harvey, and Rajgopal (2005), Rees (2005), Suk (2005). 

Another criticism concerns the technique of examining small deviations 
from the benchmark.  The problem is, again, the unobservability of the 
truth.  Several authors (Basu, 1995; Givoly and Hayn, 2002; Jacob and 
Jorgensen, 2007) report that a scaled earnings distribution is negatively 
skewed.  Is this skewness a result of earnings management, or is it due to 
the effect of accounting conservatism on the measurement of earnings and 
the market’s tolerance of losses?  Jacob and Jorgensen find that skewness 
is related to earnings management by firms’ “taking a bath” when they re-
alize that they will not be able to beat the benchmark. 

The findings of Dechow, Richardson, and Tuna (2003), raise the ques-
tion whether a kink may develop for other reasons besides firms with small 
losses migrating to the small-profit region (Beaver, McNichols, and Nel-
son, 2004; Kerstein and Rai, 2005).  Beaver, McNichols, and Nelson claim 
that firms with positive earnings and firms with negative earnings are not 
drawn from the same distribution because of the asymmetric effect of taxes 
and special items.  They state, 

We argue that under the null hypothesis of no earnings manage-
ment, the cross-sectional distribution of earnings will nevertheless  

                                                      
25 Durtschi and Easton note a sample selection problem that arises because of the 

criterion that prices at the beginning of the year be available.  The proportion of 
small-loss firms that are deleted is greater than the proportion of small-profit 
firms. 
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exhibit a discontinuity at zero due to the asymmetric effects of certain 
earnings components for profit and loss firms.  First, we expect an in-
creased frequency and magnitude of negative special items for firms 
incurring losses relative to firms generating profits…[because] evi-
dence suggests that impairment   is associated with poor firm perform-
ance.  The second earnings component …is income taxes.…  [The] 
features of the tax environment suggest that a greater proportion of 
loss firms experience a low or zero effective tax rate….If one or both 
of these earnings components are asymmetric around zero, there is a 
violation of the assumption that the distribution of earnings absent dis-
cretion is continuous in this region.  (pp. 8–9) 

Taxes reduce the earnings of profitable firms and fatten thus the density 
of firms with small profits.  There is no mirror effect for small-loss firms 
because of the asymmetric tax treatment.  The effective tax rate of firms 
with losses is lower than that of profit firms because SFAS 109 requires 
recognition of benefits from carry-forwards of losses (which would save 
on future tax expenses) only when this dubious asset is “more likely than 
not” to be realized.  Negative restructuring charges and accounting conser-
vatism that require firms to recognize losses immediately cause firms with 
small losses to migrate to the region of firms with larger losses, which 
make the density of firms with small losses thinner.   

The formal argument is as follows: denoting earnings by x, an unman-
aged profitability parameter by �, noise terms drawn from the normal dis-
tribution,26 � and �, E� �����and the asset base by A, earnings are 

I,x
A

� � � 	 	  (4.2) 

where I is an indicator function (I = 0 for a profitable firm, � �	 > 0, I = 1 

for a loss firm, � �	 < 0).  The difference in effective tax rate, �, yields a 
different pattern of reported earnings, NI, 

NI = (1��t)x,     t = L, P, (4.3) 

where t denotes the firm’s type (L for loss and P for profit), and, the tax 
rate on L is lower than the tax rate of P, �L<�p.  Equations. (4.2) and (4.3) 
imply that graphically, there would be a local peak to the left of zero, fol-
lowed by a valley and then another peak.  Simulation27 and empirical test-
                                                      
26 The normal distribution assumption supports the argument that a kink in the dis-

tribution of profits indicates earnings management. 
27 Operating income deflated by market value is assumed to be a normal distribu-

tion with mean of 0.10 and variance of 0.0256.  Loss firms are assumed to have 
a 50% probability of write-down with a mean of �0.05 and a variance of 0.0169.  

�

The tax rate is 8% for loss firms and 33% for profitable firms. 
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ing of this model by Beaver, McNichols, and Nelson support the prediction 
of a kink.  However, since the empirical results explain only two-thirds of 
the discontinuity, regarding the kink as evidence that some firms manage 
earnings cannot be ruled out. 

Kerstein and Rai (2005), test earnings management in annual earnings 
under the assumption that firms do not manage earnings in the first three 
quarters.28  Hence, a comparison of the distribution of firms after the third 
quarter and after annual reports supports earnings management if a prior 
(third-quarter) normal distribution develops the kink.  Interestingly, they 
find that a kink does develop between the third and the fourth quarters, but 
due to a migration to the left.  Specifically, firms with small losses migrate 
to the region of bigger losses, and firms with large profits migrate to the 
region of small profits.  It seems that conservatism and auditors’ prudence 
reign. 

As discussed above, Jacob and Jorgensen (2007), contend that the pres-
sure to manage fiscal-year earnings is stronger.  This is the time, for exam-
ple, that bonuses are decided upon for management.  Given that managed 
accruals later reverse, the total of managed earnings in the yearly report 
and the following quarter’s accruals is lower.  To illustrate, suppose firms 
engage in channel stuffing.  That is, in December, the firm sells to custom-
ers at a reduced price, for, say, 100, which increases accounts receivables 
and earnings (assuming zero cost) by the full amount of 100.  The terms of 
trade require payment of 60 in January, 20 in February, and 20 in June.  
Table 4.3 details the example. 

Table 4.3 Example 

Date December January February March April May June 
Quarter 4 1 1 1 2 2 2 
Abnormal  
accruals 

100 –60 –20    –20 

Cumulative 
abnormal  
accruals 
(after reversal) 

100 40 20 20 20 20 0 

28 At first glance, this assumption seems too strong, as some firms might manage 
earnings in each quarter.  The evidence in Dhaliwal, Gleason, and Mills (2004), 
however, suggests that firms are concerned with annual earnings. 

 It also seems possible that firms inflate fourth-quarter earnings when the previ-
ous three quarters’ performance was poor, and deflate the earnings to hoard re-
serves if the performance was good (e.g., Das and Shroff, 2002).  Kerstein and 
Rai get the same distribution even when testing for each quarter. 
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The arithmetic shows abnormal accruals of 100 in December.  If we ex-
amine abnormal accruals for a 12-month period that starts on Q2, i.e., from 
April 1 to March 31 the following year, the abnormal accruals are just 20, 
because 80 have reversed.  If we shift the four-quarter period to start on 
Q3, i.e., from July 1  to June 30  the following year, the abnormal accru-
als are zero.  Jacob and Jorgensen thus look at the earnings distribution of 
any four quarters (Q2-Q1;Q3-Q2;Q4-Q3) and compare the properties of 
the distribution of any four-quarter earnings with those for the fiscal year’s 
earnings (Q1-Q4).  They find that when the earnings management object is 
the level of earnings, the kink disappears when the last quarter is different 
from Q4.  When it is earnings changes, the kink remains.  The latter find-
ing is puzzling in light of the finding of Beaver, McNichols, and Nelson 
(2004), of a positive correlation between levels of earnings and changes in 
earnings.  If the kink disappears for the level of earnings, it is expected to 
be weaker for earnings changes as well. 

An additional study that criticizes the conclusion that the kink results 
from earnings management is Durtschi and Easton (2005).  They argue 
that it results from measurement and sample selection procedures.  They 
support their argument by showing that the distribution of earnings per 
share (EPS) does not have the kink.  In the EPS distribution, there is higher 
mass of firms with a one-cent loss than a one-cent profit, and a peak at 
zero. 

Another question on benchmarks regards their ranking in importance.  
In their 1974–1996 sample, DeGeorge, Patel, and Zeckhauser (1999), find 
that avoiding a loss is more important than increasing earnings, and meet-
ing the analysts’ forecast comes last.  As several researchers note (Brown, 
2001; Dechow, Richardson, and Tuna, 2003; Brown and Caylor (2005), 
however, the relative importance of these benchmarks has changed over 
time, and the analysts’ forecast now takes precedence. Brown (2001), finds 
that firms have moved from small negative surprises to no surprises, and 
recently to small positive surprises.  Brown and Caylor (2005), who ana-
lyze quarterly data from 1985 to 2002, find that early in their study period 
(1985–1993), managers tried to avoid losses and earnings decreases more 
than to avoid negative earnings surprises. In the later span, managers ex-
hibited a greater inclination to avoid negative earnings surprises than to 
avoid losses. In the last 7 years of the study (1996–2002), they preferred to 
avoid negative earnings surprises rather than to avoid earnings decreases.  
They conclude that managers took their cues from capital markets and 
propose that increased media coverage may be responsible for the shift in 
benchmarks. 

Furthermore, Hansen (2004), and Beaver, McNichols, and Nelson 
(2004), provide evidence that benchmarks are not independent.  The latter 
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show that the earnings-changes benchmark is correlated with the level-of-
earnings benchmark, which makes earnings changes noisy signals of the 
earnings-level benchmark. 

We end this section with the following comment.  Beating benchmarks 
ties in with Chap. 3 because doing so affects the wealth of managers.29  
Matsunaga and Park (2001), find that failure to avoid a decrease in earn-
ings relative to the same quarter in the previous year for at least two quar-
ters has an adverse effect on CEOs’ cash bonuses (regardless of the actual 
number of disappointing quarters). Furthermore, the common wisdom is 
that if the CEO is unhappy, so is the CFO (see also Graham, Harvey, and 
Rajgopal, 2005, for a discussion of the job insecurity of the CFO of a firm 
that has failed to meet a benchmark).  Hence, CFOs are under pressure to 
beat benchmarks. 

4.2.2  Equity Issues and New Listings 

We now describe the research on earnings management that revolves 
around issuance of equity and new listings.  We divide the discussion into 
three subsections:  initial public offerings (IPO); seasoned equity offerings 
(SEO), and new listings. 

                                                      
29 To some extent, the firm’s benchmarks determine management’s performance 

benchmarks.  Murphy (1999), provides the following classes of benchmarks for 
internal use: 

� “budget” standards, which compare performance against the company’s 
annual budget; 

� “prior-year” standards, which compare performance to prior performance 
after adjustment for growth of EPS or operating profits; 

� “peer group” standards, which compare performance to other companies 
in the  industry or market; 

� “timeless” standards, which compare performance against some fixed 
standard, such as a prespecified percentage of return on assets; 

� “cost of capital” standards, which compare performance against stan-
dards based on the company’s cost of capital (such as a plan based on 
economic value added, EVA); 

� “discretionary” standards, which are a combination of the above.  Mur-
phy characterizes as discretionary the case in which a company uses 
“balanced scorecards.” 

The performance targets are set by the board of directors following a review of the 
company’s business plan, prior performance, budgeted performance, and an 
evaluation of the difficulty in achieving budgeted performance.  
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4.2.2.1 Initial Public Offerings 

Background: An IPO occurs when the firm goes public.  The firm obtains 
an infusion of capital and changes its ownership structure.  Anecdotal evi-
dence shows that firms prepare for an IPO by reorganizing, making 
changes in ownership, and improving financial reporting systems.  When a 
firm goes public, it goes through a “due diligence” process, and then it 
publicizes its financial statements for the first time.30  Insiders and manag-
ers already possess private, value-relevant information (e.g., Cheung and 
Krinsky, 1994; Rao, 1993; Balatbat, 2006; Barzel, Habib, and Johnsen, 
2006, and citations therein).  Roosenboom, van der Goot, and Mertens 
(2002), note, 

When a company decides to go public, little is known about the 
firm.  Inside information concerning future cash flows, investment op-
portunities, managerial skills, and the ability to control future agency 
costs, among other things, are privy to management.  Consequently, an 
information asymmetry manifests itself a fortiori.  (p. 2) 

The information asymmetry between firms and the market implies that 
the price of high-quality firms is understated.  Hence, high-quality firms 
have incentives to signal their value in order to separate themselves from 
low-quality firms.  Researchers have considered a few such signals: own-
ers’ retention of shares (Leland and Pyle, 1977; Fan, 2007); earnings fore-
casts (Firth and Smith, 1992); both retention of shares and earnings fore-
casts (Li and McConomy, 2004); the length of the book-building period 
(Welch, 1992)31; and both retention and publicly observable earnings man-
agement (Fan, 2007). 

From the perspective of the firm’s life cycle, two opposing views of 
IPOs have emerged in the literature.  One view is that an IPO is the end of 
a process.  It allows the initial investors (e.g., venture capitalists) to “cash 
in” their stock (see, e.g., Ritter, 1998; Elitzur and Gavious, 2003).  The 
other view is that an IPO is just an action undertaken to raise capital 
needed to finance growth.  The firm expects to raise more capital in the fu-
ture (e.g., Chaney and Lewis, 1998; Ritter, 1998; Roosenboom, van der 
Goot, and Mertens, 2002; Ritter and Welch, 2002; Block, 2003).  The dif-
ferent views affect the desirable earnings management strategy. 

The value of earnings: We begin the discussion of the relationship be-
tween an IPO and earnings management by addressing the question 

                                                      
30 Oesterle (2006) describes the institutional aspect of IPOs in the United States. 
31 The book-building period starts from the date of filing a registration with the 

SEC.  During this period, underwriters organize “road shows” and contact po-
tential investors.  . 
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whether earnings are valuable.  The IPO event presents the market with the 
challenge of pricing the new stock.  Hence, earnings are valuable if they 
affect the stock price.  If earnings are not valuable, then earnings manage-
ment is futile. 

The anecdotal evidence and the literature doubt that reported earnings 
are valuable (see Cheng and Firth, 2000).  The argument here is that an 
IPO firm’s historical earnings are inadequate to formulate expectations 
about the future earnings of the still-changing firm.  Another reason for 
skepticism is that IPO firms tend to be young firms that have not yet 
shown a profit.  How can one price losses?  The  empirical evidence on 
Internet firms and other start-ups that report negative cash flows and losses 
suggests that they are not evaluated on the basis of earnings (Bartov, Mo-
hanram, and Seethamraju, 2002; Rajgopal, Venkatachalam, and Koth, 
2002; Singer, 2007). 

We argue, however, that earnings are valuable on a few counts.  First, 
they pass the “market test.”  Savvy investors demand to know earnings 
when they consider buying the IPO’s stock, and earnings figure in the for-
mula for evaluating the price of the stock when the firm earns net income. 

Second, earnings are valuable as a baseline for future assessments.  
Later reports are compared to the IPO’s earnings to judge the firm’s 
growth.  We illustrate this point in a simple example that demonstrates that 
losses might be also valuable.  Consider two firms.  In the IPO quarter, one 
firm reports a profit of $1 and the other a loss of $1.  After the IPO quarter, 
both firms report $1 per share profits.  The price of the second firm is 
likely to be higher because its growth is $2, while the growth rate of the 
first firm is zero. 

Third, earnings are important because disappointed investors can sue the 
firm if they believe that the firm misled them during the IPO.  This is be-
cause “information about the firm is revealed over time by the media, ana-
lysts’ reports, and subsequent financial statements” (Teoh, Welch, and 
Wong, 1998b, p. 1936).  See also the valuable discussion in Ball and 
Shivakumar (2006).  They show that firms’ reporting strategies are more 
conservative before IPOs because of these concerns. 

An example that illustrates the value of earnings at the IPO stage is the 
recent demise of Refco.  The press reports: 

On Oct. 10, Refco announced that its chief executive, Phillip R. 
Bennett, was put on indefinite leave. It said Mr. Bennett had hidden a 
$430 million debt owed to Refco by a company that he controlled.  
That debt, which was shifted to a hedge fund called Liberty Corner 
Capital, was not disclosed or associated with Mr. Bennett in the com-
pany's initial public offering in August. Refco also said its financial 
statements as far back as 2002 could not be relied upon. (Anderson 



148      4  Users 

Jenny, Refco Sells Futures Unit and Seeks Bankruptcy Protection, 
New York Times, October 18, 2005, Section C, Page 3, Column 1)  

According to the company, it now appears that the $430 million 
“consisted in major part of uncollectible historical obligations owed by 
unrelated third parties to the company” that arose as far back as 
1998…. If the debts were uncollectible, that normally would have led 
Refco to write off some or all of them, causing its reported profits to 
fall and conceivably endangering the capital levels that commodities 
and securities regulators require it to maintain.  (Norris, Floyd, and 
Jenny Anderson, Questions Over Deals at Refco Dating to ‘98, New 
York Times, October 12, 2005, Section C, Page 3, Column 1) 

The same day that Refco disclosed the hidden receivables and let Phillip 
Bennet (its CEO, chairman, and president) go on an indefinite leave, the 
firm reported that Bennet paid the $430 million accounts receivable.  
Hence, from a cash-flow point of view, the receivables seem innocuous: 
Liberty paid interest to Refco when they were outstanding, and then they 
were paid off.  But because the firm misreported its IPO earnings (and vio-
lated SEC regulations about disclosures during an IPO), these revelations 
led to bankruptcy less than a week later.32 

A different view is provided by Singer (2007).  Motivated by the findings 
of Demers and Joos (2006), that IPO firms differ from others regarding di-
mensions such as profitability, investment in tangible and intangible assets, 
and growth opportunities, Singer  argues that the manipulation of informa-
tion provided to the market depends on the variable important to investors, 
given the firm’s type, not necessarily earnings.  Singer classifies his sample 
(2,975 firms that went public in the 1988–2000 period) into four groups: the 
science-based group, which comprises firms in biotechnology and pharma-
ceutical industries; the assets-in-place group, which includes firms in more 
traditional assets; the technology-based group, which is made up of firms 
mostly in the high-tech industry; and, as a separate category, Internet firms, 
which generate most of their revenues from online sales.  He shows that the 
science-based firms and the Internet firms seem to prefer managing R&D 
rather than earnings, probably because they are not profitable (which is fur-
ther supported by the manipulation of revenues by Internet firms).  The as-
sets-based group manages earnings and sales, and the technology-based 
group manages sales, earnings, and the R&D expense.   
                                                      
32 The reaction of customers was a “run on the bank.”  The reaction of sharehold-

ers was to file lawsuits.  The first was filed 2 days after the disclosures.  The re-
action of the credit agencies was to downgrade Refco.  This response was par-
ticularly detrimental since Refco had loan contracts that specified that if its 
credit rating fell, its creditors could call the loan.  Refco could not afford to pay 
the $1.4 billion outstanding debt. 
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Earnings management and IPOs: The two views of the role of an IPO in 
the life of the firm have different implications for the desirable earnings 
management strategy.  If one views the IPO as a vehicle for “cashing in,” 
then the firm’s strategy is to inflate earnings to maximize the price of the 
stock.  Consistent with this view is the finding by Li, Zhang, and Zhou 
(2005), of a positive association between the size of managed earnings and 
the likelihood that the firm will delist in the future.33 Singer shows that 
earnings management is negatively associated with long-run stock returns.    

If one views the IPO just as a first step in raising capital externally, then 
prudence and conservatism are preferable in order to allow the firm to 
meet future expectations.  Teoh, Welch, and Wong (1998b, p. 1939), ex-
plain the pressures to manage earnings after the IPO, in accordance with 
the second view: 

[T]he firm also has an incentive to boost earnings soon after the 
IPO to maintain a high market price.  The original entrepreneurs may 
wish to sell some of their personal holdings in the secondary market at 
the end of the lockup period.  (Entrepreneurs commit not to sell their 
personal holdings during a lockup period commonly lasting 180 days 
or longer immediately after the IPO.)  … To keep the aftermarket price 
from dropping below the initial offer price, … the issuing firm is under 
pressure to meet those projections in the aftermarket to safeguard its 
reputations for reliability; to maintain the goodwill of investors, in-
vestment bankers, and analysts who made the initial earnings projec-
tions; and to avoid lawsuits by disgruntled shareholders after a short-
fall in post-IPO earnings. 

Most of the empirical research supports the first view, providing evi-
dence that firms manage accruals aggressively to increase the share price 
of the IPO (Aharony, Lin, and Loeb, 1993; Friedlan, 1994; Teoh, Wong, 
and Rao, 1998; Teoh, Welch, and Wong, 1998b; Roosenboom, van der  

Marquardt and Wiedman, 2004a; Singer, 2007).  This aggressive earnings 
management explains negative abnormal returns in the short- and long-run 
windows after the IPO. 

A further analysis of what accruals are managed reveals that IPO firms use 
depreciation policies that are income-increasing (Teoh, Welch, and Rao, 1998; 
Marquardt and Wiedman, 2004a).  They also have higher accounts receivable, 
which indicates that they accelerate sales (Marquardt and Wiedman, 2004a). 

                                                      
33 By the signaling argument above, aggressive earnings management is more 

costly for low-quality firms than for high-quality firms.  The latter can afford to 
borrow from their future earnings because their earnings will be sufficiently 
high.  The costliness of earnings management renders it a credible signal. 

Goot, and Mertens, 2003; DuCharme, Malatesta, and Sefcik, 2004; 
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The aggressive behavior might be manifested in real production and in-
vestment decisions as well.  Darrough and Rangan (2005), find that IPO 
firms reduce the annual research and development expenses (R&D) when 
they have an IPO and that the expense resumes its high pre-IPO level after 
the insiders have sold their shares.  Since U.S. GAAP requires firms to ex-
pense R&D costs, the reduction in this expense could be attributed either 
to earnings management or to a liquidity problem solved by raising capital 
in the IPO.  The finding that the R&D level resumes its high level after in-
siders’ sales seems to lend support to the pernicious earnings management 
hypothesis. 

Some interpret high accruals as aggressive, pernicious earnings man-
agement.  A different perspective is given in Fan (2007).  Fan examines 
two signals.  One is earnings and the other is owners’ retention of shares 
(see Leland and Pyle, 1977, for the signaling value of this variable).  Fan 
argues that income-increasing earnings management is the equilibrium 
strategy of an IPO issuer wanting to signal good-quality prospect in a mar-
ket that consists of both high- and low-quality firms.  Similar to other stud-
ies, Fan finds that discretionary accruals are the highest in the IPO year.  
His finding that discretionary accruals in the IPO year are positively corre-
lated with future earnings leads him to conclude that accruals are a credi-
ble signal by high-quality IPO firms.  Further support is provided by his 
finding that earnings (and owners’ retention of shares) are strongly posi-
tively priced in valuing an IPO firm.  Fan also postulates that riskier firms 
resort to income-increasing earnings management and retain less owner-
ship because the latter is a more expensive signal on value to the risk-
averse shareholders.  His empirical testing shows that riskier firms indeed 
substitute the ownership retention signal for more earnings management, 
which establishes that signaling through earnings management is costly, 
and hence credible. 

If the IPO is the first step in raising capital from the public, aggressive 
reporting at the IPO stage is undesirable because it robs the firm of future 
earnings (because accruals have to reverse).  It is prudent to hoard reserved 
income in order to report a smooth series of earnings before subsequent 
equity offerings (Chaney and Lewis, 1998; Roosenboom, van der Goot, 
and Mertens, 2002; Ball and Shivakumar, 2006).  Teoh, Welch, and Wong 
(1998b), note that aggressive firms issue 20% fewer seasoned equity offer-
ings than conservative firms. 

Hochberg (2005), and Morsfield and Tan (2006), examine the effect of 
participation by venture capitalists on earnings management by IPO firms. 
Hochberg in her sample of 1041 venture-capitalist-backed firms in the 
1983–1994 period and Morsfield and Tan in their sample of 2630 IPO 
firms during 1983–2001 find that firms that are backed by venture capital-
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ists mange earnings less than other IPO firms.   Hochberg, for example, 
finds that the discretionary accruals (deflated by assets) of IPO firms that 
are backed by venture capitalists is 0.0324, as compared to 0.0949 for her 
control group of IPO firms.  Either venture capitalists can induce firms to 
manage earnings by reporting conservatively or they curb earnings man-
agement.  We maintain that since venture capitalists maintain long-term 
ownership relationships with IPO firms, it stands to reason that they induce 
conservative earnings management.  Both views are consistent with the 
importance of earnings to venture capitalists in the long run, as was ex-
pressed in the comment of Mark G. Heesen, the president of National Ven-
ture Capital Association, to the SEC regarding section 407 of SOX (File 
No. S7-40-02) in 200234: 

Venture capitalists have a special interest in audit committees.  Many 
serve on the audit committees of pre-initial public offering (IPO) com-
panies and continue to serve on audit committees once a venture-backed 
company becomes publicly traded. Venture capital professionals, repre-
senting venture capital funds on public company boards, view the audit 
committee as the best position from which to protect the large invest-
ments that funds have in newly public companies. 

In summary, some IPO firms seem to manage earnings to inflate them, 
but others appear to hoard income in order to have a smooth series of 
growth in the long run.  These conflicting incentives might explain studies 
that do not find earnings management by IPO firms (e.g., Beaver, 
McNichols, and Nelson, 2000). 

4.2.2.2 Seasoned Equity Offerings 

In a seasoned equity offering (SEO), a firm seeks to recruit a new group of 
investors, unless the firm raises capital through a rights offering: an ar-
rangement whereby the firm makes an offer to its current shareholders to 
purchase additional shares.  The incumbent owners naturally prefer as high 
a stock price as possible.  Hence, it comes as no surprise that firms manage 
earnings before SEOs (Teoh, Welch, and Wong, 1998a; Rangan, 1998; 
Kinnunen, Keloharju, Kasanen, and Niskanen, 1999; Shivakumar, 2000; 
Kim, 2002; Chin, Firth, and Rui, 2002; Ho, 2003; Marquardt and Wied-
man, 2004a, b; Zhou and Elder, 2004; Pastor and Poveda, 2005; Baryeh,
DaDalt, and Yaari, 2007). Collecting an unjustifiably high market price,
however, is problematic because it invites lawsuits that reduce the equity
of the existing stockholders (see Beneish, 1998b, p. 210, and the citations
above).   
                                                      
34 http://www.sec.gov/rules/proposed/s74002/mghessen1.htm. 
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The early studies blame the well-documented phenomena of poor per-
formance after an SEO (see, e.g., Loughran and Ritter, 1997, and citations 
therein) on pernicious earnings management.  Shivakumar (2000), and Ho 
(2003), argue that the market anticipates earnings management and dis-
counts it so that earnings management at SEO is neutral.  Baryeh, DaDalt, 
and Yaari (2007), argue that neutral earnings management at SEO is in-
consistent with the information asymmetry that characterizes such an event 
(see, e.g., Altinkilic and Hansen, 2003) and that the discount may be cor-
rect for the average firm but not for each firm individually.  They support 
this argument by examining insider trading before, during, and after the 
SEO year. 

We end this sub section with the following comment.  SEO ties in with 
Chap. 3 because it affects the wealth of managers.  Brazel and Webb 
(2006), argue that a manager with a large proportion of equity would only 
issue stock if absolutely necessary, since stock prices tend to decline on the 
announcement of an equity offering both in the short run and in the long 
run.  They find stronger reaction to SEO when the manager’s wealth is 
sensitive to stock price.  Marquardt and Wiedman (2004b), show that when 
management sells shares either at a primary offering or at a secondary of-
fering, the market discounts earnings more.  SEO ties in also with Chap. 5, 
because the market’s reaction is affected by the quality of the gatekeepers 
involved in the SEO such as auditors and underwriters (e.g., Santos, 1998; 
Slovin, Sushka, and Hudson, 1990; Zhou and Elder, 2004). 

4.2.2.3 New Listings 

New listings occur when public firms list in a new stock exchange, as 
when foreign firms list in the United States or U.S. firms move between 
exchanges.  In the former case, the incentives are countervailing.  On the 
one hand, firms have incentives to inflate earnings in order to obtain a 
higher market price.  On the other hand, since the U.S. reporting system 
has more restrictive requirements, the pursuit of a new listing might induce 
firms to improve the quality of their earnings and even lead to beneficial 
earnings management to signal quality. 

The research on the link between new listings and earnings management 
supports the proposition that firms manage earnings if their economic 
earnings are not strong enough.  None detects beneficial earnings man-
agement.  Charitou and Louca (2003), study 145 Canadian firms that listed 
on U.S. stock exchanges during 1981–1999.  They find that the firms 
tended to inflate earnings before their entry. The cross-listed firms that 
managed earnings had negative cumulative abnormal returns over the 3-
year period after their listing, in comparison to firms that abstained from 
earnings management.  Additional evidence that the firms engaged in perni-
cious earnings management is that firms that did not manage earnings out-
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4.2.3  Mergers and Stock-for-Stock Acquisitions 

Mergers and acquisitions (M&A) are other instances in which the firm’s 
stock is a coin in a transaction (see, e.g., Heron and Lie, 2002, and cita-
tions therein).  Thus, the price of the acquiring company’s stock is impor-
tant.  Common sense dictates that acquiring firms have incentives to inflate 
earnings in order to transfer as little stock as possible to finance the trans-
action.  Since the shareholders of the acquirer have to ratify the deal, such 
an earnings management strategy is consistent with their preference 
against diluting their ownership. 

As with the management buyouts studied in Chap. 3, a factor mitigating 
earnings management is the involvement of investment bankers.  Invest-
ment bankers provide professional advice on the fair terms of transactions.  
In addition, repeated aggressive management may not be feasible for ac-
quirers with a business model that is based on growth through acquisitions 
when such a strategy is pursued through issuance of stock.  Inflating earn-
ings in one period makes it harder to inflate them in future periods due to 
the reversal of accruals.  Moreover, transactions typically require lengthy 
negotiations (normally, they last more than a year).  The proximity be-
tween the acquirer and the target due to negotiations may render earnings 
management futile.  Erickson and Wang (1999), state, 

[A]cquiring firms, for good reason, may choose not to manipulate 
earnings. …  In the case of stock for stock mergers, the user of the ac-
counting information is not [uninformed].  On the contrary, the target 
firm’s management and board of directors have the resources and ex-
pertise to hire and effectively use expert accountants, auditors, and in-
vestment bankers to evaluate the acquirer’s financial statements.  Tar-
get firm managers and the target firm’s board of directors are subject 

                                                      
35 An exception is Huijgen and Lubberink (2005), who find that U.K. firms cross- 

listed in the U.S. report more conservatively than U.K. firms that did not crosslist. 

performed the NYSE and NASDAQ composite indices.  Similarly, Lin 
(2003), looks at 584 firms that migrated from NASDAQ to NYSE and 
AMEX and from AMEX to NYSE in the 1990–1997 period.  He shows that 
managers manipulated earnings during the year before switching.  Lang, 
Raedy, and Wilson (2006), find that foreign firms that go through cross-
listing use smoothing less aggressively.  The new cross-listers also exhibit 
stronger economic performance and lower risk.35 For recent studies that es-
tablish earnings management by cross-listing firms, consult Lang, Ready, 
and Wilson (2006), Ndubizu (2007), and Ndubizu and Hong (2007).  The 
latter study finds that earnings management is informative (as measured by 
the correlation of abnormal accruals and future cash flows), especially for 
firms conducting IPOs who are subject to increased regulators’ scrutiny. 
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to shareholder litigation if they do not perform their fiduciary duties on 
behalf of target shareholders.  Hence, they have strong incentives to 
assure that the financial statements of the acquirer, including earnings, 
are free of material accounting manipulation. 

Given …strong disincentives to manage earnings, the acquirer may 
choose not to manipulate earnings upward prior to a stock for stock 
merger.  (pp. 153–154) 

An opposing view is that the acquirer will try to manage earnings even 
if the bankers can perfectly see through the attempt.  This would be an in-
stance of the “signal jamming” mechanism discussed in Chap. 1 and Part 
3.  If the firm does not manage earnings, the bankers’ discount reduces the 
price and hence increases the cost of the transaction.  Since earnings man-
agement does not affect the informational content of earnings, earnings 
management is neutral. 

To the best of our knowledge, only three studies have investigated earn-
ings management by acquirers.  Erickson and Wang (1999), study 55 ac-
quiring firms that conducted stock-for-stock mergers in the 1985–1990 pe-
riod (with an average deal size of $270.4 million, ranging from a minimum 
of $0.9 million to a maximum of $3.8 billion).  They find earnings man-
agement preceding the agreement to merge.  It seems that manufacturing 
firms favor increasing inventories in order to inflate earnings, while ser-
vice firms prefer deferring expenses.  Furthermore, Erickson and Wang 
show that the incentives to manage earnings are positively affected by the 
size of the deal and by management ownership.  The larger the deal, the 
greater the benefit of artificially reducing the purchase price through earn-
ings management.  The larger the management’s ownership, the stronger 
the alignment of management’s goals with the objectives of current stock-
holders. 

Efendi, Srivastava, and Swanson (2006), compare 95 firms from the 
GAO restatement sample (GAO, 2003) with an announcement date in 
2000 or 2001 to a control sample of firms matched on size and industry. 
They find that the likelihood of a restatement also increases significantly 
for firms that make an acquisition. 

Louis (2004), also contributes to understanding earnings management 
induced by mergers and acquisitions.  Louis considers 373 mergers, 236 
pure stock swaps, and, as a control sample, 137 pure cash swaps in the 
1992–2000 period.  He finds that acquiring firms inflate earnings in the 
quarter preceding the stock swap announcement.  As in Erickson and 
Wang’s study, the CEO’s holdings are greater in stock-for-stock mergers 
than in cash mergers. 

What is the strategy of the target?  Here, the value of earnings is murky.  
On the one hand, earnings signal potential for future profits, which sets the 
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price of the deal.  On the other hand, the fact that the target’s value is de-
rived from the synergy of the two firms might imply that earnings per se 
are of secondary importance. All in all, then, it is not clear whether target 
firms manage earnings. 

Erickson and Wang (1999), find insignificant (positive) earnings man-
agement by target firms.  Their finding, however, ought to be interpreted 
with some measure of caution.  They measure earnings management in the 
quarter when announcements of both negotiations and the merger agree-
ment are concluded.  Target firms may not manage earnings this late in the 
process.  This finding highlights one of the difficulties in detecting earn-
ings management.  When the event lasts for more than one accounting pe-
riod, when should one measure earnings management? 

Easterwood (1998), studies the earnings management strategy of 110 
firms that were the targets of tender offers during the 1985–1989 period.  
He observes that firms subject to hostile takeover attempts manage earn-
ings upward.  They inflate earnings in order to thwart the attempt. 

As an example of the demand for earnings management in a merger, 
consider Halliburton.  An article by Floyd Norris in The New York Times 
of August 4, 2004, reported that Halliburton had settled SEC accusations 
by paying a fine of $7.5 million.  The allegation was that Halliburton failed 
to inform investors that it had made a change in its accounting method for 
recording cost overruns on projects. In 1998, Halliburton was having large 
cost overruns on projects in the Middle East operated by its Brown & Root 
Energy Services business.  The old method recognized the cost overruns as 
losses, but the new method also recorded the revenues Halliburton thought 
the customer would eventually agree to pay.  The change boosted earnings:  
The 1998 pretax profit of $278.8 million was increased by 46% under the 
new accounting method.36 According to Norris, 

At the time the accounting was changed, Halliburton was preparing 
to merge with Dresser Industries and was dealing with a decline in the 
company’s share price partly caused by slumping oil prices. It reported 
a 34 % gain in profit for the quarter, far better than other oil services 
companies were reporting, and Mr. Cheney said then that “Halliburton 
continues to make good financial progress despite uncertainties over 
future oil demand.” 

Finally, to the extent that mergers and acquisitions are a matter of busi-
ness strategy, diversified firms may be more or less inclined to manage 
earnings than undiversified firms.  Jiraporn, Kim, and Mathur (2004), note 
                                                      
36 The first three quarters of 1999 also had earnings that were about $40 million 

higher than they would have been, although the percentage increases were 
smaller. 
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the existence of two conflicting forces.  On the one hand, diversification 
creates additional organizational complexity, which leads to a higher level 
of information asymmetry between managers and outsiders.  Hence, the 
firm can exploit this situation and engage in pernicious earnings manage-
ment, or attempt to alleviate the asymmetry through beneficial earnings 
management.  On the other hand, diversified firms derive their cash flows 
from diverse sources.  The accruals associated with these cash flows are 
less than perfectly correlated and tend to cancel each other out.  Conse-
quently, tests of earnings management through levels of accruals would 
show a lower level of earnings management.  Empirical testing by 
Jiraporn, Kim, and Mathur indicates that earnings management is lower by 
1.8% in industrially diversified firms.  Furthermore, a combination of in-
dustrial and global diversification reduces the incidence of earnings man-
agement by 2.5%. 

4.3 Bondholders and Other Creditors 

4.3.1  Background 

There are numerous debt contractual terms that firms may accept, encom-
passing security, seniority of the claim, and covenants that limit the firm’s 
freedom to take certain investment and financing actions.  In the following, 
we distinguish between public debt and private debt.  Firms incur public 
debt by issuing bonds.  These obligations tend to be long-term, with rela-
tively loose covenants.  A trustee monitors them, and there is limited flexi-
bility in renegotiating the contract.  Private loans are obtained mostly from 
banks.  They tend to be shorter term, with extensive covenants, and are re-
negotiable. Syndicated loans are underwritten and financed by a consor-
tium of banks, insurance companies, and other financing entities.  They are 
hybrids since they are private but involve multiple lenders (Zhang, 2003).  
They usually comprise a portfolio of short-term and long-term loans.37 

All debt contracts involve a constituency of management, creditors, and 
shareholders.  Admitting creditors into the accounting scene (see the Intro-
duction to Part 2) triples the conflicting interest, as there are conflicts be-

                                                      
37 Syndicated loans involve information asymmetry and moral hazard among the 

lenders.  Usually, such a loan has a lead bank that has a business relationship 
with the borrower, and the other members of the syndicate do not.  Hence, the 
lead bank has superior information and may shirk on monitoring activities as a 
representative of the syndicate (Gorton and Pennacchi, 1995; Dennis and 
Mullineaux, 2000; Zhou, 2003). 
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tween creditors and shareholders, and between creditors and management. 
The conflicting interests of shareholders and debtors are better known 

(e.g., Kalay, 1982).  Shareholders are aware that creditors have a senior 
claim on the firm’s assets in case of liquidation; part of the security for the 
debt is the owners’ equity in the firm.  Shareholders therefore prefer to col-
lect dividends before the debt matures.  In return, creditors are concerned 
that shareholders’ withdrawals might jeopardize the firm’s ability to pay 
them back. 

To see this conflict, observe the firm at the point when the debt matures 
and the firm has to pay back the principal plus the last interest installment.  
Figure 4.4 shows the three possible configurations of cash receipts by 
lenders and by shareholders. 

 
Fig. 4.4 The conflict between shareholders and creditors 

If the firm does not have the necessary funds to pay its creditors, they 
receive nothing, and so do shareholders (the firm’s equity value is zero or 
less).  If the firm has some assets that are valued at less than creditors’ 
claims, the creditors receive everything, and the shareholders receive noth-
ing (between zero and point L).  If the firm’s assets exceed L, the creditors 
receive just what was agreed upon, L, and the remainder accrues to share 
holders.  This figure reveals one of the consequences of this conflict, the 
underinvestment problem.  Projects that have a positive net present value 
(a value to the right of the origin of the axes) may not be pursued because 
the shareholders’ payoff is reduced by the lenders’ fixed claim (see the 
theoretical study of Moyen, 2000, and the empirical study of Elyasiani, 
Guo, and Tang, 2002, and the citations therein). 
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Debtors also have interests in conflict with those of management.  Like 
shareholders, debtors supply the firm with funds.  Neither shareholders nor 
creditors can observe what the management does with the funds.  There-
fore, they are concerned that management may make choices that jeopard-
ize the firm’s ability to repay. 

Although shareholders may consider management to be too risk-averse, 
creditors may regard management as too aggressive.  Creditors prefer low-
risk projects that increase the probability of being repaid.  Share-price 
maximization dictates otherwise.  Shareholders (who design management 
contracts) are protected from downward risk by having limited liability.  
Thus, a riskier project increases their expected payoff. 

Although we emphasize the conflicting interests of shareholders and 
debtors, some researchers contend that the latter provide a management 
monitoring service to shareholders (Jensen and Meckling, 1976; Jensen, 
1986).  Empirical evidence of this hypothesis is given in several studies 
(Jaggi and Gul, 1999; Gilson and Warner, 1998; Krishnaswami, Spindt, 
and Subramaniam, 1999; Hubbard, Kuttner, and Palia, 2002).38 

There is a difference in the monitoring value of public and private loans.  
Private debt has more restrictive covenants than public debt (see, e.g., Smith 
and Warner, 1979; El-Gazzar and Pastena, 1991; Beneish and Press, 1993; 
DeAngelo, DeAngelo, and Skinner, 1994; Gopalakrishnan and Parkash, 
1995; Dichev and Skinner, 2002), but at the same time, renegotiation of con-
tracts is easier with private debt.  In a public debt, a trustee is nominated as 
part of the public debt arrangement with little flexibility (see Smith, 1993).39 

Harris and Raviv (1990), contend that debtors also provide information 
about the value of the firm.  They point to the following events that speak 
to the firm’s financial health: the payment of liabilities, the renegotiation 

                                                      
38 Jaggi and Gul (1999), find a positive association between debt and free cash 

flows for low growth firms.  Krishnaswami, Spindt, and Subramaniam (1998), 
observe that firms with more “moral hazard” use more private debt.  Gilson and 
Warner (1998), examine firms that switch from private bank debt to public junk 
bond financing.  The motivation is not deteriorating operating performance, but 
the wish to free themselves from the tight debt constraints and lender monitor-
ing provided by the bank.  Krishnaswami, Spindt, and Subramaniam (1999), ob-
serve that firms with more “moral hazard” use more private debt.  Hubbard, 
Kuttner, and Palia (2002), show that banks have advantage in monitoring bor-
rowers because of their relational transactions.  HassabElnaby (2006), uses the 
observable incidences of covenant waiver to show that lending banks possess 
private information on the borrower, which is used to reduce the agency cost in-
volved in such relationships. 

39 Black, Carnes, Mosebach, and Moyer (2004), show that increased regulatory 
monitoring of bank reduced the use of covenants in the new debt issuances. 
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of the debt upon a default, and investigation by accountants and lawyers in 
the wake of a bankruptcy.40 

For other benefits of debt, consult the review of the literature on the 
structure of capital by Harris and Raviv (1991). 

4.3.2  The Importance of Earnings to Debt Contracts 

Creditors secure their interests by designing contracts that limit firms’ abil-
ity to make decisions that are contrary to their interests.  Broadly, these re-
strictions are affirmative or negative covenants.  Affirmative covenants re-
quire firms to maintain predetermined ratios based on accounting numbers.  
Examples include the current ratio, interest coverage, net worth of tangible 
assets, and minimum earnings.  Negative covenants prohibit certain future 
investment or financing activities, such as future capital expenditures, ac-
quisitions, dividend payments, and new debt (Smith and Warner, 1979; 
Begley, 1990; Duke and Hunt, 1990; Press and Weintrop, 1990; El-Gazzar
and Pastena, 1990; Smith, 1993; Beneish and Press, 1993, 1995a, 1995b;
Chen and Wei, 1993; Sweeney, 1994; Mohrman, 1996; Dichev and Skinner,
2002; Beatty and Weber, 2003). 

To illustrate, consider the large sample study of Dichev and Skinner 
(2002).  Using DealScan, they identify the following 12 covenants in the 
order of their relative frequency with which the same covenant appears in 
different loans: 

Debt to cash flow 3,016 
Interest coverage 2,941 
Fixed charge coverage 2,720 
Tangible net worth 2,446 
Net worth 1,945 
Debt to tangible net worth 1,735 
Debt service coverage 1,480 
Leverage ratio 1,400 
Current ratio 1,374 
Senior debt to cash flow 566 
Cash interest coverage 163 
Debt to equity 144 

                                                      
40 A similar argument is made by Strobl (2004), who proposes that it is in the best 

interest of shareholders, who wish to monitor managers, that firms overinvest.  
Overinvestment increases the uncertainty of the firm’s cash flows because the 
firm pursues both positive and negative NPV projects. This induces outsiders to 
collect information, which thus increases the informativeness of the price and 
improves the monitoring of the firm’s managers. 
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Some covenants are calculated differently in different debt contracts. 
“Debt” can mean total debt, funded debt, or funded debt less cash, and 
“cash flow” can be cash from operations, EBIT, EBITDA, and soon. (Di-
chev and Skinner, 2002).  Furthermore, tailoring the GAAP is quite preva-
lent in private debt contracts (Lefwich, 1983; El-Gazzar and Pastena, 
1990). 

Firms can change their earnings when there are changes in GAAP, but 
debt covenants may include clauses that limit how the firm reports earn-
ings (Smith, 1993).  Some contracts require the borrower to use the same 
GAAP that prevails on the contract date or furnish the details to reconcile 
the accounting numbers under a new GAAP (frozen GAAP).  Other con-
tracts allow changes in GAAP that were unanticipated when the contract 
was made (rolling GAAP).  Beatty, Ramesh, and Weber (2002), find that 
lenders require higher interest rates to consent to rolling GAAP and that 
borrowers are willing to pay in order to avoid having two sets of books, as 
frozen GAAP require.  They also note that although earlier contracts al-
lowed firms to change their accounting treatments within specified GAAP, 
more recent contracts seem to eliminate this option (see also Mohrman, 
1996). 

Private debt contracts may also have performance pricing provisions.  
These provisions adapt the terms of the loan to anticipated changes in the 
creditworthiness of the borrower, as measured by accounting indicators.  
From a contract design perspective, it seems that lenders cope with in-
creased riskiness mainly through design of the covenant and with im-
proved risk through performance pricing, although performance pricing 
may address both (Beatty and Weber, 2000; Dichev, Beatty, and Weber, 
2002).  Asquith, Beatty, and Weber (2005), state, 

Performance pricing is a relatively new provision in bank debt contracts…. 
Performance pricing explicitly makes the interest charged on a bank 
loan a function of the borrower’s current credit rating or of their finan-
cial ratios such as debt-to-EBITDA, leverage, or interest coverage by 
having the interest rate in the contract vary directly with changes in 
measures of financial performance. In so doing, performance pricing 
expands the importance of accounting information in debt contracts 
and potentially reduces the contracting costs of private debt.  (p.102) 

Asquith, Beatty, and Weber (2005), show that performance pricing re-
flects information asymmetry regarding future creditworthiness, so that it 
is less likely when multiple performance measures can provide a true pic-
ture of the borrower’s riskiness.  Similarly, Roberts and Panyagometh
(2003), observe that performance pricing mitigates information asymmetry 
between lead bankers and other members of a syndicated loan, since in 
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such settings these members have little contact with the borrower.41 
Another evidence for the importance of earnings is that having it as a 

control in the empirical research design may yield a significant result.  
(The empirical design is discussed in Chapts. 10 and 11.)  Burns and Kedia 
(2006), for example, show that firms that restate earnings due to account-
ing irregularities have higher leverage than matched control firms. 

4.3.3  Earnings Management and Debt Contracts42 

Since debt is a multi-date phenomenon, discussion of earnings manage-
ment in this context requires familiarity with these dates.  Figure 4.5 below 
summarizes the potential dates of a breached loan.  They do not present the 
normal sequential developments in the life cycle of a representative 
breached debt agreement; rather, the events are ordered by their severity as 
measured by the implication for the firm’s cost of capital.  For example, 
Beneish and Press (1995b), find that firms that did not have any (observ-
able) Date 2 event may still go bankrupt (Date 3) and that in some cases 
debt service violations coincide with bankruptcy proceedings.  We depict 
technical default of a covenant before a debt service default, in which the 
firm fails to make an interest or principal payment, and then bankruptcy 
and liquidation.  Beneish and Press (1995b), report on average a negative 
stock price effect from day –1 to +1 of the announcement of the following 
events: technical default (of a covenant): –3.53%, service default (of fail-
ing to submit a payment to the lender)—10.52%, and bankruptcy –29.74%.  
Multiplying these numbers by the Date 2 market value of equity yields a 
shareholders’ loss effect of $2.5 million, $6.8 million and $20.2 million, 
respectively.  Given firms that default are smaller, these numbers are quite 
sizable. 

                                                      
41 As an educational exposé  that digresses from earnings management per se but 

is pertinent to researchers, note that the dependence of debt on accounting infor-
mation has inspired research that examines the effect of new accounting stan-
dards on debt, e.g., Frost and Bernard, 1989; Mohrman, 1993, on the SFAS 19 
exposure draft that implies the elimination of the full cost method for firms in the 
oil and gas exploration industry; El-Gazzar, 1993, on SFAS 13 that requires 
firms to capitalize some leases; Amir and Gordon, 1996; Amir and Livnat, 1997; 
and D’Souza, Jacob, and Ramesh, 2000, on SFAS 106 that addresses postretire-
ment benefits other than pensions. 

42 Bryan, Nash, and Patel (2006), show that the monitoring role of debt declined in 
the 1990s with the rise of earnings management. 
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Fig. 4.5 Possible events in the life cycle of a debt covenant violation 

Date 1: 
Common sense dictates that before taking a loan, a firm faces two op-

posing pressures.  On the one hand, because creditors, who want to assess 
the riskiness of the firm in order to evaluate its capacity to pay back loans, 
analyze financial ratios such as debt/equity, firms have incentives to inflate 
earnings.  On the other hand, since a loan is a long-term commitment, 
firms are under pressure to report conservatively in order to build reserves.  
Firms thus also have incentives to deflate earnings. 

Studies that use leverage to control for incentives to manage earnings 
find that firms inflate earnings (e.g., Das and Shroff, 2002; Gul, Tsui, Su, 
and Min, 2002).  Yet DeAngelo, DeAngelo, and Skinner (1994), who 
study troubled companies that suffered consecutive losses and stopped 
paying dividends, find no income-increasing accruals in the 10-year period 
before the event year in their study.  We have to be careful in interpreting 
these results, however, because they do not control for the inception of 
debt. 

Ahmed, Billings, Morton, and Stanford-Harris (2002), provide evidence 
that firms are rewarded for conservative earnings management.  Bharath, 
Sunder, and Sunder (2004), and Francis, LaFond, Olsson, and Schipper 
(2005), find that firms manage earnings in both directions, but not neces-
sarily with an eye toward debt negotiations.  However, these studies note 
that earnings management is penalized regardless of its direction.  Bharath, 
Sunder, and Sunder (2004), examine the cost of debt of firms that took 
syndicated loans, as a function of their quality of earnings, measured by 
their abnormal accruals (a surrogate for discretionary accruals; see Sect. 
4).  Collecting a sample of 7,334 private bank loans of 3,082 firms over the 
1988–2001 period from the DealScan database, they find a U-shaped rela-
tionship.  They consider their measure as an indication of pernicious earn-
ings management, which creates more risk for lenders.  Regardless of 
whether abnormal accruals are positive or negative, the cost of a loan in 
terms of interest, maturity, and collateral is higher for a high absolute level 
of discretionary accruals.  The incremental interest cost is 17–23% higher 
than the average interest in their sample, maturity is about one month ear-
lier, and the probability of securing the loan by collateral is 11% higher. In 
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addition, since lenders spend costly resources on monitoring loans, the os-
tensibly poorer earnings quality leads to up-front fees that are 16–37% 
higher and annual fees that are 50% higher for borrowers with the poorest 
accounting quality.  Francis, LaFond, Olsson, and Schipper (2005), ob-
serve that firms with lower quality earnings have lower debt ratings and 
larger realized costs of debt.  Firms with the best earnings quality enjoy 
discounts of 126 basis points in their cost of debt relative to firms with the 
worst earnings quality. 

The findings of Bharath, Sunder, and Sunder (2004), and Francis, La-
Fond, Olsson, and Schipper (2005), suggest that lenders pierce the veil of 
managed earnings, but Janes (2003), finds evidence to the contrary.  He 
investigates the relationship between accruals and tightness in commercial 
loans in a sample of all Compustat firms with available data (7,007 firms, 
36,652 firm-year observations) in the 1990–2000 period.  After showing 
that the level of accruals is a lead indicator of financial distress (367 firms 
which are 5.2% of the sample), Janes finds that covenants are not set 
tightly when accruals are high, but only when accruals are low.  Janes fa-
vors the interpretation that commercial lenders fail to fully process the in-
formation content of accruals.  An alternative explanation is that they are 
aware that high accruals increase the likelihood of covenants’ violation, 
and relaxing the covenants saves on costly renegotiations. 

We note that some studies examine whether leverage is a proxy for the 
tightness of debt covenants, which we identify as a Date 2 event.  See, e.g., 
Duke and Hunt (1990), and Press and Weintrop (1990).  The evidence is 
consistent, with leverage being, at best, a noisy signal of tightness (see the 
discussion in Dichev and Skinner, 2002).  Hence, it seems more likely that 
if leverage motivates healthy firms to manage earnings upward, the expla-
nation may be that they wish to maintain rapport with lenders in anticipa-
tion of repeat transactions rather than a wish to avoid covenant violation. 

How reliable is leverage as a variable that explains earnings manage-
ment?  Beneish (1997), examines the propensity of firms to violate GAAP 
as a function of leverage (and other variables that are described in Chap. 
10) and finds that the coefficient on the leverage variable conditional on 
firms being classified as being aggressive accruers with increasing sales is 
positive (0.587) and significant.  He interprets this result as indicating that 
incentives to violate GAAP increase with the need to comply with cove-
nants or to raise capital on favorable terms.  When he estimates his model 
using random samples, however, he finds that the leverage variable only 
attains significance in 20 out of 100 random sample estimating aggressive 
accruers with sales increases (p. 290). 
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Date 2: 
After taking a loan, a firm may experience technical default, failing to 

comply with one or a few debt covenants.  Note that the firm might ex-
perience a slight deterioration in its creditworthiness while covenants are 
still slack.  In performance-pricing contracts, the lender might have the 
flexibility to increase the interest expense as a precaution for a bumpy 
road ahead. 

There are three main cases of technical default: 

1. A technical violation that is forgiven by the lender before the bal-
ance sheet date.  The covenant violation is cured through renego-
tiation of the original debt contract. 

Fortunately for firms but unfortunately for research, such an event may 
fall “below the radar” unless firms make voluntary disclosure or the lender 
does not pursue the violation explicitly and the firm has to disclose it. Un-
der Regulation S-X, section 210, Rule 4-08, paragraph (c) and EITF 86-30, 
firms do not have to disclose violations in the footnotes to the financial 
statements; under FAS  78, firms do not have to reclassify the debt from 
long- to short-term debt; under SAS 59, auditors do not have to issue a 
“going concern” qualification. 

Dichev and Skinner (2002), who used DealScan, find that 30% of their 
sample firms experience a debt violation at least once and that most viola-
tions are committed by financially healthy firms.43  They do not separate 
cured violations from other waivers because of lack of data on what hap-
pened after the violation.  They explain the prevalence of violations by ob-
serving that covenants are set tightly in private debt contracts.  The fact 
that renegotiation can cure the violation implies that the borrower will not 
fight it, and at the same time, the lender gets the opportunity to monitor the 
loan more efficiently by requesting explanations and earnings forecasts 
from the firm.  Thus, the costs of tighter covenants are offset by their value 
in providing early warning signals. 

If it is so easy to waive covenants when the firm is financially sound, 
will the firm manage earnings to relax the covenants?  We are unaware of 
a study that analyzes cured covenants, but studies that examine accounting 
choices vis-à-vis the probability of a waiver find evidence that is consistent 
with common sense.  HassabElnaby Mosebach, and Whisenant (2005), 
show that earnings management is negatively correlated with the probabil-
ity of a waiver but positively correlated with the probability of costly rene-

                                                      
43 DeFond and Jiambalvo (1994), also report that violation is a high-frequency 

event since they find that 345 of the approximately 4,100 firms in the NAARS 
database had an initial-year violation between 1985 and 1988. 
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gotiation and the chance that the waiver will be temporary.  Beatty and 
Weber (2003), find that an income-increasing accounting choice is less 
likely when the debt is raised from a single lender, a setting in which the 
borrower’s bargaining power is greater. 

The other two cases of technical default (besides a cured violation) are 
the following44: 

2. The technical violation is waived but not cured, or 
3. The technical violation is not waived.45 

When a firm violates a technical covenant, it usually violates more than 
one (Beneish and Press, 1993; Dichev and Skinner, 2002).  Also, some 
covenants are breached more often than others. Beneish and Press (1993), 
find that the following covenants are violated most often: net worth or tan-
gible net worth (see Sweeney, 1994; Jaggi and Lee, 2000; HassabElnaby 
Mosebach, and Whisenant, 2005), working capital or current ratio, and 
leverage.  Minimum earnings, minimum interest coverage, and cash flow 
indicators (such as cash flows from operations or the ratio of cash flow to 
total debt) are violated less frequently. 

Broadly, there are two reasons for such a violation: either the firm is fi-
nancially healthy and the technical violation occurred because the cove-
nant was set too tightly or the firm is financially distressed. 

The lender’s response varies according to the reason for the violation.46  
                                                      
44 In HassabElnaby, Mosebach, and Whisenant (2005), 263 (58%) firms violated 

only one covenant, and 194 (42%) violated more than one covenant. 
45 We combine cases 2 and 3 because most samples do not distinguish between 

them, largely because a firm might get a temporary waiver first. 
46 HassabElnaby (2006), finds “that, before lenders make a waiver decision, they 

accurately interpret signals provided by accruals before they make a waiver de-
cision … [and] that accounting procedures and accruals are partial substitutes 
for low-cost debt covenant violations” (p. 3). 

 Notably, firms that have to disclose covenant violation may also experience 
financial difficulties.  In Beneish and Press (1993), the percentage of firms 
that reported losses in the year of violation and disclosed covenant violation is 
85.4%, as compared to 24.5% of non-violators, which are matched to violators 
by industry. DeFond and Jiambalvo (1994), report a median annual earnings 
decline for their violator firms of 6% of assets, as well as a loss frequency of 
80%.  Even the sample of Dichev and Skinner, which contains relatively  
financially healthy firms, has loss proportions that range between 35 and  
51% in initial violation quarters and between 33 and 26% in all violation  
quarters. 

 As a matter of fact, one criticism of the research in this field is that not all stud-
ies distinguish between healthy and troubled firms (Peltier-Rivest, 1999, 2002; 
Peltier-Rivest and Swirsky, 2000). 
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Smith (1993), p. 294), observes that “a lender’s reactions to default fall 
along a continuum: at one extreme, the lender grants a permanent waiver 
without renegotiation; next, a temporary without renegotiation; then, no 
waiver, but no renegotiation; then, a waiver following renegotiation; fi-
nally, renegotiation fails, no waiver is granted, and the firm obtains fi-
nancing from another lender.”  If a financially healthy firm violates a 
covenant, a permanent waiver is a solution.  If, however, the lender sus-
pects imminent financial distress, renegotiation takes place, and the bor-
rower must convince the lender that it will return to health.  If the firm 
succeeds, a temporary waiver becomes permanent.  If the firm fails, ei-
ther the contract is renegotiated and the debt is restructured (Beneish and 
Press, 1993, 1995a, b; Chen and Wei, 1993; DeFond and Jiambalvo, 
1994; Sweeney, 1994) or the firm is denied a waiver and it must try to re-
finance the loan.47 

Violation can be quite costly to the borrower.  Beneish and Press (1993), 
study 91 violators between 1983 and 1987; they estimate that the costs to a 
lender due to violations increased the range of interest to a level between 
84 and 193% of the market value of equity (MV), and restructuring costs 
due to asset sales and refinancing were on the average 37% of MV.48  As 
discussed above, there are additional costs, since covenants are tightened 
and operations are constrained.  Although these costs are lower for firms 
that get a waiver, the lender can extract fees and concessions such as ac-
celerated principal repayments in exchange for granting the waiver. 

To emphasize, although a waiver lets the firm “off the hook,” in truth 
this escape can come at some cost, which is one reason why firms that are 
close to violating debt covenants experience a negative market price reac-

                                                      
47 Chen and Wei (1993, Table 5, p.229), examine a sample of 52 firms (between 

1985 and 1988) that got a waiver and provided information in the reports; the 
waiver is either permanent (P) or temporary (T).  The distribution of the devel-
opments after the covenant violations shows that permanent and temporary 
waiver for the case of “Payment demanded by creditor” are four (P) and four 
(T), respectively; “Debt restructured, or debt becomes demand loan” are one (P) 
and two (T) respectively; “Terms of debt tightened” are two (P) and two (T), re-
spectively, and “No changes in the terms of the debt” are twenty-one (P) and ten 
(T), respectively.  So the total permanent waivers are twenty nine to twenty 
three temporary waivers. 

48 DeFond and Jiambalvo (1994), report that firms incur costs due to the follow-
ing: debt classified to current (21 firms); lending limits reduced (7 firms); ad-
ditional assets pledged or increases in compensating balances required (6 
firms); cash receipts controlled or deposits seized by bank (5 firms); interest 
rate increased (3 firms); partial payoff forced (2 firms); other unique costs (9 
firms). 
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tion (Beneish and Press, 1995a, b), a greater negative stock price reaction 
to bad news (Core and Schrand, 1999), and a negative market price reac-
tion to the announcement of new accounting policies that may reduce the 
slack of covenants (El-Gazzar, 1993). 

We summarize this discussion with the following conjecture: 
The debt-covenant hypothesis:  Firms that are concerned that the vio-
lation of a covenant will not be cured manage earnings upward in or-
der to relax the covenant.49 

This hypothesis has been tested by Healy and Palepu (1990), Beneish 
and Press (1993), Beatty and Weber (2003); DeFond and Jiambalvo 
(1994), DeAngelo, DeAngelo, and Skinner (1994), Sweeney (1994), 
Jaggi and Lee (2002), Dichev and Skinner (2002), and Beatty and Weber 
(2003). 

Table 4.4 summarizes the research and findings.  First, almost all stud-
ies50 show that firms manage earnings upward before the violation takes 
place.  Second, the findings depend on the level of the sample firms’ fi-
nancial distress.  Healthy firms that expect a permanent waiver do not 
manage earnings.  Healthy firms that are concerned that a permanent 
waiver may not be obtained manage earnings upward to relax debt cove-
nants, and firms in financial distress manage earnings downward, probably 
in order to affect new negotiations with lenders and employees. 

Additional evidence that debt covenants might explain the demand for 
earnings management is provided in studies on firms that make restate-
ments (e.g., Dechow, Sloan and Sweeney, 1996, on firms subject to en-
forcement of the SEC). Richardson, Tuna, and Wu (2002), find that re-
statement firms (in their sample of 225 firms that restated annual earnings 
between 1971 and 2000) have higher industry-year-adjusted leverage than 
non-restatement firms: 0.069 vs. 0.028, t-statistic 4.76. Efendi, Srivastava, 
and Swanson, 2006, show that the likelihood of a restatement (in their 
sample of 100 firms from the GAO restatement sample with an announce-
ment date in 2000 or 2001) increases significantly for firms that are con-
strained by a debt covenant. 

 
 

                                                      
49 For a discussion of this hypothesis, consult Watts and Zimmerman (1986, pp. 

215–217). 
50 Sweeney (1994), is the lone exception. 
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Table 4.4 Studies that examine the debt-covenant hypothesis 

Study Earnings manage-
ment tool 

Financially 
distressed 

Support of the debt-
covenant hypothesis 

Healy and 
Palepu 
(1990) 

Accounting choices 
(depreciation meth-
ods, inventory pric-
ing, extent of LIFO 
use, investment tax 
credit method, amor-
tization period for 
intangibles, amorti-
zation period for 
prior service pension 
costs, and pension 
rate of return as-
sumptions 

Yes No significant account-
ing changes surrounding 
the dividend-covenant 
event.  Firms prefer to 
cut dividends  
There are income-
increasing choices in 
year –2  
Only income-increasing, 
cash-conserving pension 
accounting decisions in 
years –1 and 0 

Beneish and 
Press (1993) 

Depreciation, LIFO, 
amortization of past 
pension service 
costs (changed by 
SFAS 87 in 1986), 
deferral of invest-
ment tax credit 
(abolished in 1985) 

Yes Firms adopt new stan-
dards that increase re-
ported earnings in the 
year of violation  

DeAngelo, 
DeAngelo, 
and Skinner 
(1994) 

Abnormal operating 
accruals (income 
minus cash flows 
from operations) af-
ter controlling for 
sales and cash flows; 
Changes in accruals, 
components of 
working capital, 
accounting choices 
such as write-offs 
and provisions for 
losses (Tables 5, 6) 

Yes In year –3, income-
increasing accruals.  In 
years –1 to –10, there is 
no difference between 
the troubled firms (29) 
and the matched sample 
(47). Year 0 is the first 
year in which dividends 
are cut 
In general, the evidence 
supports income-
decreasing choices such 
as large inventory write-
offs 

DeFond and 
Jiambalvo 
(1994) 

Abnormal accruals 
in time-series and 
cross-sectional 
analysis 

Yes Income increasing dis-
cretionary accruals 1 
year before the violation.  
Although no earnings 
management is detected 
in the year of the viola-
tion, there is possibly 

a

b
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Study  Earnings manage-
ment tool 

Financially 
distressed 

Support of the debt-
covenant hypothesis 
some management in this 
year, after controlling for 
management changes  
and auditor’s going con-
cern qualifications 

Sweeney 
(1994) 

Accounting methods 
(inventory, deprecia-
tion, investment tax 
credit, and amortiza-
tion of pension 
costs), voluntary ac-
counting change 
(e.g., pension ac-
counting assump-
tions or cost method, 
LIFO and FIFO 
adoptions or exten-
sions, depreciation 
method depreciable 
lives, investment tax 
credit treatment),  

changes in esti-
mate 

 and the timing of 
the adoption of 
mandatory account-
ing changes 

Mixed Firms having accounting 
flexibility and bearing 
technical default costs 
are more likely to make 
income-increasing ac-
counting choices 
Violators make more in-
come-increasing changes 
in the default year than in 
the surrounding years 
and more income in-
creasing changes than the 
control group (matched 
by industry) 

Default firms acceler-
ate (delay) adoption of 
income-increasing (de-
creasing) mandatory 
methods 

Peltier 
(1999) 

Discretionary accru-
als 

Yes Firms adopt income de-
creasing accruals 

Jaggi and 
Lee (2000) 

Discretionary accru-
als 

Mixed Firms manage earnings 
upward to relax a waiver 
and manage earnings 
downward before re-
structuring debt 

Peltier-
Rivest and 
Swirsky 
(2000) 

Discretionary accru-
als 

No Firms relax debt cove-
nants through income-
increasing accruals 

Dichev and 
Skinner 
(2002) 

Distribution of dif-
ferences between 
firms’ reported ac-
counting measures 
and the relevant 

No An unusually small 
(large) number of loan-
quarters with financial 
measures that are just be-
low (above) covenant 

a

b
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Study  Earnings manage-
ment tool 

Financially 
distressed 

Support of the debt-
covenant hypothesis 

covenant thresholds 
(i.e., “covenant 
slack”) 

thresholds.  These pat-
terns are more pro-
nounced before initial 
violations of the debt 
covenants 

Beatty and 
Weber 
(2003) 

Voluntary changes 
in accounting 
choices 

Probably 
not 

Performance pricing mo-
tivates income-increasing 
choices 
Managers who pay 
higher interest to keep 
their accounting flexibil-
ity manipulate earnings 
upwards 

HassabEl-
naby, Mose-
bach, and 
Whisenant 
(2005) 

Accounting treat-
ment choices and 
discretionary accru-
als 

Yes Firms are less likely to 
manage earnings if the 
expected cost of techni-
cal violation is low be-
cause, for example, a 
permanent waiver is 
likely 

   See Appendix for the samples of studies 
 Consecutive losses, dividend cuts, or negative cash flows 

 
Date 3 
A Date 3 event involves a debt service violation, in which the debtor 

does not pay an interest payment or a portion of the principal. Such an 
event could take place in conjunction with a bankruptcy, but need not. 

From an earnings management perspective, a firm may default as a stra-
tegic move.  Since the payment is costly, the firm may consider skipping a 
payment in order to keep the cash or to avoid seeking costly alternative 
funding of the payment.  Francis (1990), examines defaults in a randomly 
selected sample of 150 firms (75 of which are troubled, as per the Altman 
Z-score) in the 1982–1984 period. She finds that when the coupon rate ex-
ceeds current interest rates, firms are more likely to default, even when 
they plan to continue payments in the future.  Although she does not re-
strict her attention to private debt a priori, her sample includes mainly pri-
vate debt.  It seems that lenders are willing to overlook an isolated episode 
of non-payment in anticipation of future payments and more business. 

Date 4 
Bankruptcy changes the relationship between creditors and the firm.  

Since the lenders now become the residual claimants to the firm’s assets, 

a

b

a

b
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they have more say in the firm’s operating and investment decisions.  For 
example, within 120 days of a bankruptcy declaration, a company must 
prepare a reorganization program that puts it back in health.  Approval of 
this program by a court requires the consent of the majority of each class 
of creditor.  Filing bankruptcy under Chap. 11 allows a firm some relief 
from immediate payment of its debts. 

Given our extensive discussion of debt covenants, it is notable that loos-
ening covenants does not prevent bankruptcy.  For example, Asquith, 
Gertner, and Scharfstein (1994), show that 59% of the firms in their sam-
ple with loosened covenants nevertheless filed for bankruptcy, as com-
pared to 68% of the firms with tightened covenants. 

As bankruptcy has been given a good deal of attention in the account-
ing, finance, and legal disciplines, we pursue it no further.  From an earn-
ings management perspective, the bankruptcy phase is uninteresting be-
cause this is the time when the truth is exposed and there is no more room 
for pernicious earnings management.   

Date 5 
Liquidation (bankruptcy under Chap. 7) marks the end of the firm.  Its 

assets are sold when possible, and the proceeds are used to pay debtors in 
order of seniority of claims.  As with bankruptcy, there seems to be little 
advantage in earnings management.  

4.4 Regulators 

Researchers have had great success in detecting earnings management 
driven by regulation, the political environment, and taxation.  The current 
approach to research on management of discretionary accruals (see Sect. 4) 
started with Jones’s, (1991), study on earnings management by firms that 
are subject to import relief investigations.  These firms have incentives to 
appear in need of protection from competing imports.  Consequently, they 
manage earnings downward.  Similarly, Cahan (1992), shows that firms 
under investigation for anti trust violations report income-decreasing ab-
normal accruals while under investigation.  Cahan, Chavis, and Elmendorf 
(1997), find that chemical firms that anticipated financing a Superfund 
cleanup of environmental waste significantly deflated earnings in 1997, 
while legislation governing such activity was pending.  Key (1997), exam-
ines unexpected accruals for firms in the cable television industry at the 
time of Congressional hearings on whether to deregulate the industry.  Her 
evidence indicates that the industry deferred earnings while under scrutiny.  
Han and Wang (1998), show that petroleum-refining firms delayed report-
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ing earnings and selected income-decreasing accruals during the 1990 Gulf 
Crisis, when they made extraordinarily large profits.  Several additional 
studies highlight the importance of political costs and regulation in moti-
vating firms to manage earnings (see Hall and Stammerjohan, 1997, on the 
oil industry; Makar and Alam, 1998, on antitrust investigations; Lim and 
Matolscy, 1999, on firms subject to produce price controls; and Navissi, 
1999, and Bowman and Navissi, 2003, on managing earnings downward to 
induce regulators to increase the price in price-controlled Industries). 

China has been an interesting case for the study of earnings manage-
ment induced by regulation because the Chinese economy is centralized, 
and numerous decisions are subject to examination and approval by the 
regulator.51  Below, we discuss two studies that illustrate how earnings 
management is used to gain a favorable outcome with the Chinese regula-
tor; for more studies on China, consult Zou and Chen (2002). 

Aharony, Lee, and Wong (2000), examine the motivation to manage 
earnings in order to acquire a license for an IPO. They distinguish between 
two types of industries: protected industries, wherein firms can relatively 
easily obtain the required approval to issue stock, and unprotected indus-
tries, wherein the competition for the privilege to issue stock is fierce.  
They find that firms in the latter group manage revenues, as evidenced by 
comparing pre- and post-issue earnings, but to a lesser degree when the 
shares are issued in Hong Kong, indicating that the Hong Kong exchange 
provides valuable monitoring. 

Chen and Yuan (2004), examine rights issues, whereby firms issue addi-
tional shares that are offered to the shareholders in place.  They explain 
that the state controls the growth of the market by setting an annual quota 
of IPOs, which is allocated through provincial and municipal governments 
(as well as the ministries in charge of industries).  Because of the high de-
mand for the limited quota, local governments dole out their shares to as 
many firms as possible, leaving the capital needs of each successful appli-
cant unsatisfied.  These firms therefore turn to share rights, which also re-
quire a license that is awarded based on the history of the accounting rate 
of return.  Chen and Yuan find that Chinese firms manage their income 
through non-operating items to achieve the desired number, which was 
10% in 1996, and when that number decreased in 1999 to 6%, it seems that 
firms moved their target number toward this lower figure. 

                                                      
51 China is different from market economies such as the United States, in that it 

has an informal, “black economy” local stock market (Liu and Green, 2004).   
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4.4.1  Tax Expense and Deferred Taxes 

Another vein of research motivated by regulation is the research on tax ex-
penses, deferred taxes, and the deferred tax asset allowance.  From an 
earnings management perspective, two research questions arise. First, do 
firms manage their valuation allowance in order to achieve a given target?  
In what follows, we refer to research that pursues this question as employ-
ing the earnings-target approach (Gramlich, 1991; Boyton, Dobbins, and 
Plesko, 1992; Dhaliwal and Wang, 1992; Manzon, 1992; Sweeney, 1994; 
Burilovich and Kattelus, 1997; Miller and Skinner, 1998; Visvanathan, 
1998; Lu, 2000; Bauman, Bauman, and Halsey, 2001; Kumar and Visvana-
than, 2003; Phillips, Pincus, and Rego, 2003; 
Dhaliwal, Gleason, and Mills, 2004; Gleason and Mills, 2004; Holland and 
Jackson, 2004; Krull, 2004; Phillips, Pincus, Rego, and Wan, 2004; Cook, 
Huston, and Omer, 2006; Frank and Rego, 2006). 

By SFAS 109 (effective December 15, 1992), firms are required to rec-
ognize a deferred tax asset that meets certain requirements.  This is a dubi-
ous asset, however, because the firm can enjoy the future benefit only 
when it has taxable income, so firms are required to provide for a valuation 
allowance to be offset against the deferred tax asset.  The allowance re-
quires management to exercise judgment, since it is created if the evidence 
on hand implies that there is a likelihood of more than 50% that the de-
ferred tax asset will not be realized. 

Deferred taxes are among the last accounts that are closed before the 
earnings are publicized.  By the time these accounts are prepared, firms 
fully know whether they have reached their target earnings.  They there-
fore have incentives to flex the accounts to achieve the desired level of 
earnings management. Further support for the fact that firms use tax ex-
penses and deferred taxes to manage earnings is provided by the negative 
correlation between earnings management and tax compliance internation-
ally, since both are affected by the laws that protect investors and by ac-
counting standards (Wysocki, 2004). 

The literature on deferred tax accounts examines circumstances known 
to induce firms to manage earnings, such as meeting a benchmark 
(Bauman, Bauman, and Halsey, 2001; Phillips, Pincus, and Rego, 2003; 
Phillips, Pincus, Rego, and Wan, 2004; Frank and Rego, 2006), issuing or 
repurchasing stock (Bauman, Bauman, and Halsey, 2001), meeting ana-
lysts’ forecasts (Bauman, Bauman, and Halsey, 2001; Phillips, Pincus, and 
Rego, 2003; Dhaliwal, Gleason, and Mills, 2004; Lu, 2000; Schrand and 
Wong, 2003; Gleason and Mills, 2004; Frank and Rego, 2006), taking a bath 
(Visvanathan, 1998; Lu, 2000; Bauman, Bauman, and Halsey, 2001), smoo-

han, 1998; Schrand and Wong, 2003; 

Schrand and Wong, 2003; 

thing (Miller and Skinner, 1998; Visvanat
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Holland and Jackson, 2004), debt-related motivations as proxied by lever-
age (Miller and Skinner, 1998; Visvanathan, 1998; Lu, 2000; Bauman, 
Bauman, and Hasley, 2001), bonuses (Visvanathan, 1998), and conveying 
information to investors (Kumar and Visvanathan, 2003).  In general, prior 
research has found that firms do manage the deferred tax allowance in or-
der to meet their target earnings. 

The second question concerns whether firms manage earnings in order 
to minimize the present value of their tax expenses. Research on this sub-
ject treats a firm’s tax expense as the object of management, with managed 
earnings as the derived outcome of such management—the tax-target ap-
proach (Boynton, Dobbins, and Plesko, 1992; Dhaliwal and Wang, 1992; 
Scholes, Wilson, and Wolfson, 1992; Warfield and Linsmeier, 1992; 
Dhaliwal, Frankel, and Trezevant, 1994; Guenther, 1994; Hunt, Moyer, 
and Shevlin, 199652; Maydew, 1997; Collins, Kemsley, and Lang, 199853; 
Jenkins and Pincus, 1998; Beatty and Harris, 1999; Mikhail, 1999; Cale-
gari, 2000; Seida and Wempe, 2004; Badertscher, Phillips, Pincus, and 
Rego, 2006b). 

The theory (John, John, and Ronen, 1996) and empirics support in-
come-decreasing earnings management and an intertemporal shift of re-
ported earnings in order to minimize the tax expense.  The Tax Reform 
Act of 1986 has received special attention from researchers in this regard.  
One of the provisions of the Act establishes book income as a part of the 
basis for calculating the minimum tax for firms that did not pay significant 
taxes before the act.  Specifically, the Act specifies an alternative-
minimum-tax-book-income adjustment (henceforth, “adjustment”) to be 
added to taxable income.  Several studies (Gramlich, 1991; Boynton, Dob-
bins, and Plesko, 1992; Dhaliwal and Wang, 1992; Manzon, 1992) have 
found that firms used discretionary accruals to reduce income in 1987, the 
first year the Act applied.  The Act also reduced the maximum statutory 
tax rates from 46 to 34% over a 2-year period, giving firms incentives to 
shift net income forward. Maydew (1997), estimates that by pushing gross 
margin forward and selling and administrative expenses backward, firms 

                                                      
52  In some cases, managing tax expense does not compromise reported earnings.  

For example, Dhaliwal, Frankel, and Trezevant (1994), and Hunt, Moyer, and 
Shevlin (1996), show that firms manage inventories to reduce taxable income 
without compromising reported earnings in the financial reports.  They find that 
LIFO firms manage tax expense by accelerated purchases to inventory when 
the tax rate is high and delayed purchases when the rate is low. 

53 This study is different from the others, in that it shows that firms with foreign 
units shift income from countries with high tax rates to countries with lower tax 
rates. 
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with net operating loss carrybacks shifted income to quarters with lower 
tax rates, which yielded an aggregate savings of $2.3 billion. Similarly, 
Scholes, Wilson, and Wolfson (1992), and Guenther (1994), document the 
shifting of income from years with high rates to years with lower tax 
rates.54 

Warfield and Linsmeier (1992), consider the sale of investment securi-
ties by banks in order to manage their “Securities Transactions gains and 
losses” account, which is a component of their ordinary income.  The 
banks record investments at cost so that gains and losses are recognized 
when a sale takes place.  They note that the tax-expense-minimizing strat-
egy of profitable banks is to sell losing investment securities and withhold 
the rest, while the strategy of banks that have accumulated losses is the 
opposite.  From the earnings management perspective, the strategy creates 
a smoother earnings series.  Even if the firm did not mean to do so, an ex-
ternal observer might suspect that the firm managed earnings by timing the 
sale of investment securities. 

Since we expect firms to minimize their taxes, it is noteworthy that in-
come-increasing earnings management increases the tax expense.  This 
leads Eilifsen, Knivsfla, and Saettem (1999), to theorize that, at least in the 
short run, taxation has a favorable effect on the occurrence of pernicious 
earnings management because it renders the behavior costly.  Klassen 
(1997), provides support for this theory by showing that firms with a lower 
level of pressure from the capital market (proxied by insiders’ ownership, 
where higher ownership indicates lower pressure from the capital market) 
indeed manage their tax outlays by engaging in divestiture of assets with 
lower gains and higher losses.  At the same time, some firms are willing to 
manage earnings and pay taxes on non-existent income.  Erickson, Hanlon, 
and Maydew (2004a), study the excess tax paid by 27 firms under en-
forcement actions by the SEC between 1996 and 2002, finding that in total 
they paid $320 million in taxes on non-existent profits.55  See also Matsu-
naga, Shevlin, and Shores (1992).  

 

                                                      
54 Marsden and Wong (1998), report that New Zealand electric power boards, 

which were tax exempt before 1987, decreased their earnings through accruals 
management in 1987, the first year they paid taxes. 

55 The fact that taxable income does not coincide with financial-reporting income 
does not alter the reality that taxation increases the cost of managing earnings to 
inflate income.  Agreement between book income and taxable income tends to 
reduce Internal Revenue Service scrutiny and thus the consequent costs of tax 
examinations (Cloyd, 1995; Cloyd, Pratt, and Stock, 1996; Mills and Sansing, 
2000; Mills and Newberry, 2001). 
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How do firms balance incentives to manage earnings upward with in-
centives to minimize taxes by reducing taxable income? The answer is 
mixed.  Frank, Lunch, and Rego (2004), who observe that in the 1990s, 
there is was a trend of avoiding taxes and engaging in aggressive earnings 
management, study a sample of 5,641 firms (28,076 firm-years) from 1991 
to 2003.  They find that firms with more aggressive financial reporting also 
have more aggressive tax reporting. In contrast, Badertscher, Phillips, Pin-
cus, and Rego (2006a), argue that there is a trade-off between managing 
earnings upward and managing taxable income downward because aggres-
sive earnings management increases the gap between book and tax income, 
which, in turn, leads to increased scrutiny by the Internal Revenues Service 
(Mills, 1998) and the SEC (Jenkins and Pincus, 1998). They examine the 
mix of earnings management tactics that increases current tax expenses 
and earnings management with no effect on taxable income in a sample of 
159 firms that are identified by the GAO as restating earnings downward 
due to accounting irregularities. They find that firms use earnings man-
agement with tax consequences when their tax position reduces the cost of 
such a strategy: having net operating loss carryovers, having sufficiently 
high free cash flow, having a Big 4/5/6 auditor.56  They also show that in 
general, firms prefer to manage earnings without paying more taxes. 

Of course, the association between taxation and earnings management 
can be more complicated.  Aharoni and Ronen (1989), investigate a man-
ager’s response to changes in tax rates, when the manager’s compensation 
comprises a bonus (a function of accounting earnings before taxes) and op-
tions (a function of the market price).  They show that the manager re-
sponds to an increase in the tax rate by increasing reported income in order 
to undo the harmful effect of the tax on his wealth.  We illustrate this in a 
highly simplified version of their model. 

Let the firm be a two-period contract between risk-neutral shareholders 
and a risk-neutral manager with limited wealth, whose shares’ price is de-
termined by the market.  Each period, the firm generates earnings, Xt, t = 1, 
2. The shareholders design the manager’s contract to include a net bonus, 
B57, as a function of reported earnings, Rt (i.e., Bt=��Rt, t = 1, 2), and shares 
that award the manager a fraction � of the firm’s end-of-the-first-period 
market capitalization, V1.  Assuming a rational expectations equilibrium, 
the price equals the total expected earnings conditional on the first-period 
report, V1 = E(X1 + X2|XR

1).  The market designs a stochastic monitoring 
technology that determines at the end of the second period whether the 
                                                      
56 They also find that firms that manage earnings fraudulently tend to use tax-

saving tactics more.   
57 B is given net of personal income tax of the manager. 
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firm reported the truth in the first period.  This technology detects misrep-
resentation with probability p* and penalizes the management for a “bi-
ased” report by P.  If this technology successfully induces the manager to 
report the truth at the end of the first period, the manager reports R1 = X1.   

Since the market knows that earnings follow a random walk—i.e., X2 = 
X1 + ���where � is white noise, E(�) = 0—the firm’s expected value net of 
tax when the tax rate is �, 0 < ��< 1, is given as V1 = E(X1 + X2| Rt) = 2 
(1–�)E(X1| R1.  When the manager tells the truth, his expected wealth at the 
end  of  the first period is 

B1 + E(B2) + �V1 = 2�X1 + �� (1–�)X1 = 2[� +�� (1–�)]X1. (4.4) 

Suppose that the manager inflates the first-period reported earnings by � 
and that no accruals reverse in the following period.   The manager’s  
expected wealth at the end of the first period, under the assumption that no 
accruals reverse in the following period, given that the market believes the 
report, is58: 

B1 + E(B2) + �V1 – p*P = 
�X1(1 +��� + ���X2) 	��� (1–�)X1(1 + �����p*P = 

2[� +�� (1–��)]X1 + �[��	����(1–�)]X1 ��p*P. 
(4.5) 

It is clear that d�/d� =��� [1 + �]/[� + 2� (1–��)] > 0 when p is set opti-
mally.  That is, the manager is indifferent to telling the truth only if  
� (� + 2� (1–��))X1��p*P = 0.  Suppose that, ex ante, p* is set as a function 
of earnings, the variables of the manager’s compensation, possible penal-
ties, and the tax rate, so that the manager is indifferent to telling the truth 
as follows,  p* = ��� (� + � (1–��))X1/P].  If the tax rate unexpectedly goes 
up, the manager has incentives to compensate for his loss of wealth by 
overstating earnings, ��> 0.  In equilibrium, as the tax rate goes up, in-
come-increasing earnings management takes place. 

Keating and Zimmerman (1999), examine the effect of changes in taxa-
tion on accruals (depreciation) in the aftermath of the 1981 change in de-
preciation for tax purposes, which mandated fixed depreciation schedules 
for taxes.  “Prior to 1981, if a firm estimated longer lives and higher sal-
vage values (i.e. income-increasing estimates) for financial reporting than 
for taxes, the IRS could challenge the company’s estimates for tax pur-
poses and, if successful, increase the firm’s tax liability.  The 1981 tax law 
removed this indirect link between financial and tax reporting by mandat-
ing fixed depreciation schedules for taxes” (p. 360).  They find that when 

                                                      
58 The argument is that if a truth-telling is the Nash equilibrium, we ought to check 

that the manager does not wish to deviate unilaterally.  



178      4  Users 

managers were no longer concerned with being challenged by the IRS (and 
having the firm’s tax liability increase unexpectedly), the likelihood of an 
estimate revision increases and the likelihood of a depreciation method re-
vision decreases. 

For further discussion of the research on taxation, consult Shackelford 
and Shevlin (2001), and their discussant, Maydew (2001). 

4.4.2 Regulated Industries: Insurance Companies and Banks 

Two regulated industries that received a great deal of attention are banking 
and insurance.59 

The importance of accounting reports for regulating explains insurance 
companies’ incentives to manage their financial numbers.  The Insurance 
Regulatory Information System (IRIS) has been the principal analytical 
tool for identifying troubled insurance companies (Petroni, 1992, provides 
a detailed description of IRIS).  An IRIS analysis has two parts.  First, 11 
financial ratios are computed based on the accounting data available from 
insurers’ annual statutory statements. Each of these 11 ratios is defined as 
either “usual” or “unusual,” where the usual ranges are predetermined by 
the National Association of Insurance Commissioners (NAIC). Firms are 
classified as “failing” this statistical stage when more than three ratios are 
outside the usual ranges. These firms enter the analytical stage of the sys-
tem, in which a team of examiners and senior financial analysts review 
their statutory statements.  The team designates some of the firms as re-
                                                      
59 Although we focus on the effect of regulation on the incentives to manage earn-

ings, there is research on the insurance industry that parallels cases that are dis-
cussed in other sections of this book.  Browne, Ma, and Wang (2004), for ex-
ample, study whether stock options to management create incentives to be more 
accurate in the estimation of loss reserves.  On the one hand, inflating earnings 
seems logical, but since the market sees through the errors and penalizes the 
firm, they expect to find, and indeed their evidence shows, that stock options are 
associated with increased accuracy. These findings are consistent with the result 
in Anthony and Petroni (1997), that earnings response coefficients are smaller 
for insurers with more variable reserve estimation errors.  Beaver, McNichols, 
and Nelson (2000), examine whether property-casualty insurance companies 
manage earnings before equity issuances: 80 initial public offerings and 116 
seasoned equity offerings.  Petroni and Beasley (1996), and Gaver and Paterson 
(2001), explore whether the quality of external monitors such as auditors or ac-
tuaries mitigates the incentives of financially weak insurers to deflate loss re-
serves.  Ke, Petroni, and Safieddine (1999), discuss the relation between CEO 
compensation and accounting performance measures in the property-liability in-
surance industry.   
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quiring “immediate regulatory attention” or “targeted regulatory attention” 
by state regulators. 

Banks, too, are regulated based on their accounting capital ratios be-
cause the government wishes to prevent bank failures, as it is the ultimate 
insurer of deposits.  In 1991, Congress passed the FDIC Improvement Act.  
The act provides a classification system with five tiers based primarily on 
capital ratios, with the lowest tier having a capital-to-assets ratio of less 
than 2%.  Regulators are strongly encouraged to close any bank falling into 
the lowest tier if the bank is unable to raise the ratio within 90 days of fal-
ling below 2% (see Wall and Peterson, 1996, and citations therein). A 
variant of a capital-to-assets ratio is the ratio of primary capital (which is 
roughly equal to stockholders’ equity plus loss loan reserves) to adjusted 
gross assets (assets plus loss loan reserves).  Clearly, an increase in earn-
ings increases this ratio. 

4.4.2.1 Earnings Management in the Insurance Industry 

Firms that are close to having alarming statistics may use upward earnings 
management.  Insurance firms manage earnings by reinsuring (Adiel, 
1996; Mikhail, 1999),60 adjusting the level of loss reserves (Grace, 1990; 
Petroni, 1992; Collins, Shackelford, and Wahlen, 1995; Chen and Daley, 
1996; Mikhail, 1999; Gaver and Paterson, 2000, 2001; Beaver, McNichols, 
and Nelson, 2000, 2003), revising their (estimated) losses (Collins, 
Shackelford, and Wahlen, 1995; Petroni, Ryan, and Wahlen, 2000), and 
entering into interest swaps, which affect the largest operating component 
of net interest income (Song, 2004).61  . 

Grace (1990), finds that insurers use their loss reserves to smooth earn-
ings (which reduces their perceived riskiness) and to reduce their tax bur-
den. Grace’s sample includes property-liability insurers from 1966 to 
1979, before the Tax Reform Act of 1986, which increased the minimum 
tax rate and decreased the maximum tax rate, effectively changing the in-
centives to manage earnings to reduce the tax burden (Adiel, 1996).  
Petroni (1992), and Gaver and Paterson (2000), find evidence that insurers 
                                                      
60 SFAS 113 describes reinsurance as follows: 
 An insurance enterprise may purchase reinsurance to reduce exposure to losses 

from events it has agreed to insure, similar to a direct insurance contract pur-
chased by an individual or noninsurance enterprise. The insurance enterprise 
may also contract with a reinsurer to facilitate the writing of contracts larger 
than those normally accepted, to obtain or provide assistance in entering new 
types of business, or to accomplish tax or regulatory objectives. 

61 Other tools were examined as well with lesser measure of success, for example, 
capital gains and losses; dividends, common stock, and preferred stock. 
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“close” to undergoing regulatory review manage their losses, where 
Petroni defines the proximity of regulatory review as the level of posted 
reserves, and Gaver and Paterson measure it as the extent of potential vio-
lation of the ratios (IRIS ratios), since reducing the number of violations to 
less than four avoids triggering regulatory scrutiny.  Gaver and Paterson 
(2000), observe that the NAIC’s accreditation program indeed has been 
successful, as weak insurance companies do increase their loss reserves, 
although they have incentives to boost performance by decreasing these 
reserves. 

As a side issue, insurance companies tend to have large holdings of liq-
uid assets, such as debt securities and stocks.  Under SFAS 115, there are 
three categories of investments: 

 
� Held-to-maturity—This category includes debt securities that 

management has the intent and ability to hold to maturity.  The 
accounting treatment is to report these at amortized costs; unreal-
ized holding gains and losses are not recognized. 

� Trading—Debt and equity securities that the firm expects to sell 
in the near future (for short-term profit). The accounting treat-
ment is to report them at fair value.  The difference between the 
cost of purchase and the market value is defined as a holding gain 
or loss and is included in income. 

� Available-for-sale—All other debt securities and stock. The ac-
counting treatment is to record them at fair value, but the holding 
gains and losses are reported as a separate component of owners’ 
equity. 

 
Clearly, SFAS 115 creates an opportunity for firms to manage earnings 

by selling shares from the available-for-sale category that have gains—a 
practice nicknamed “cherry picking” (Beatty, Chamberlain, and Magliolo, 
1995; Jordan, Clark, and Smith, 1997–1998; Lee, Petroni, and Shen, 2006; 
Hirst, 2006). 

4.4.2.2 Earnings Management in Banks 

Minimum capital requirements induce banks to manage earnings (Ma, 
1988; Beaver, Eger, Ryan, and Wolfson, 1989; Barth, Beaver, and Wolf-
son, 1990; Moyer, 1990; Scholes, Wilson, and Wolfson, 1992; Ahmed and 
Takeda, 1995; Beatty, Chamberlain, and Magliolo, 1995; Collins, 
Shackelford, and Wahlen, 1995; Beaver and Engel, 1996; Ahmed, Takeda, 
and Thomas, 1999; Gray, 2004; Gray and Clarke, 2004).  There is consid-
erable evidence that banks that are close to their minimum capital require-
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ments understate loan loss provisions, understate loan write-offs,62 and 
recognize abnormal realized gains on securities portfolios.  Strong govern-
ance, however, as measured by more active audit committees, audit com-
mittees with greater governance expertise and more active boards, is asso-
ciated with less earnings management (Zhou and Chen, 2004).  For 
governance as a separate topic in earnings management, consult Chap. 5. 

There are other reasons for banks to manage earnings, such as taxation 
and a demand for stability (e.g., Greenawalt and Sinkey, 1988; Moyer, 
1990; Bhat, 1996) and smoothed performance (Liu and Ryan, 2006).  
Beatty and Harris (1999), find evidence that public banks manage earnings 
more than private banks, partly to reduce information asymmetry.  Other 
studies indicate management of loss provisions has a signaling value for 
banks (e.g., Beaver, Eger, Ryan, and Wolfson, 1989; Wahlen, 1994). 

4.5 Employees 

As this is being written, Delta Airlines has negotiated wage cuts with key 
employees that exceed $1 billion under the threat of bankruptcy.  Clearly, 
firms that negotiate labor contracts have incentives to use income-
decreasing accruals.  Liberty and Zimmerman (1986), investigate earnings 
management during negotiation of wage contracts (242 contracts from 105 
firms in the annual sample and 134 contracts from 85 firms in the quarterly 
sample of contract negotiations in the 1965–1981 period).  They do not 
find earnings management, however, and their result calls for explanation. 
We suggest either that the negotiating firms were already experiencing 
poor performance, so incentives to mask good performance were non-
existent, or that earnings management in the short run does not draw the 
wool over employees’ eyes.  If employees can be fooled by managed earn-
ings, perhaps the firms have incentives to use income-increasing earnings 
management to lull employees into believing their jobs to be secure. 

Later studies either detect earnings management or are able to provide 
explanations why firms may not manage earnings (DeAngelo, 1990; Bo-
wen, DuCharme, and Shores, 1995; Peltier-Rivest, 1999; D’Souza, Jacob, 
and Ramesh, 2000; Peltier-Rivest and Swirsky, 2000).  Empirical findings 
suggest that firms have incentives to make income-decreasing choices 
when the firms believe that unions will be affected by lower earnings and 
be more accommodating partners to negotiations of the compensation 
terms (Bowen, DuCharme, and Shores, 1995; D’Souza, Jacob, and 

                                                      
62 As Moyer (1990), notes, the evidence regarding loss charge-offs is mixed. 
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Ramesh, 2000; Peltier-Rivest and Swirsky, 2000).  On the other hand, 
however, when firms are already suffering financial stress, the pressure to 
manage earnings lessens because the gloomy truth achieves the goal.  The 
observable behavior is that these firms either do not manage earnings 
(Peltier-Rivest, 1999) or take additional measures such as massive layoffs 
and sacrifices by white-collar employees to support low earnings (DeAn-
gelo and DeAngelo, 1991). 

4.6 Competitors, Suppliers, and Customers 

Competitors are important factors in the earnings management phenome-
non.  First, increased competition may cut into a firm’s profits and induce 
it to manage earnings in order to hide the downturn from other stake-
holders.  Second, competitors convey useful information about the firm 
(consider the importance of bellwether firms that publicize their financial 
reports first).  Dadalt and Margetis (2007), for example, show that restate-
ment by competitors might lead to significant negative abnormal returns 
around a firm’s announcement date.  Third, financial reports contain in-
formation that is useful for rivals’ decision making.  As a matter of fact, 
some disclosures, such as the formula for calculating management’s incen-
tives, are not required because they would involve the release of proprie-
tary information. 

Competition plays a role in inducing firms to manage earnings.  Dharan 
(2003), comments, “Companies in highly competitive industries may want 
to maintain an edge in revenues or market share.”  Notable examples of 
firms that managed earnings in response to competitive pressure include 
the following: Xerox, which resorted to earnings management when it real-
ized that its profits were slipping because Asian companies produced simi-
lar products at lower prices; WorldCom, which pursued a strategy of ac-
quisitions to drive away competition and thus acquired excessive capacity 
(Sidak, 2003); Shell, which found itself facing stronger competition after 
the merger of Exxon and Mobil and resorted to overstatement of its oil re-
serves by nearly 20%, and so on.   

Competitors can also take actions that induce firms to manage earnings.  
Fudenberg and Tirole (1986), and Bolton and Scharfstein (1990), argue 
that competitors may threaten a borrowing firm’s survival.  Short-term li-
quidity needs make a firm susceptible to approval by creditors.  This moti-
vates rival firms to try to make the borrower appear unprofitable, driving 
away potential lenders and investors. 

Although competition drives earnings management, competitors are also 



4.6 Competitors, Suppliers, and Customers      183 

an audience for managed reports.  Krishnan (2005), shows that hospitals’ 
competition on price creates a demand for cost-cutting, which in turn cre-
ates a demand for accounting information among a hospital’s competitors; 
competition on quality does not result in the same demand. 

Finally, competition also explains firms’ reluctance to reveal proprietary 
information; it thus has an effect on the quality of earnings in general, and 
not just on earnings management (e.g., Ettredge, Kwon, and Smith, 2002). 

The empirical research on this constituency is scant.  This is puzzling, 
because as the relationships between these stakeholders and the firm have 
acquired a longer horizon, such as just-in-time dealings with suppliers, 
there is more demand for managing the relationships through accounting-
based contracts.  To the best of our knowledge, only two studies have ex-
amined earnings management behavior in response to the demands of sup-
pliers and customers (Bowen, DuCharme, and Shores, 1995; Peltier-
Rivest, 2002), although Matsumoto (2002), discussed in Chap. 5, gives the 
matter some attention when she seeks to find characteristics of firms that 
meet or beat analysts’ expectations. 

Bowen, DuCharme, and Shores (1995), advance the hypothesis that 
firms have reputational capital in their long-term relationships with suppli-
ers and customers, which provides them with incentives to use income-
increasing accruals in the long run: 

Although firms often enter into explicit contracts with their stake-
holders, many ongoing relations remain implicit (e.g., implied prom-
ises of continuing availability of parts and service to customers who 
purchase durable goods).  Since implied commitments generally have 
no legal standing, they have been viewed as self-enforcing.  The terms 
of trade (e.g., price, payment terms, quantity) that a firm is able to ne-
gotiate with its stakeholders depend in part on the firm's reputation for 
fulfilling its implied commitments.  (p. 256) 

They hypothesize that firms build their reputation by making income-
increasing accounting choices.  Specifically, using a composite score that 
aggregates the chosen assumptions on inventory flow with depreciation 
methods, they find evidence in support of their conjecture.  In contrast, 
Peltier-Rivest (2002), observes that troubled manufacturing firms have in-
centives to adopt income-increasing accounting choices only when they 
are highly dependent on suppliers, and implicit claims with customers do 
not appear to provide incentives to manage earnings. 
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Appendix 

Table 4.5 The sample of the studies that examine the debt-covenant hypothesis 

Study Sample 
Healy and Palepu (1990) 26 firms close to violating no-dividend-

payments covenants in the 1981–1985 period 
but not in 1980 

Beneish and Press (1993) 91 firms that had a technical violation for the 
first time between 1983 and 1987 

DeAngelo, DeAngelo, and 
Skinner (1994) 

76 NYSE firms that reported at least 3 years of 
losses in the 1980–1985 period, but before that 
were healthy, as measured by positive income 
and payment of dividends 

DeFond and Jiambalvo 
(1994) 

94 firms in the National Automated Account-
ing Research System (NAARS) database that 
disclosed a violation in the 1985–1988 period, 
with a violation only in the initial year 

Sweeney (1994) 130 first-time violators in manufacturing (SIC 
industries 20–39) that did not violate cove-
nants between 1977 and 1979 

Peltier-Rivest (1999) 127 firms with at least 3 years of consecutive 
losses in the 1985–1995 period that reduced 
dividends either in the year prior to the first 
reported loss or during the loss period, which 
had positive income and paid dividends in the 
year before the first loss 

Jaggi and Lee (2000) 135 Firms with a technical default,63 81 firms 
that restructure debt (80 without technical  
default), 21 firms that restructure debt after 
technical default (1989–1996) 

Peltier-Rivest and Swirsky 
(2000) 

161 firms with 5-year non-negative income (3 
years before the event period through 1 year 
afterward) in the 1986–1994 period 

Dichev and Skinner (2002) 8,004 loans of 2,810 firms in the period from 
January 1989 to December 1999, 1313 loans of 
971 firms with current ratio covenants, and 
288 loans of 236 firms with net worth cove-
nants 

                                                      
63  Permanent waiver…….37 

Temporary waiver…….51 
No waiver……………. 47 
Total…………………135 
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Study Sample 
Beatty and Weber (2003) 125 firms with material bank debt between 

January 1995 and June 2000 (as detected by 
the “preferability letter” filed by the auditors 
regarding whether they preferred the new ac-
counting choice to the old one –– Exhibit 18 in 
the 10K) 

HassabElnaby, Mosebach, 
and Whisenant (2005) 

457 firms that violated debt covenant restric-
tions during the period 1982–200064 

 

                                                      
64  Number of firms that violated: 

One covenant ……………..263 
Two covenants ……………115 
Three covenants ....................36 
Four covenants …………….18 
Five covenants …………..…11 
Unspecified ……………….. 14 

Total……………………457 



5  Gatekeepers 

Gatekeepers are monitors who participate in the capital market.  Coffee 
(2001, 2003a), defines gatekeepers as reputational intermediaries who pro-
vide verification services to investors: 

Corporate governance depends upon “gatekeepers” to protect the in-
terests of investors and shareholders by monitoring the behavior of 
corporate “insiders” and by reporting the financial results of corporate 
performance in an accurate and unbiased fashion that permits objective 
valuation of the firm.… “gatekeepers” [are] independent professionals 
who are interposed between investors and managers in order to play a 
watchdog role that reduces the agency costs of corporate governance. 
(Coffee, 2001, p. 2.) 

5.1 The Demand for Gatekeepers 

The demand for gatekeepers arises from the asymmetry of information be-
tween firms and investors.  Information asymmetry might provide the bet-
ter-informed parties (firms) the opportunity to take advantage of those less 
well informed (potential investors).  This, in turn, could cause market fail-
ure.  In such a situation, despite the firms’ wish to raise much-needed capi-
tal and the presence of investors looking to invest in these firms, actual 
capital transfers will not take place, as rational investors will not trust that 
firms will not attempt to sell securities at an inflated price.1 

Akerlof (1970), produced the first study of the connection between in-
formation asymmetry and market failure, in the context of the used car 
market.  The market contains two types of car—speaches and lemons, 
where the value of a lemon is lower than the value of a peach.  There is in-
formation asymmetry between sellers and buyers because the sellers alone 
know the truth about their cars.  A buyer’s maximum bid price is the  
expected value of the car, which is a weighted average of the values of 

                                                      
1 Dye’s (1988), overlapping generation model avoids the issue of market failure 

since each generation must purchase the stakeholdings of the previous one. 
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lemons and peaches.2  Because the bid is lower than the value of a peach, 
no peach owner will be willing to sell his car.  Owners of peaches thus are 
driven out of the market, leaving only lemons.  Rethinking the situation, 
potential buyers will bid the value of a lemon.  The inability of buyers to 
distinguish between peaches and lemons results in a market failure: Al-
though there are buyers and sellers willing to trade peaches, such trade will 
not take place. 

In the accounting arena, the goods are firms’ securities—shares, bonds, 
and commercial papers.  The buyers are investors, the firms are sellers, and 
the information asymmetry concerns the true value of the securities.  Some 
firms are a good investment prospect (peaches), while others are a poor 
prospect (lemons).  Although earnings provide a signal on a firm’s true 
value, they may be too noisy to fully eliminate information asymmetry re-
garding the firm’s value.3 

One means to overcome the information-asymmetry problem is to let 
sellers (buyers) employ signaling (screening) mechanisms that separate 
the good investment prospects from the poor ones.  The mechanisms range 
from signaling future earnings by smoothing current income (see Chap. 7) 
and choosing the quality of the auditor (Bachar, 1989; Datar, Feltham, and 
Hughes, 1991; Feltham, Hughes, and Simunic, 1991; Bewley, Chung, 
McCracken, and Ng, 2006), to financial decisions such as a dividend pol-
icy (Bhattacharya, 1979; Eades, 1982; Miller and Rock, 1985; Ramasastry, 
John, and Williams, 1987; Ofer and Siegel, 1987; Michaely and Roberts, 
2006), capital structure (Leland and Pyle, 1977; Myers and Majluf, 1984; 
Maksimovic and Titman, 1991), and stock splits (Ikenberry, Rankine, and 
Stice, 1996; Louis and Robinson, 2005).  Additional cases of signaling 
through earnings management are presented in Part 3. 

Signaling mechanisms have several caveats.  First, they are costly.  To 
have a separating equilibrium, these mechanisms must entail costs that 
only the good investment prospects are willing to bear.  Second, some-
times the cost is not steep enough to force the poor prospects from making 
choices that reveal their type.  In a pooling equilibrium where lemons 

                                                      
2 To illustrate, suppose the value of a peach and lemon is 10 and 0, respectively.  

Ninety-five percent of the used cars are peaches.  Hence, the maximum price the 
seller is willing to pay is 0.95 � 10+0.05 � 0=9.5 < 10. 

3 This observation is supported empirically.  For example, based on the theoretical 
papers of Glosten and Milgrom (1985), who found that information asymmetry 
increases the bid-ask spread, Affleck-Graves, Callahan, and Chipalkatti (2002), 
show that the bid-ask spread is larger for firms with less predictable earnings.  
To the extent that information asymmetry thus increases the firms’ cost of capi-
tal, these firms have incentives to manage earnings to signal value. 
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mimic the peaches, the situation is characterized by a loss of social wel-
fare, since both types spend costly resources without eliminating the in-
formation asymmetry. 

Another problem with signaling mechanisms is that in a sense they are 
mute; investors may need interpreters with sufficient financial and govern-
ance expertise to evaluate the signal.  An additional mechanism must be 
added to enhance the efficiency of the signaling: gatekeepers.4  As an ex-
ample of this interpretative role, consider Gretchen Morgenson, a journal-
ist of the New York Times, who wrote a report “Why Buybacks aren’t 
Always Good News.”  This piece, published on November 12, 2006, pro-
vides investors with a better understanding of the buyback signal.   

Gatekeepers breach the information asymmetry between firms and in-
vestors because they either interpret firms’ reports, as when analysts revise 
their forecasts after firms publicize financial reports, or provide additional, 
independent, information to investors, as when auditors issue opinions that 
accompany financial reports or when credit-rating agencies assign such 
ratings.5 

We identify the following gatekeepers: 
 

� Analysts.  Analysts follow firms and issue forecasts of earnings and 
recommendations on whether to buy or sell shares. 

� Auditors.  Auditors attest to whether firms’ financial reports fairly 
present their financial positions according to Generally Accepted 
Accounting Principles (GAAP). 

� Boards of directors and audit committees.  Directors supervise 
management under a mandate to maximize shareholders’ wealth. 

� The press.  The media disseminates information to the public and thus 
affects other users’ decision making. 

� Others: corporate lawyers advise on earnings management; credit-
rating agencies examine firms’ riskiness and liquidity and grade the 
quality of their debt; and investment bankers conduct a “due diligence” 
process to confirm the disclosures of firms that seek to raise capital. 

                                                      
4 Besides complying with mandatory earnings reporting requirements, firms can 

make voluntary disclosures.  Given that voluntary disclosure is made by self-
serving management, its credibility is suspect.  There thus is demand for inter-
preters with financial acumen, such as analysts, to digest the information content 
of these disclosures. 

5 As an example of this interpretative role, consider Gretchen Morgensen, a jour-
nalist of the New York Times, who wrote a report “Why Buybacks Aren’t Al-
ways Good News.”  This piece, published on November 12, 2006, provides in-
vestors with a better understanding of the buyback signal.   
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We devote separate discussions to the gatekeepers in the first four cate-
gories in Sects. 5.2–5.5.  We know little about the role of other gatekeepers 
in earnings management.  Investment bankers (credit agencies) are ad-
dressed in Section 705 (702) of the Sarbanes-Oxley Act (SOX), which 
calls for a study of their involvement in the recent accounting scandals.  
Investment bankers make extensive use of accounting information when, 
for example, they are called to issue opinion on firm’s value in manage-
ment buyouts (DeAngelo, 1990).  In the recent accounting scandals, bank-
ers allegedly designed transactions that facilitate pernicious earnings man-
agement, such as derivatives swaps for Global Crossing and the Italian 
conglomerate Parmalat’s banks pending litigation.6  A step toward under-
standing the role of credit ratings agencies in earnings management is 
made by Jorion, Shi, and Zhang (2005), and Ashbaugh, Collins, and La-
Fond (2006).  Jorion, the former study, finds that one reason for a decline 
in average rating over time is the increase in pernicious earnings manage-
ment, which by virtue of being pernicious, decreases the quality of earn-
ings.7  The latter study finds that firm’s credit ratings are positively corre-
lated with good governance (blockholders who own at least a 5% in the 
firm, shareholder rights, financial transparency, board independence, board 
stock ownership, and board expertise) and negatively related to CEO 
power on the board.  In addition, CEOs of firms with speculative grade 
credit ratings are overcompensated relative to firms with investment grade 
ratings, and that the overcompensation exceeds the CEO’s share of addi-
tional debt costs related to lower credit ratings.   

                                                      
6 A notable example for such allegations is the SEC’s complaints against Frank P.  

Quattrone, a former highflying technology banker at Credit Suisse First Boston, 
for putting pressure on analysts and passing hot offerings to clients in return for 
banking business. 

7 Anecdotal evidence points to credit-rating agencies playing a major role in top-
pling companies that restate earnings because it allowed their debtors to call for 
payment prematurely.  For example, after Refco’s disclosure in October, 2005 
that the accounting reports during its IPO in August, 2005 were inaccurate (see 
Chap. 4), New York Times reported on October 11, 2005: 

Standard & Poor’s lowered its credit rating to B+ from BB—and 
placed it on credit watch with negative implications, indicating a fur-
ther downgrade was possible.   

Tom Foley, an analyst with the credit-rating agency, said bondholders and banks 
that had lent Refco money could use the latest disclosure to force it to repay the 
debt sooner than scheduled, putting Refco under financial pressure. Also, he 
said, “this indicates a possibility that there could be other accounting control  
issues.” 
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The egregious earnings management by giants such as WorldCom and 
others raises the question whether the failure of their gatekeepers to deter 
earnings management was the norm or the exception.  The answer seemed 
to be the former.  SEC commissioner Cynthia Glassman (2002), observed 
that “nearly all of the market institutions that provide protection against 
large-scale fraud—including investment bankers, buy- and-sell-side ana-
lysts, lawyers, rating agencies, auditors, officers and directors—failed to 
varying degrees.” 

Richard Breeden, a former SEC Chair, similarly commented in his 2003 
report, entitled Restoring Trust:8 

[B]oards of directors, outside auditors and outside counsel are the 
gatekeepers of behavior standards who are able to prevent damage be-
fore it occurs, if they are alert, and above all if they are willing to act 
when necessary.   

A common denominator in many of the major frauds has been the 
failure of these gatekeepers to stop improper practices at the outset.  
Sometimes the gatekeepers were unaware of the details of what man-
agement was doing.  Other times the gatekeepers were too trusting in 
accepting management rationalizations for practices that proved far 
more risky than the board might appreciate.  Still other times, typically 
in the compensation area, boards simply went along with unnecessarily 
large programs that created powerful incentives for managing or inflat-
ing reported earnings.  Finally, all too often the judgment and actions 
of outside accountants and counsel were tempered due to the magni-
tude of fees generated by powerful clients.  (p. 39)  

The failure of gatekeepers to prevent pernicious earnings management 
has been attributed mainly to the conflicts between their own interests and 
their monitoring responsibilities.  We elaborate on these conflicts in the 
following sections. 

5.2 Analysts 

Analysts are intermediaries who research a firm and prepare recommenda-
tions and forecasts of future earnings and other financials, such as reve-
nues and cash flows.  There are two categories of analysts.  Buy-side  
                                                      
8 See also Coffee (2002, 2003a, 2005), Ribstein (2005), and Goldman and Slezak 

(2006, footnote 3).  Cohen, Dey, and Lys (2005a), compare earnings manage-
ment before (Q1, 1987 through Q2, 2002) and after the passage of SOX (Q3, 
2002 through Q4, 2003).  They show a rapid increase in earnings management 
before the enactment of SOX.   They conclude,  “our evidence indicates that the 
problem was much more endemic, and not due to ‘a few bad apples’ ” (p. 2). 
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analysts are employed by institutional investors, such as mutual funds, 
who require the analysts’ expertise in order to balance their portfolios.  
Sell-side analysts are employed by brokerage firms that earn commissions 
on trade in securities.  Some brokerage firms are quite small, employing no 
more than several analysts.  Others also offer investment banking services 
(Agrawal and Chen, 2006), including underwriting of new issues of stock 
and consultation on mergers and acquisitions.  The largest are the follow-
ing: Citigroup/Salomon Smith Barney, Merril Lynch, Credit Suisse First 
Boston, Morgan Stanley, Goldman Sachs, JP Morgan/Chase, and Lehman 
Brothers. 

The sell-side analysts are gatekeepers because they make public fore-
casts of earnings per share and publicize recommendations and other in-
formation, such as descriptions of firms’ characteristics.  Recommendation 
terminology may vary by firm and analyst.  Common recommendations 
range from “strong buy” and “buy” through “hold” to “sell” and “strong 
sell,” but other analysts use different terms such as “overweight” versus 
“equal weight,” “positive” versus “neutral,” and “market (sector) perform” 
versus “market (sector) outperform.” 

At first sight, it seems that analysts may use differing terminology to 
obscure the implications of their recommendations.  Not so.  The meaning 
behind the terms usually is well understood.  As anecdotal evidence, con-
sider the pressure exerted by Sanford Weill, the former chairman of Citi-
group, on “Jack B. Grubman, his star telecommunications analyst, to 
change his rating on AT&T stock from neutral to positive.  Mr. Grubman 
had a neutral rating—Wall Street code for negative…” (New York Times, 
April 29, 2003, emphasis added). 

5.2.1  Background 

There are a number of reasons for the demand for analysts’ forecasts and 
recommendations.  First, as discussed above, analysts reduce information 
asymmetry between investors and management (e.g., Brennan and Hughes, 
1991).  Although one could argue that firms already report information 
that can mitigate this asymmetry, this information tends to be quite com-
plex, and not every user is sufficiently sophisticated to grasp its implica-
tions.  Additional complexity issue arises for high-tech firms and firms 
with complex operations.  Second, firms report quarterly, while investors 
make decisions continuously,9 so investors demand interim information, 

                                                      
9 A firm’s interim disclosures are of no help either because these disclosures re-

volve around single events or firm’s value depends on numerous other factors 
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which analysts can provide.  Third, earnings mainly report past transac-
tions; investors wish to predict future cash flows,10 which render analysts’ 
forecasts valuable. 

The importance of these gatekeepers is evident in the response of secu-
rity prices to revisions  of analysts’ forecasts (see, e.g., the theoretical 

, 1992; Teo, 2000; Abarbanell, Lanen, and 

Zhang, 2005; Wang, 2006; Arya and Mittendorf, 2007; and the empirical 
studies and surveys of Francis and Soffer, 1997; Healy and Palepu, 2001; 
Kothari, 2001; Francis, Chen, Philbrick, and Willis, 2004; Shroff, 
Venkataraman, and Xin, 2004; Bagnoli, Levine, and Watts, 2005b; Barron, 
Stanford, and Yu, 2006).11  Francis and Soffer (1997), for example, find 
that forecasts and recommendations together account for 5% of the varia-
tion in excess returns over a 3-day window surrounding the earnings an-
nouncement event, and Shroff, Venkataraman, and Xin (2004), show that 
even the marginal forecast—that is, the last one made after other analysts 
have issued a forecast affects a firm’s market price. 

Greater coverage by analysts is associated with a higher level in effi-
ciency of the stock price with respect to the publicly available financial in-
formation (e.g., Barth and Hutton, 2000; Elgers, Lo, and Pfeiffer, 2001) 
and with improved liquidity (see Brennan and Tamarowski, 2000, and the 
citations therein).  The number of analysts following a given firm, which 
varies between one and a few dozens, is negatively related to the informa-
tion asymmetry between firms and investors (e.g., Brennan and Subrah-
manyam, 1995; Easley, O’Hara, and Paperman, 1998; Houston, Lev, and 
Tucker, 2006).  Hence, analyst coverage has been used as a proxy for the 
richness of a firm’s information environment and the extent of the infor-
mation asymmetry between investors and the firm (see, e.g., Xue, 2003; 
Louis and Robinson, 2005). 

                                                                                                                          
and transactions.  Again, it is left to the analysts to provide an interpretation of 
the firm’s disclosure and impact on the firm’s value as an investment prospect. 

10 At first glance, it might appear that pro forma earnings (see Chap. 2) mitigate 
the complexity issue since some items are left out.  Firms have flexibility, how-
ever, in their choice of which items to exclude, which makes inter-period and  
intercompany comparisons difficult.  Furthermore, as Frankel, McVay, and 
Soliman (2006), and others have shown, firms may abuse this discretion and 
sacrifice transparency. 

11 There is also some evidence that the market fails to immediately recognize the 
information content of analysts’ forecasts (e.g., Zhang, 2000). 

 

 

—

studies of Barry and Jennings
Verrecchia, 1995; Barron, Kim, Lim, and Stevens, 1998; Mittendorf and 
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Barron, Byard, and Kim (2002), Byard and Shaw (2003a, b) 12,  Asquith, 
Mikhail, and Au (2005); Bagnoli, Levine, and Watts (2005b), Chen, 
Cheng, and Lo (2006), and others confirm the interpretive role of analysts’ 
disclosures.  Barron, Byard, and Kim (2002), make the argument that if 
analysts were just conduits to firm’s management, they ought to agree after 
the release of earnings because they share the same information.13  The 
evidence is that the consensus among analysts declines steadily after the 
release of earnings, which they interpret as indicating that analysts con-
tribute their own interpretations.  Bagnoli, Levine, and Watts (2005b), 
show that investors’ response to firms’ disclosures uses forecast revisions 
of analysts as an input for evaluating the disclosures.  In particular, when a 
disclosure focuses on financial statement information, the stock price re-
acts strongly and quickly to a cluster of revisions.  When the disclosure in-
volves strategic information about the firm’s business, the reaction is 
slower and weaker since this kind of event has relatively more uncertain 
implications for the firm’s value.14  A different research approach is to 

                                                      
12 Byard and Shaw (2003)a, study a sample of the survey data of AIMR that rank 

large public firms in the years 1985–1995 on the quality of their private and 
public disclosure.  Private (public) disclosure is scored based on investor rela-
tions activities (by the financial disclosure).  If analysts were just conduits to a 
firm’s disclosures, their private (public) information ought to be correlated with 
the score of investor relations activities (the score of public disclosures).  Byard 
and Shaw find that both types of analyst information are significantly correlated 
with the quality of the firm’s public disclosures. 

13 They use the measure of Barron, Kim, Lim, and Stevens (1998), for consensus 
of analysts forecasts (�), 
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 where SE=the expectation of the squared error of mean analysts’ forecast where 
the error is measured as the difference between actual earnings and the mean 
forecast; D=forecast dispersion which is measured as the unconditional expecta-
tion of the cross-sectional variance of the forecasts; and N=the number of ana-
lysts.  Their sample comprises 990 firm/year observations in the 1986–1997 pe-
riod, with a window that starts 14 months before the earnings announcement 
date. 

14 There is also evidence that a greater number of analysts follow high-technology 
firms (Barth, Kasznik, and McNichols, 2001) and that the level of analysts’ con-
sensus for these firms is also lower (Barron, Byard, Kile, and Riedl, 2002).  To 
the extent that the quality of the financial disclosures of high-tech firms is com-
promised because their accounting reports do not reflect their intangible assets, 
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check whether analysts’ research complements or substitutes for a firm’s 
disclosures.  Chen, Cheng, and Lo (2006), find complementarity in the 
week following the announcement of earnings, in terms of a positive asso-
ciation between the market response to earnings and the market response 
to analysts’ research and a negative association otherwise, when the win-
dow of the test is measured in weeks surrounding the announcement.  The 
complementary role of analysts’ research is more pronounced for firms 
with complex information. 

A different angle on the role of analysts as informational intermediaries 
is provided by the fact that institutional investors, who prefer transparency 
over secrecy (see the discussion below) tend to avoid investing in firms 
that analysts do not cover (see, e.g., O’Brien and Bhushan, 1990). 

Analysts also serve as a communication channel that conveys market 
expectations to firms.  Puffer and Weintrop (1991), and Farrell and Whid-
bee (2003), for example, find that management’s turnover is influenced by 
its expected performance, proxied by analysts’ forecasts.  Furthermore, 
Farrell and Whidbee (2003), show that when the forecast of the long-term 
EPS growth is low, the new CEO is more likely to be an outsider, who is 
expected to change the firm’s policies and strategies.  Bolliger and Kast 
(2004), find that meeting analysts’ expectations has a favorable effect on a 
CEO’s bonus. 

As anecdotal evidence that analysts convey market expectations to 
firms, consider the following example: 

Costco’s average pay, for example, is $17 an hour, 42 % higher than 
its fiercest rival, Sam’s Club.  And Costco’s health plan makes those at 
many other retailers look Scroogish. …Emme Kozloff, an analyst at 
Sanford C.  Bernstein & Company, faulted Mr.  Sinegal as being too 
generous to employees, noting that when analysts complained that 
Costco’s workers were paying just 4 % toward their health costs, he 
raised that percentage only to 8 %, when the retail average is 25 %. 
…Mr. Sinegal [the CEO of Costco Wholesale] says he pays attention 
to analysts’ advice because it enforces a healthy discipline, but he has 
largely shunned Wall Street pressure to be less generous to his work-
ers.  (New York Times, July 17, 2005, bracketed text is added) 

Finally, we note that analysts follow larger firms.  Block (2003), cites a 
2003 report by Talley in the Wall Street Journal with the following statis-
tics on the relationship between size and analysts:  firms with market caps 

                                                                                                                          
analysts are financial intermediaries who reduce information asymmetry.  Alter-
natively, high growth requires more capital and hence more attention from in-
vestment bankers, who “purchase” research in order to promote the shares they 
were underwriting. 
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of $20 billion to $99 billion ($500 million to $1 billion) are followed, on 
average, by 18 (6) analysts, while firm below $50 million or less are not 
covered at all. 

5.2.2 Decision Making and Incentives 

Given the richness of the literature on analysts, we narrow our discussion 
to the role of analysts in earnings management.15  We focus on two issues: 
� Do analysts take into account the financial information released by 

firms, and if they do, do they discount reports that are suspected of 
being inflated by earnings management? 

� Do analysts have incentives to collude with management in an attempt 
to manage earnings rather than to issue unbiased report “[to] offer 
investors independent, fair-minded opinions on the health of American 
companies” (New York Times, February 27, 2003), or, do they curb 
earnings management? 

5.2.2.1 The Importance of Earnings to Analysts 

In their testimony to the 1994 Jenkins Committee (AICPA 1994), analysts 
testified to being users of the financial disclosures.  Indeed, quarterly and 
annual earnings announcements and public earnings guidance (from man-
agement) trigger a great deal of revision (e.g., Bagnoli, Levine, and Watts, 
2005a; Stuerke, 2005; Cotter, Tuna, and Wysocki, 2006).  As users, ana-
lysts seem to satisfy the Jenkins Committee’s recommendation that the us-
ers, not firms, forecast future performance.  The more experienced they 
are, the more efficient is their use of historical earnings and accuracy 
(Mikhail, Walther, and Willis, 2003)  

How, then, do analysts use the information in earnings?  The answer is 
not unambiguous.  On the one hand, there is evidence that analysts do not 
fully extract the information in the accounting reports (e.g., Abarbanell and 
Bernard, 1992; Easterbrook and Nutt, 1999; Ali, Klein, and Rosenfeld, 
1992; Cheng, 2005, and the citations therein).  Hopkins, Houston, and Pe-
ters (2000), conducted an experiment with 113 buy-side equity analysts.  
The subjects were asked to evaluate firms that amortized goodwill because 
in their accounting they applied the purchase method rather than the pool-
ing of interests method, and thus had lower earnings.  Hopkins, Houston, 
and Peters (2000) find that analysts valued lower earnings less, although 

                                                      
15 We are indebted to Donald Byard for his invaluable input to this part of the 

book. 
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economically the underlying transaction was the same, and that this effect 
was more pronounced when the valuation took place 3 years after the pur-
chase than when the valuation took place 1 year afterward.  Bradshaw, 
Richardson, and Sloan (2001), provide evidence on analysts’ accruals‘ 
mispricing (see Chap. 9 for a survey of this topic).  Analysts attach the 
same persistence to accruals and cash flows, although accruals are less 
persistent because they reverse. 

On the other hand, analysts seem to have financial expertise,16 in that 
their earnings are more informative than street earnings (Gu and Chen, 
2004), and they consider additional signals beyond earnings.  Drawing on 
their experience (e.g., Brown and Mohd, 2003; Mikhail, Walther, and 
Willis, 2003), analysts consider a firm’s history, the industry to which it 
belongs (since analysts are usually assigned to cover industries or a few 
firms within the same industry), macroeconomic  variables (e.g., Byard 
and Shaw, 2003a), and recent forecasts by other analysts (which creates a 
herding of forecasts; see Graham, 1999; Hong, Kubik, and Solomon, 2000; 
Welch, 2000) 17.  As an example that analysts use additional signals to in-
terpret the accounting information, consider Barton and Mercer (2004).  
They conducted an experiment in which 124 analysts were required to 
evaluate firms’ explanations for weak performance; these explanations 
were meant to convey the impression that the poor performance should be 
attributed to transient shocks and thus should have no significant impact on 
valuation.  The findings are consistent with the analysts’ interpretative role 
in that the credibility attached to the explanations affected their valuation. 

To the extent that analysts consider earnings in their decision making, 
an obvious question is whether they discount earnings management.  The 
evidence at hand is mixed.  Abarbanell and Lehavy (2003b), link two types 
of earnings management to the distribution of bias in forecasts.  “Taking a 
bath” (which is evidenced by high negative discretionary accruals) leads to 
an average positive forecast bias.  This strategy could explain the fat lower 
tail in the distribution of forecast errors.18  Inflating earnings (by a smaller 
magnitude) to beat forecasts implies that analysts are pessimistic in the 

                                                      
16 Breton and Taffler (1995), for example, find that experienced analysts pay more 

attention to earnings during boom years. 
17 Our order of citing bibliography by publication dates obscures the fact that the 

literature seems to spring from a book by Welch published in 1996. 
18 Abarbanell and Lehavy (2002) observe that although the number of observa-

tions that create asymmetry in the tails of the distribution of forecast errors is 
relatively small (5% in the negative lower tail, and 2.5% in the positive, upper 
tail), the magnitude of these extreme errors has a disproportional impact on the 
mean forecast error. 
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neighborhood of zero forecast errors.  In a sequel to Bradshaw, Richard-
son, and Sloan (2001) and Ahmed, Nainar, and Zhou (2005), show that ana-
lysts do not generally distinguish between discretionary and non-
discretionary accruals. 

Opposing evidence that indicates that analysts discount aggressive earn-
ings management is provided by Brown (2004), and Lin and Shih (2006).  
Brown examines the association between disclosed financial accounting 
data and firm value, while incorporating the effect of managerial discretion 
in reporting those data.  He finds evidence that is consistent with analysts’ 
being aware of managers’ reporting incentives.  When analysts inferred 
that such incentives had induced managers to choose assumptions that re-
duced obligations, the analysts treated $1 of reported obligation as if it 
were an obligation of more than $1.  Lin and Shih (2006), find evidence 
that analysts take into account the history of a firm regarding its meeting 
analysts’ forecast or beating it slightly when they revise their next-quarter 
earnings forecasts.  We discuss meeting or beating expectations (MBE) be-
low. 

We end with the following warning.  Some of the evidence ought to be 
interpreted with a measure of caution.  Basu and Markov (2004), show that 
the evidence of the analysts’ consensus forecast, being a biased measure, 
might be attributed largely to testing their prediction error by OLS regres-
sion.  They recommend instead the Least Absolute Deviation regression, 
which accounts for the fact that the analysts’ loss function is a linear, 
rather than a quadratic, function of the forecast error. 

5.2.2.2 The Incentives of the Analysts 

Francis, Chen, Philbrick, and Willis (2004, p.48) note that between 1980 
and 1996, the number of analysts increased at a rate of 10.2% annually, far 
above the 3.2% annual growth in the number of firms.  The percentage of 
companies followed by at least one analyst increased from 26% in 1980 to 
66% in 1996.  These statistics indicate that analysts have assumed a greater 
role in the capital market. 

Securities firms, the analysts’ employers, generally, do not charge their 
clients for research.  Nonetheless, analysts are paid because their research 
and recommendations generate commissions for the brokerage and in-
vestment banking components of their employers. 

Brokerage 
Since satisfied customers generate commissions, recommending stocks 

to clients induces analysts to make accurate forecasts.  Mohd’s (2005), 
analysis of the turnover of financial analysts indicates a link between 



5.2 Analysts      199 

switching and performance.19  Analysts with superior performance relative 
to their peers switch to a new brokerage house where they continue to fol-
low a subset of the same firms as before, or switch to a larger firm and 
continue to perform better, which is now attributed also to their having a 
lighter work load.  Those who quit and seem to disappear from the indus-
try performed poorly before leaving (see also, Mikhail, Walther, and 
Willis, 1999).  Furthermore, sell-side analysts are graded by scores pre-
pared monthly by passing questionnaires to the largest clients—
institutional traders (Reingold and Reingold, 2006).  Hence, to the extent 
that the buy-side analysts prefer accurate and timely information, analysts 
are pressured to issue accurate forecasts. 

The demand for objective evaluation, however, is hindered by the fact 
that the analysts’ major source of information is management.20  Firms 
have sanctioned analysts who criticized them (see the discussion below),21 
by barring access to firm-specific information.  Furthermore, each broker-
age house has its own list of stocks from which it wishes to generate a 
large volume of trade.  There is thus additional pressure on analysts from 
their employers to issue recommendations that shed favorable light on 
these preferred stocks.  For studies that examine the pressure to issue fa-
vorable reports, consult Francis and Philbrick (1993), Dugar and Nathan 
(1995, 1996); Lin and McNichols (1998), Francis and Soffer (1997), Michaely 

Karceski, and Lakonishok (2003), O’Brien, 22

 

                                                      
19 Since the I/B/E/S data set lets analysts keep their code even when they change 

employers, Mohd could trace the relationships between pre-turnover perform-
ance and the turnover event.  Apparently, turnover is substantial for analysts.  
About 71% of the analysts in their sample leave the profession.  Nine thousand 
six hundred and thirty-eight analysts left I/B/E/S in 2002 versus 339 in 1984. 

20 As an extreme anecdotal case of analysts rowing the boat with management, 
consider the relationships between Jack B. Grubman, the telecommunications 
stock analyst at Smith Barney, and Bernard J. Ebbers, the founder of World-
Com.  Grubman has revealed that he attended board meetings at WorldCom, 
and when rumors of pending financial crisis at WorldCom began to circulate, he 
coached Ebbers on how to handle a forthcoming conference call with analysts 
(New York Times, February 27, 2003), in addition to recommending the stock 
after the price started to decline. 

21 This dynamic is responsible for Regulation FD, effective in October 2000, 
which does not allow private communication of firms’ financial results to ana-
lysts. 

22 Most of the cited studies focus on the pressure from investment bankers by ex-
amining analysts’ forecasts and recommendations around equity offerings.  All 

 

 

and Womack (1999), Dechow, Hutton, and Sloan (2000), Lim (2001), Chan, 
McNichols, Lin (2005),   and

Agrawal and Chen (2006).
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Investment Banking 
In the late twentieth century, trading commissions decreased, but ana-

lysts could still generate income by serving investment bankers.23  When a 
corporation raises capital, investment bankers make money as underwrit-
ers, and the warm recommendation of in-house analysts promotes a higher 
stock price.  A 2001 investigation by New York Attorney General, Eliot 
Spitzer, unearthed some cases in which the investment banker paid ana-
lysts employed by competitors for independent research to ensure that the 
consensus forecast was favorable.  In the bull market of the 1990s, invest-
ment banking activity blossomed, and so did the usefulness of the analysts’ 
forecasts.  Moreover, until this practice was abandoned in 2003, analysts’ 
compensation often was directly related to bringing in investment banking 
business.24 

The demand to bring in business puts analysts under pressure to main-
tain rapport with a firm’s top brass, who decide where to direct its invest-
ment banking business.  O’Brien, McNichols, and Lin (2005), examine the 
recommendations of analysts following 4,640 firms that issued new equity 
in the 1994–2001 period.  They find that affiliated analysts treat good and 
bad news asymmetrically: They respond promptly to good news but prefer 
not to issue bad news.  An examination of the revision of recommenda-
tions during the 2 years, following the equity offering, reveals that affili-
ated analysts are slower to downgrade from “Buy” and “Hold” recommen-
dations and faster to upgrade from “Hold.” 

Indirect evidence of the pressure to be optimistic is provided by Clarke, 
Ferris, Jayaraman, and Lee (2006), who examine a sample of 384 firms 
that filed for bankruptcy in the 1995–2001 period.  They detect no optimis-
tic bias in recommendations of analysts as such firms are not likely to 

                                                                                                                          
find that the analysts associated with investment bankers are more optimistic in 
their forecasts and recommendations. 

23 We do not use the term serving cynically.  Gasparino (2005, p. 10), reports an 
interview with an analyst, Gerry Rothenstein, who warned his son in 1997, at a 
time that Wall Street research seemed like the place to be, not to follow in his 
footsteps, “unless you want to be a servant for investment banking.” 

24 Formally, there was supposed to be a “Chinese wall” between investment bank-
ing and research.  De facto, however, with the implicit cooperation of the SEC, 
this separation was not maintained (see Reingold and Reingold, 2006). 

reduction in analysts’ recommendations in the eight quarter-period before 
supply lucrative business to investment bankers.  They find a monotonic
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the filing and less favorable recommendations as compared to a control 
group that did not file for bankruptcy.25 

How do analysts balance the opposing pressures?26  The literature de-
bates three views.  First is that analysts are gatekeepers, so they curb earn-
ings management.  Second is that analysts balance the different pressures, 
and the third is that cooperation with management compromises analysts’ 
objectivity. 

Some studies, especially studies in the international arena, corroborate 
the role of analysts as gatekeepers by finding that analysts enhance trans-
parency and reduce the scope of discretionary accruals.  Ke (2001), dis-
covers a negative relationship between the number of analysts who follow 
a given company and the likelihood of reporting small increases in earn-
ings or of having a long string of consecutive earnings increases.  Since a 
high concentration of firms reporting small increases (in the distribution of 
all firms’ earnings increases) is largely construed as a reflection of perni-
cious earnings management (see Chap. 4), Ke’s findings are consistent 
with analysts’ deterring earnings management.  DeGeorge, Ding, Jeanjean, 
and Stolowy (2004), investigate a sample of 53,656 observations for 
11,085 non-financial firms in 26 countries from 1994 to 2002.  They find 
that the greater the number of analysts that follow a firm, the lower the 
likelihood of earnings management. Because, however, this relationship is 
stronger in transparent environments than in opaque ones, the presence of 
analysts does not, by itself, remove the incentives to manage earnings.  
Rather their effectiveness as gatekeepers depends on whether the environ-
ment provides them with the necessary support.  Frankel and Li (2004), 
provide indirect evidence.  They show that an increase in the number of 
                                                      
25 Enron is a counter example whose bankruptcy occurred so fast that analysts did 

not have a chance to revise their beliefs on this darling of Wall Street.  Clarke, 
Ferris, Jayaraman, and Lee (2006), observe the following: 

 A triggering event that resulted in the call for new legislation and 
prompted extensive criticism of analysts by the press, investors, politi-
cians, and regulators was the meltdown of Enron in late 2001.  Although 
Enron filed for bankruptcy in December 2001, analysts continued to be 
optimistic about the stock as late as October 2001.  Indeed, of the 17 ana-
lysts then following the company, 10 had a strong buy rating on the stock 
and five others had a buy rating, despite massive reported accounting 
losses and a 50% loss in Enron’s market value during the quarter preced-
ing bankruptcy.  (p. 170) 

26 A different picture is portrayed by Cowen, Groysberg, and Healy (2006), who 
find evidence that analysts employed by firms that provide both trading and un-
derwriting services seem less optimistic than analysts who are employed by 
brokerage firms that do not provide underwriting. 
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analysts following a firm is associated with reduced profitability for insid-
ers’ trades and a lower level of purchases by insiders.  This finding indi-
cates that analysts reduce the information asymmetry between insiders and 
outsiders (see Chap. 3 for the link between insider trading and earnings 
management).  Lang, Lins, and Miller (2004), investigate the relation be-
tween the firm’s ownership structure, the number of analysts following, 
investor protection, and valuation in a sample of 2,500 firms from 27 
countries.  They find that analysts are less likely to follow firms with a 
poor governance structure since such firms have stronger incentives to 
withhold or manipulate information.  There is a positive valuation effect 
when analysts cover firms that have both the potential for poor internal 
governance and weak country-level external governance, indicating their 
value as gatekeepers.27 

One way for analysts to curb earnings management is to issue supple-
mental information that enables the market to see through earnings man-
agement, such as cash-flow forecasts28 (McInnis and Collins, 2006) and 
revenue forecasts (Rees and Sivaramakrishnan, 2006).  McInnis and 
Collins (2006), compare 5,237 firm/years with both an EPS forecast and a 
cash flow per share forecast with 32,308 firm/years with only an EPS fore-
cast in the period 1993–2004.  By definition, if the market has both cash 
flows and earnings forecasts, it also knows the accruals forecast, and thus 
managing accruals to beat the market’s expectations is more difficult.  
McInnis and Collins find that firms with cash-flow forecasts manage earn-
ings less.  Rees and Sivaramakrishnan (2006) provide evidence that the 
market discriminates between firms that did not perform up to the expected 
forecasts of revenues and firm that did, even when both successfully beat 
earnings targets. 

There is also evidence for the alternative view that analysts are not pure 
gatekeepers, but that they walk a fine line between finding favor with 
firms’ management and their employers and maintaining a reputation as 
responsible forecasters (Easterbrook and Nutt (1999); Mest and Plummer 
(2003); Agrawal and Chen, 2006).  Easterbrook and Nutt, 1999, provide 
evidence that is consistent with analysts’ “shaving” their reaction to  

                                                      
27 In some cases, the correlation between a company’s performance and the num-

ber of analysts following is spurious.  Analysts are likely to be silent and later 
stop following a company for which they do not wish to issue a favorable rec-
ommendation (see Francis, Chen, Philbrick, and Willis, 2004, and the citations 
therein). 

28 DeFond and Hung (2003), show that firms that issue cash-flow forecasts are in-
duced to do so by a combination of poor quality earnings, poor financial health, 
and high capital intensity relative to firms that do not issue cash-flow forecasts. 
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accounting earnings in the direction that is preferred by management.  
Analysts overreact (underreact) to earnings with positive (negative) infor-
mation.  This asymmetry in the reaction explains their observable overop-
timistic forecasts.  Mest and Plummer (2003), compare the forecast error for 
earnings with the forecast error for sales.  Consistent with their argument 
that earnings are more important to management than sales, they find that 
the forecast error in the prediction of sales is smaller.  Although one can 
argue that earnings are more difficult to predict because they are made up 
of a number of items, including sales, still, a systematic difference in the 
forecast error is likely to reflect the balance between accurate prediction 
(no prediction error) and positive treatment of the firm (forecast error is 
consistent with optimism).  Agrawal and Chen (2006), compile a unique 
dataset29 that contains the revenue breakdown of analysts’ employers (most 
of which are private firms not subject to the usual disclosure requirements 
for publicly traded companies) into revenues from investment banking, 
brokerage, and other businesses.  They find that the conflict of interest that 
arises from investment banking or brokerage activity has no effect on the 
accuracy and bias of the analysts’ quarterly earnings forecasts.  It does, 
however, have an effect on the frequency of revisions of quarterly earnings 
forecasts and on optimism in long-term forecasts of growth.  They contend 
that their findings seem to support the evidence of pressure to issue a fa-
vorable opinion since “[a]nalysts’ forecast revisions have been, shown to 
increase share trading volume (see, e.g., Ajinkya, Atiase, and Gift (1991)) 
and to significantly affect stock prices apart from earnings news, divi-
dends, or other corporate announcements (see, e.g., Stickel (1991))” (p. 9). 

A third alternative is that analysts collude with management.  In the next 
section, we discuss how firms manipulate the market’s expectations and 
manage earnings in order to meet or beat analysts’ forecasts (MBE).  At 
the beginning of the quarter, analysts’ forecasts tend to be more optimistic 
than the (downward) revised forecasts made closer to the earnings an-
nouncement date.  Lowering the forecast makes it easier for the firm to an-
nounce earnings that meet or beat expectations.  Bartov, Givoly, and Hayn 
(2002, p. 203), wonder “why analysts do not correct their forecasts for 
what appears to be a systematic downward bias in their late-in-the-period 
forecasts.  Or, to put it in more concrete terms, how could analysts con-
tinue to underestimate Microsoft’s quarterly earnings 41 times in a row? ”  
Apparently, analysts have incentives to play along  (see Lim, 2001;  

                                                      
29 The dataset covers over 170,000 quarterly earnings forecasts and over 38,000 

forecasts of long-term growth made by over 3,000 analysts employed by 39 
publicly traded securities firms and 124 private securities firms for about 7,400 
U.S. public companies in the period January 1994 to March 2003. 
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Abarbanell and Lehavy, 2003a; Chan, Karceski, and Lakonishok, 2003; 
Dopuch, Seethamraju, and Xu, 2003; Durtchi and Easton, 2005; 
Burgstahler and Eames, 2006). 

The view that analysts succumb to pressure from management suggests 
that, overall, analysts are a weak gatekeeper.  For example, analysts almost 
never warn the public of impending revelations of pernicious earnings 
management attempts, and on numerous occasions, they did not revise 
their recommendation even when it was evident that a company was in 
poor financial health.  Griffin (2003), analyzes a sample of 847 companies 
that were sued in a federal securities class action from 1994 through 2001.  
He found that analysts responded to the suit by either dropping coverage or 
downgrading their recommendation after the public disclosure of the earn-
ings management events (i.e., after the restatements).  Cotter and Young 
(2004), report similar results.  They examine whether sell-side analysts an-
ticipated restatement due to accounting fraud by analyzing a sample of 
firms that were subject to SEC investigation (publicized by the Accounting 
and Auditing Enforcement Release) between 1995 and 2002.  They find 
that about 60% of the analysts did not drop coverage, and more than 50% 
of the analysts did not lower their recommendations before the first public 
disclosure of fraud.   

Which of these three views is a better representation of reality?  In par-
ticular, the last view might raise the suspicion that all analysts publicize 
biased reports all the time.  We do not know how to attach weights to the 
different views.  In his speech before the U.S. Senate Committee of Bank-
ing, Housing, and Urban Affairs on July 26, 2005, an SEC Commissioner, 
Roel Campos, stated, 

In the three years of my service, the Commission has fulfilled Con-
gress’ mandate, met the deadlines, and implemented through often 
complicated rulemakings, the requirements of Sarbanes-Oxley.  Unfor-
tunately, in those three years, many other threats to investor confidence 
and the stability of the markets have erupted.  Securities analysts were 
discovered to be recommending companies they believed were “dogs,” 
in their own words, to promote bank business… 

I continue to believe that in America, the vast majority of business-
persons, broker dealers, investment advisers, and professionals are 
honest and scrupulous. 

Unfortunately, honest recommendations are not a foolproof defense 
against earnings management.  Abarbanell and Lehavy (2003a), for exam-
ple, find that firms that receive “sell” recommendations manage earnings 
by taking a bath to build a reserve for future reported earnings. 
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5.2.3 Analysts in the TWENTY-FIRST Century 

So far, we focused mostly on findings in the twentieth century.  The reality 
is that the industry has gone through a dramatic change in recent years 
(Williams, 2006).  In March 2000, the Internet bubble burst, and with it 
came a recession.  Effective October 2000, Regulation FD bars analysts 
from privately learning a firm’s true earnings from its management before 
the market.  On the one hand, Regulation FD reduces the private informa-
tion available to analysts (Francis, Chen, Philbrick, and Willis, 2004; 
Francis, Nanda, and Wang, 2006; Williams, 2006) with the consequent de-
crease in the accuracy of forecasts following earnings announcements 
(Agrawal, Chadha, and Chen, 2006; Shane, Soderstrom, and Yoon, 2001) 
and increases in information asymmetry in the market (Sidhu, Smith, and 
Whaley, 2006).  Regulation FD slowed analysts’ response to earnings 
(Janakiraman, Radhakrishnan, and Szwejkowski, 2006) and shifted their 
attention from firms that are already followed by several analysts because 
the marginal benefit from following such firms does not justify the added 
cost of unaided post-Regulation FD research (Mohanram and Sunder, 
2004).  On the other hand, Regulation FD has led to more public an-
nouncements by firms and to an increase in the richness of the disclosures 
(Bailey, Li, Mao, and Zhong, 2003; Heflin, Subramanyam, and Zhang, 
2003; Wasley and Wu, 2005), to an increase in the weight of alternative 
sources of information in analysts’ forecasts (Shane, Soderstrom, and 
Yoon, 2001), such as credit ratings (Jung, Sivaramakrishnan, and Soder-
strom, 2006), and to leveling the field for analysts, in that the dispersion of 
analysts’ forecasts after earnings announcements is lower (Shane, Soder-
strom, and Yoon, 2001). 

Another change started in 2001, when the New York Attorney General, 
Eliot Spitzer, started his investigation into in-house e-mails at Merril 
Lynch, which unearthed a conflict of interest induced by the proximity of 
investment banking and research.  The investigation culminated in a set-
tlement with state regulators and the SEC, in which the ten largest invest-
ment banks agreed to pay nearly $1.4 billion (without admitting to wrong-
doing)30 and two analysts were barred from the industry.  Besides the 
money, the settlement included structural changes, such as an agreement 
that analysts would no longer be rewarded financially for brining in in-

                                                      
30 Salomon Smith Barney ($400 million), Merril Lynch ($200 million), Credit 

Suisse First Boston ($200 million), Morgan Stanley ($125 million), Goldman 
Sachs ($110 million), JP Morgan Chase ($80 million), Lehman Brothers ($80 
million), Bear Steams ($80 million), UBS Paine Weber ($80 million), and U.S. 
Bank Corp Piper Jaffray ($32.5 million). 
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vestment banking business.  The settlement was reached in December 
2002 and signed in April 2003. 

The settlement was reached a few months after the enactment of the 
Sarbanes-Oxley Act in July 2002.  Section 501 of this act imposes on the 
SEC the task of making rules that isolate analysts from the influence of in-
vestment banking.  In 2003, Congress passed the Analyst Certification 
Regulation effective April 2003, which requires analysts to certify that 
their report reflects their true beliefs. 

The industry that grew so rapidly in the later part of the twentieth cen-
tury subsequently shrank.  The New York Times on July 29, 2005 cited a 
finding by the Securities Industry Association that the financial industry 
had shed some 55,000 jobs, mostly in equity research (see also Mohd, 
2005)  To the extent that the regulators were successful in mitigating ana-
lysts’ conflict of interests, it seems that the marginal benefit of research 
has declined, and with it, the compensation of analysts.  “The broad appeal 
for college hires has diminished, especially in terms of compensation” 
(New York Times, July 29, 2005).31 

When Eliot Spitzer was interviewed by J. Cremer on the TV show “Mad 
Money” on July 28, 2005, he said that he believed that a great deal of cor-
ruption was eliminated but not all problems were completely dealt with.32  
Yet there is no doubt that things are in the process of change.  For exam-
ple, on July 26, 2005, Tad LaFountain, a semiconductor stock analyst with 
Well Fargo Securities, announced that he was dropping coverage of the 
Altera Corporation.  What happened before this “highly unusual move”33 
was not unusual at all.  Altera blacklisted the analyst by refusing to com-
municate with him or answer his questions during conference calls, after 
the analyst criticized their share buyback to offset the company’s stock 
price as a poor use of shareholders’ cash (see Chap. 3).  The move was un-
usual because LaFountain “went public” and put the company in the 
wrong.  The shift in power from management to analysts was manifest in 
                                                      
31 Regulation FD affected the industry by leveling the field between lead analysts 

with close ties to the firm and other analysts.  Janakiraman, Radhakrishnan, and 
Szwejkowski (2006), find that the first-forecast horizon (computed as the num-
ber of calendar days between the issue of the analysts’ first earnings forecast for 
a quarter and the fiscal quarter-end date) decreased by about 12 days after RFD, 
and the decline was stronger for leading analysts, as measured by their average 
first-forecast horizon over each year. 

32 In an investors’ conference in New York City in February 2005, one of the pre-
senters commented that “the analysts are located on a different floor, but you 
can take the elevator.” 

33 Quoted from Morgenson, Gretchen, “You’ll Never Do Research in This Town 
Again,” New York Times,  July 31, 2005, section 3, page 1, column 2). 
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the fact that Natahn M. Sarkisian, Altera’s CFO, apologized, and the com-
pany promised full communication access to all analysts.34 

These were not sweeping changes.  Mayew (2006), for example, shows 
that during conference calls with analysts, firms favor analysts with more 
favorable recommendations in deciding whom to give the opportunity to ask 
a question (see a further discussion on the firm’s control over information 
given to analysts below).  Chen and Matsumoto (2006), conjecture that there 
is relationship between analysts’ accuracy and the information given to them 
by the firm.  They find that before Regulation FD, there was an increase in 
the relative accuracy of forecasts of analysts who made more favorable rec-
ommendations; but this association disappeared after Regulation FD.  
Hence, Regulation FD mitigated the asymmetry of information caused by 
firms’ control over selective disclosure, but not perfectly. 

5.2.4 Meeting or Beating Expectations—MBE 

In an earnings season preceded by a flood of warnings, everything 
seems to be coming up roses. 
More than half of the Standard & Poor’s 500 companies reporting 
earnings in the last two weeks topped Wall Street’s expectations—
most by just a penny or so.  (New York Times, February 2, 2003) 
Boeing reported a 6.8 % decline in second-quarter profit yesterday, but 
the company still beat Wall Street’s expectations and raised its earn-
ings outlook for the year.  (New York Times, July 28, 2005) 
Sprint, the telecommunications provider, said yesterday that its profits 
more than doubled in the second quarter, with growth being driven by 
adding and retaining more wireless customers.  The earnings report 
surpassed Wall Street analysts’ expectations, though some analysts 
said they had hoped to see Sprint do even better in the competitive 
mobile phone sector.  (New York Times, July 28, 2005) 
Alcoa reported an 86% jump in net income for the third quarter, but 
the company sharply missed analysts’ expectations amid lower metals 
prices.  Its shares slid in after-hours trading.  The report started the 
quarter’s earnings season off on a sour note. (Wall Street Journal, Oc-
tober 10, 2006) 

MBE is the phenomenon of firms announcing earnings that either meet 
or beat the consensus analysts’ forecasts of earnings.  The importance of 

                                                      
34 The same New York Times story discloses, “What Altera did not say was that it 

had also blacklisted Chris Danely of J. P. Morgan Securities.  A seven-page let-
ter dated April 22, from Mr. Sarkisian began succinctly: ‘Be advised that we do 
not intend further interaction or communication with you or your staff.’ Mr. 
Danely’s transgression?  Bias against the company, according to the letter.” 

MBE follows from the fact that earnings are the statistic most predicted by 
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analysts (e.g., DeFond and Hung, 2003).  Hence, successfully meeting ex-
pectations or failing to beat them earns a great deal of attention in the press 
and from investors. 

Research indicates that the phenomenon increased in the later years of 
the twentieth century.  Bartov, Givoly, and Hayn (2002), who studied 
64,872 firm-quarters between January 1983 and December 1997, noted 
that “[t]he number of firm-quarters increases steadily from an average of 
about 400 per fiscal quarter in the first five years of the sample period to 
over 1,500 per fiscal quarter in the last five years of the period” (p. 180).  
A similar trend is reported in the 1985–1997 sample of Matsumoto (2002) 
(41% of firm/quarters in 1985 to 70% in 1997 in the Zacks Surprise Files 
database)35 and Brown (2001) (the median earnings surprise is slightly 
negative in the years 1984–1990, zero in 1991–1993, and slightly positive 
in 1994–1999). 

MBE remains prevalent today.   Reuter reported that more than half of 
the Standard & Poor’s 500 companies that reported earnings in the second 
half of January 2003, met or beat expectations by just a penny.  A study by 
Thompson Financial of the 30 companies in the Dow Jones in the 1999–
2004 period found that 46.1% met consensus estimates or beat them by a 
penny during each quarter over the 1999–2004 period.  For the first three 
quarters of 2004, 10.9% missed their expected results, down from 11.7% 
in 2003 and 25% in 2002 (as reported by the New York Times, November 
7, 2004).  MBE is also quite widespread across industries.  Williams 
(2006), examines the phenomenon from 1999 to 2003 in a sample of 
11,503 firm/quarters in 59 two-digit SIC codes (after deleting observations 
with missing data, financial institutions, and industries with less than ten 
firms).  She finds some concentration in industries with intangible assets: 
Business Services (17.06%), Electrical and Electronic Equipment 
(10.07%), Chemical and Allied Products (9.98%), and Instruments and Re-
lated Products (7.87%).  The rest (55.02%) are evenly distributed over the 
remaining 55 industries. 
                                                      
35 Matsumoto notes that 

The increase is unlikely to be due to analysts underestimating the 
effect of positive macroeconomic events on firm profits… there is no 
significant trend over time in the percent of quarters with increases in 
earnings per share before extraordinary items (quarterly Compustat 
data item no. 8) from the same quarter in the previous year (i.e., the 
seasonal change in earnings)…. From  1991, onward, however, the 
percent of quarters that meet or exceed analysts’ expectations has in-
creased steadily, whereas the percent of quarters with increases in 
earnings has not  (p. 489). 

36

36 MBE declined with SOX (Williams, DaDalt, Sun, and Yaari, 2006, 2008; Bartov
and Cohen, 2007; and Koh, Matsumoto, and Rajgopal, 2007).
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There has, however, been a change in the pattern of MBE in the twenty-
first century in that earnings surprises are larger than one penny, with ac-
companying increases in price changes.  “Due to Regulation FD (Fair Dis-
closure),… CEOs and chief financial officers have to keep their lips sealed 
regarding their firms’ performance until official announcements.  The re-
sult?  Earnings surprises have become more literally a surprise.  That’s 
why a growth stock can move 10%, 20% or even more in just one day”  
(David Saito-Chung, “Even Leaders Get Burned by Dismal Profit Out-
looks,” Investor’s Business Daily, July 25, 2005).37  Furthermore, the 
Thompson Financial study cited above also finds that the market price is 
less responsive to beating the target by a penny and that fewer firms beat 
the consensus by a penny.38   

Why do firms meet or beat expectations?  The answer is that the market 
rewards this behavior.  Barth, Elliott, and Finn (1999), Bartov, Givoly, and 
Hayn (2002), Kasznik and McNichols (2002), Lopez and Rees (2002), 
Bhojraj, Hribar, and Picconi (2003), Chen (2003), Das and Zhang (2003), 
Brown, Hillegeist, and Lo (2006), and others find a significant stock price 
premium (penalty) for meeting or beating (missing) analysts’ earnings 
forecasts, after controlling for the magnitude of the forecast error.39  The 
range of earnings surprise over which the market’s reaction is the strongest 
lies in the vicinity of one penny (+1 penny of MBE firms and—1 penny 
for firms that missed the forecast).  The window over which the market re-
action is measured also matters.   As the return window expands, the absolute
                                                      
37 For a review of extensive research of the effect of Regulation FD on the quality 

of analysts’ forecasts, consult Francis, Chen, Philbrick, and Willis (2004). 
38 Firms in the Dow Jones composite that beat expectations by a cent experienced 

a stock rise of 0.78% at the date of announcement in 1998 but just 0.15% in 
2004, and the percentage of MBE companies declined from 60% in 1998 to 
35% in 2004.  The number of Dow component companies that beat expectations 
by more than a penny rose from 27.2% in 2002 to 54.3% percent in 2004. 

39 The Thompson Financial study reports that companies whose results came in 
below analysts’ estimates lost 1.08% of their value, on average, the day of the 
announcement.  The loss averaged 1.59% over 5 days. 

 The interpretation of these studies warrants some caution because of stock 
splits.  After stock splits, databases offer restated historical data which are 
rounded to the nearest cent.  The combination of stock splits and measuring sur-
prises by analysts’ forecasts rounded to the nearest cent biases the data. Baber 
and Kang (2002a), observe, 

For example, assume that the consensus analysts’ forecast EPS is $0.10 
and the actual EPS is $0.09, and that the firm subsequently executes a 2-
for-l stock split. Both the forecast and the actual EPS are reported as $0.05 
after rounding to the nearest cent. Thus, data from the forecast files 

40

40
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value of the stock price premium or penalty increases, since additional 
earnings pre-announcements and other signals are likely. 

A special class of MBE firms includes firms that do it habitually.  Once 
a firm starts the expectations game, it cannot back out without risking se-
vere repercussions from the reaction of disappointed investors (Barth, Elli-
ott, and Finn, 1999; Kim, 2002; Skinner and Sloan, 2002; Graham, Har-
vey, and Rajgopal, 2005; Myers, Myers, and Skinner, 2006).  We discuss 
this class below.41 

5.2.2.3 MBE as an Earnings Management Strategy 

MBE is considered to be another case of managing earnings in order to 
beat a threshold (see Chap. 4); the threshold is the consensus analysts’ 
forecast.  The benchmarks of zero earnings and the-same-quarter-last-year 
earnings (discussed in Chap. 4) are ostensibly objective and unchangeable.  
The same cannot be said about consensus forecasts.  First, analysts follow 
only those firms they consider large enough to generate sufficient trade.  
Many public firms thus are not followed.  Durtschi and Easton (2005), 
compare the Institutional Brokers Estimate System (I/B/E/S), with the da-
tabase of firms’ GAAP earnings (Compustat).42  They report that in the 
1983–2002 period, I/B/E/S followed 4.4% (11.6%)  of the COMPUSTAT 
firms that reported a one-cent loss (profit).  “This difference alone could 
cause an almost threefold difference between the number of I/B/E/S firms 
reporting a one-cent loss and the number of firms that report a one-cent 
profit” (p. 582).  Second, management information is a valuable input to 
analysts’ research.  Firms thus can influence analysts’ expectations, espe-
cially if the disclosure is given in terms of estimated future earnings, that 
is, guidance and preannouncements. 

                                                                                                                          
the consensus forecast, even 

re date differed from the 

 Baber and Kang show that splitters (non-splitters) who meet their target enjoy 
positive (negative) 3-day abnormal returns.  See also Kim, Lim, and Shaw 
(2001), who observe that a consensus analysts’ expectations is a biased measure 
because it overweights the public information available to all analysts. 

41 See also the discussion in Matsumoto (2002), and Williams (2006), on the capi-
tal-market pressure to meet or beat expectations in order to sustain the firm’s 
market price. 

42 I/B/E/S earnings are different from GAAP (e.g., Abarbanell and Lehavy, 2002; 
Bhattacharya, Black, Christensen, and Larson, 2003; Durtschi and Easton, 2005; 
Frankel and Roychowdhury, 2005). 

erroneously indicate that earnings “meet” 
though actual earnings reported at the disclosu
consensus expectation. (p. 278)   
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The timeline of the game between the firm and analysts is as follows 
(based on figure 1 in Cotter, Tuna, and Wysocki, 2006). 

 

 
Fig. 5.1 The MBE game 

Fig. 5.1 illustrates that firms can meet or beat expectations by managing 
expectations and managing earnings.43  A former MCI employee, Dan Re-
ingold, describes the games played by firms to manage expectations before 
Regulation FD: 

I quickly learned that investor relations was more of an art than a 
science–especially when it came to managing analysts’ earnings expec-
tations. (p. 19) 

…If it had been a bad quarter, we needed to leak that information 
slowly and quietly, so that the stock would drop during the week or 
two before the earnings announcement, but without generating any 
media attention.  That was a lot better than the stock plummeting at the 
earnings day, when the world was focused on it.  Positive news also 
would be leaked out but downplayed a bit, so that the stock would still 
see a decent bounce when the better-than-expected news hit.  It was 
common practice, so common that I didn’t even take note of it at the 
time.   (Reingold and Reingold, p. 20) 

The literature provides evidence that firms manage earnings in order to 
beat expectations.  Bannister and Newman (1996), find that firms that may 
fail to beat the forecasts engage in income-increasing earnings manage-
ment more than firms whose earnings exceed the expectations.  Abarbanell 
and Lehavy (2003a), find that firms that received “buy” recommendations 
                                                      
43 Ke and Yu (2006), show that analysts had incentives to play along the expecta-

tions game before Regulation FD.  Analysts who played the expectations game 
issued on the average more accurate forecasts and enjoyed a higher job secu-
rity.  This result supports the quotation that indicates that firms are sophisti-
cated players in channeling value-relevant information to the market. 
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current quarter 

Management’s volun-
tary disclosure that 
affects the beliefs of 
analysts and the mar-
ket 
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publicize 
the quarter 
earnings 
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were more likely to manage their earnings to meet analysts’ expectations.  
Kasznik (1999), shows that firms manage earnings in order not to disap-
point the market given expectations formed in response to earlier voluntary 
disclosures.  Moehrle (2002), examines 121 reversals of restructuring 
charges that were recorded between 1990 and 1999, finding that they were 
used as a means to achieve the desired earnings forecast (and other 
benchmarks).  Bange and De-Bondt (1998), examine whether executives 
manage research and development budgets in order to manage earnings, 
since the U.S.  GAAP require firms to fully expense these costs in the pe-
riod they are made.  Their study of 100 U.S. companies between 1977 and 
1986 indicates that R&D budget adjustments reduce the anticipated gap 
between analysts’ earnings forecasts and reported income.  Das and Zhang 
(2003), found that firms report the digit immediately to the right of the 
decimal in the earnings per share number (expressed in cents) such as to 
round the EPS up.  For example, if EPS is 10.435, the firm can report 
10.44.  Further examination shows that the rounding is more pronounced 
for firms that meet or beat expectations by one penny!44  McVay (2006), 
shows that firms meet analysts’ expectations by expense shifting, that is, 
they move items between cost of goods sold and selling, general, and ad-
ministrative expenses—core earnings—to special items. 

Empirical research has established that both strategies (managing expec-
tations and managing earnings) have been employed.45  Kinney, 
Burgstahler, and Martin (2002), provide evidence that between 1992 and 
1997, the characteristics of forecasts changed in a manner that is consistent 
with increases of both earnings management and expectations manage-
ment.  As an example, the average age of revised forecasts (relative to the 
annual earnings release date) decreased by 52%, and the proportion of 
firms with zero earnings surprise increased by 41%, with positive surprises 
increasing 14% and negative surprises decreasing 29%.  Since analysts re-
vise their forecasts after firms’ disclosures, the lower forecast age indicates 
                                                      
44 For example, when the object of rounding is net income, 56.1% (60.1%) of all 

firms that meet expectations (beat expectations by one penny) use a rounding 
scheme to do so. 

45 The earnings management tactics of guiding analysts has been the subject of sepa-
rate research.  Cotter, Tuna, and Wysocki (2006), obtain data on guidance events 
between 1995 and 2001 from the First Call ‘‘company issued guidelines’’ data-
base.  They find that managers are selective about which quarters to issue public 
guidance.  Public management guidance occurs in 2,382 of the total 8,198 guid-
ance instances.  The mean days prior to earnings announcements of publicizing 
guidance is 29 days.  Firms “talk analysts down” in that a 100% increase in ana-
lyst optimism (measured relative to actual earnings) leads to a 5% increase in the 
likelihood of public management guidance to lower the expectations. 
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greater use of expectations management, since the closer the revision of 
earnings, the more accurate it is likely to be.  Louis (2004), documents ag-
gressive earnings management by acquiring firms in the quarter that pre-
ceded the stock swap in stock-for-stock mergers.  The effect of this earn-
ings management strategy is to create reversals of accruals that reduce 
post-merger earnings (see Chap. 4).  Louis finds that analysts who do not 
fully revise their forecasts to account for the reversal of the managed ac-
cruals in the month following the merger announcement fully account for 
the reversal by the time the acquiring firm makes the subsequent quarterly 
earnings announcement.  He concludes that the firms apparently “walk 
down” the analysts.  Comprix, Mills, and Schmidt (2004), uncover a clever 
ploy that kills two birds with one stone.  The joint management of expecta-
tions and earnings is achieved by quarterly estimates of the effective tax 
rate.  By announcing a higher rate in earlier quarters, the firm builds slack 
that allows it to beat the target annually.  At the same time, it lowers ana-
lysts’ forecasts because they fail to take into account the fact that the year-
end tax rate is likely to be lower than the one in the quarterly reports. 

More empirical evidence on the use of both tactics to meet or beat ex-
pectations is provided by Bartov, Givoly, and Hayn (2002), Matsumoto 
(2002), Bernhardt and Campello (2003), Burgstahler and Eames (2003), 
Chen (2003), Ayers, Jiang, and Yeung (2006), Bauman, Braswell, and 
Shaw (2006), Brown, Hillegeist, and Lo (2006), and Williams (2006).  
Specifically, when earnings management is pernicious, firms manage ex-
pectations to lower analysts’ expectations and inflate earnings to meet or 
beat expectations. 

Firms vary in their approach to MBE.  Some firms prefer to manage ex-
pectations only, others prefer to manage earnings only, some do neither, 
and some employ both.46  A clue to the considerations behind employing 
these strategies is given in Matsumoto (2002).  Table 5.1 summarizes her 
findings. 

Firms that prefer to meet or beat expectations through earnings man-
agement are of two types.  One is concerned with earnings because its 
shareholders are mainly institutional owners who make decisions based on 
the firm’s observable ability to meet earnings expectations.  The other is 
high-growth firms whose growth rates determine their valuation.  
 
                                                      
46 Lin, Radhakrishnan, and Su (2006) examine earnings management tools, in addition to dis-

cretionary accruals to meet or beat expectations: classification shifting (similar to McVay, 
2006) negative abnormal selling, general and administrative expenses (similar to Gunny 
2005) and positive abnormal production and negative abnormal cash flow from operations 
(similar to Roychowdhury, 2005).  They find that the increase in the probability of meeting 
or beating analysts’ earnings forecasts ranges from 5 to 10%, depending on the tool. 
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Table 5.1 The strategies used for MBE 

 Manage earnings Do not manage earnings 
Manage expec-
tations 

Firms with high level of 
institutional ownerships, 
especially transient 
ownerships 

1. Firms that rely on implicit 
claims with stakeholders 

2. Earnings are more value-
relevant 

Do not manage 
expectations 

High-growth firms Firms with history of losses 

 
F that are likely to meet or beat expectations by managing expectations are 
firms that are concerned with the integrity of their earnings numbers, or 
those that prefer to filter the information to the capital market as soon as 
possible in order to avoid lawsuits. 

Baik and Jiang (2006), examine incentives to manage expectations only 
(i.e, they do not address earnings management).  They show firms with 
transient institutional ownership and firms with a long string of meeting or 
beating expectation are more likely to forecast with a negative bias.  Com-
panies that incur losses are less likely to issue forecasts with a negative 
bias because they have incentives to dampen the bad-news content of their 
losses.  Complementing this study is that of Barua, Legoria, and Moffitt 
(2006), who show that the pressure to manage earnings to meet or beat ex-
pectations is stronger for firms with profits than for firms with losses. 

When the market sees through earnings management and hence does not 
reward MBE (Bolliger and Kast, 2004; Lin, Radhakrishnan, and Su, 2006), 
the incentives to meet or beat expectations are unclear.  Most research 
finds, however, that the MBE firms are rewarded by the market.  This 
raises the apprehension that the market might be rewarding pernicious 
earnings management.  The consensus that it is pernicious is manifested in 
the 1998 “The Numbers Game” speech of the then chief commissioner of 
the SEC, Arthur Levitt: 

Increasingly, I have become concerned that the motivation to meet 
Wall Street earnings expectations may be overriding common sense 
business practices.…  In the zeal to satisfy consensus earnings esti-
mates and project a smooth earnings path, wishful thinking may be 
winning the day over faithful representation. 

Gretchen Morgenson of the New York Times writes (Pennies That 
Aren’t From Heaven, Nov. 7, 2004): 

Ask any chief executive officer if he or she practices the art of earn-
ings management and you will undoubtedly hear an emphatic “Of 
course not!” But ask those same executives about their company’s re-
cent results, and you may very well hear a proud “we beat the analysts’ 
estimate by a penny.” 
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Pulling off such a feat in an uncertain world smacks of earnings 
management. “It is not possible for this percentage of reporting com-
panies to hit the bull’s-eye,” said Bill Fleckenstein, principal at Fleck-
enstein Capital in Seattle. “Business is too complicated; there are too 
many moving parts.” 

Williams, DaDalt, Sun, and Yaari (2006), hypothesize that MBE signals 
strong performance by firms that commit to reported performance repeat-
edly.  That is, if a strong firm inflates its report, it can afford to do so.  
Overstatement of earnings today leads to a reversal of earnings in the fu-
ture that jeopardizes the firm’s ability to beat and meet future expectations.  
Hence, firms that undertake this risk signal future value.  Some empirical 
evidence indicates that on average MBE firms have superior performance 
over time (e.g., Chevis, Das, and Sivaramakrishnan, 2001; Bartov, Givoly, 
and Hayn, 2002; Dopuch, Seethamraju, and Xu, 2003).47  Chevis, Das, and 
Sivaramakrishnan (2001), for example, analyze MBE in the period 1988–
1998 and find that firms that habitually meet or beat expectations are likely 
to have higher growth and a higher pattern of increasing earnings, as well 
as more stable earnings.  As a result, they attract a larger analyst following 
whose forecast dispersion is lower.  Taking this further, Brown, Hillegeist, 
and Lo (2006), argue that the reward to meet or beat expectations is justi-
fied because MBE has a real cash-flow effect by reducing the firm’s cost 
of capital.  MBE changes the dynamics of the market response to the firm, 
with increased trading, attracting informed traders, and better liquidity.  
This in turn, reduces the information asymmetry between the firm and its 
investors, which has a favorable effect on the firm’s cost of capital. 

The reward for MBE explains the incentives of poor performers to pool 
with strong performers.  If the market cannot distinguish between weak 
and strong MBE firms, it rewards the average firm.  To illustrate, suppose 
that 40% of firms are strong, with an economic value of 1, and the remain-
ing 60% are weak, with an economic value of 0.2.  If only strong firms 
meet or beat expectations, the market price of an MBE firm is 1 and that of 
a non-MBE firm is 0.2.  Yet what if the weak firms attempt to meet or beat 
expectations as well?  Since the market cannot distinguish between the two 
types, the price would average over both.  The price then will be 60% x 1 
+ 40% x 0.2 = 0.68.  Since this price is higher than 0.2, weak performers 
have incentives to meet or beat.  If they are found out, their price drops to 

                                                      
47 An exception is Bhojraj, Hribar, and Picconi (2003).  They find that firms that 

did not manage earnings and thus failed to meet or beat expectations outdid 
firms that did. 
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0.2, but no lower.  Clearly, they are worse off if they do not meet or beat 
expectations.48 

Evidence that the market cannot distinguish between weak and strong 
MBE firms is provided in Bhojraj, Hribar, and Picconi (2003).  They com-
pare two types of firms: firms that miss the target without making an overt 
attempt to manage earnings and those that meet or beat expectations but 
seem to do so by aggressively managing earnings.  They find that the mar-
ket rewards the latter.  In windows of 2 and 3 years, however, the firms 
that manage earnings are outperformed by those that did not, in terms of 
both returns and earnings changes. 

Williams, DaDalt, Sun, and Yaari (2006), study the market’s ability to 
distinguish between strong and poor performers in the wake of Regulation 
FD and SOX.  This study offers a richer model than our simple example by 
admitting financial analysts.  Because financial analysts face “prisoners’ 
dilemma” incentives, they recommend both strong and weak firms.49  That 
is, analysts do not make discriminating recommendations that allow the 
market to distinguish between the two types, which incentivizes the weak 
type to MBE by managing expectations downward and earnings upward.  
These strategies are determined by cost–benefit considerations.  Hence, 
this model also implies that the regulatory shocks of Regulation FD and 
SOX will affect how the weak firms meet or beat expectations.  This pre-
diction was tested using a sample of habitual MBE firms that are more 
likely to be strong firms.  The market response to MBE indicates that 
Regulation FD (SOX) improved (had no effect on) the market’s ability to 
discern a firm’s type when MBE is accomplished through guiding the ana-
lysts’ expectations (earnings management). 

Assuming that MBE entails some costs, when is the pressure to perni-
ciously meet or beat the strongest?  Payne and Robb (2000), who study a 
sample of 13,532 I/B/E/S firms between 1986 and 1997, test the associa-
tion between aggressive earnings management and the dispersion in the 
analysts’ forecasts.  Since dispersion measures the agreement among ana-
                                                      
48 To continue with this example, suppose that because of investors’ lawsuits (see 

Chap. 8), the post-revelation price falls to zero.  Then if the chance of being 
found out is less that 70%, MBE is still preferable.  The bad firm is indifferent 
to MBE if 0.68 x (1—x) + 0  x x=0.2.  Hence, x=0.48 / 0.68 =0.7 

49 Consider a game with two analysts following the same weak firm.  The payoffs 
of the analysts are such that if only one issues an honest opinion that the firm is 
weak, he is penalized and the analyst that pays accolade to the firm is rewarded.  
Only if both analysts condemn the firm, their payoff is higher than when they 
both hide the truth.  A numerical illustration of such a setting shows that if both 
analysts misrepresent, each gets utility of 5 and if both are truthful, each gets 7.  
If only one is truthful, he gets 4 and the other analyst gets 9.  
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lysts and analysts affect the market’s expectations, the lower the disper-
sion, the more solid the market’s expectations of a certain performance.  
Payne and Robb find that managers are more likely to meet or beat expec-
tations through income-increasing strategies when the dispersion of ana-
lysts’ forecasts is lower.  Richardson, Teoh, and Wysocki (2004), who 
study 53,653 firm-quarter observations between 1984 and 2001, show that 
managers who plan to engage in insider trading have stronger incentives to 
surprise the market favorably.  McVay, Nagar, and Tang (2006), test a 
sample of 21,952 firm quarters from 1990–1999, for firms that just met (by 
zero or one cent) or just missed (by one or two cents) the quarterly consen-
sus forecast.  They too find that the likelihood of just meeting versus just 
missing the consensus forecast is strongly associated with subsequent 
managerial stock sales.  Sales by managers of the “just met” firms (scaled 
by shares owned) were about 56% higher than those of the “just missed” 
firms.  Cheng and Warfield (2005), obtain similar results for their sample 
of non-financial and unregulated ExecuComp firms between 1993 and 
2000.  They show that stock options induce managers to act strategically in 
their earnings management and insider trading.  They avoid reporting large 
earnings surprises and are more likely to meet the market’s expectations.  
Bolliger and Kast (2004), find in their sample of 8,714 firm/year observa-
tions between 1993 and 2001 that stock options explain the capital market 
pressure on management to meet or beat expectations by guiding analysts 
down.  In contrast, Bauman, Braswell, and Shaw (2006), who examine 
MBE accomplished by both opportunistic accounting choices and expecta-
tions guidance, claim that stock-based compensation induces expectations 
management rather than earnings management.  If the market is unsure 
whether the numbers are good or a product of pernicious earnings and ex-
pectations management, it is likely to   

(a) discount the MBE and  
(b) search for additional clues. 
If firms meet or beat expectations in order to obscure their financial 

health, then the rational market will discount MBE.  That is, the premium 
for MBE is lower when the market suspects earnings management or guid-
ance (Baber and Kang, 2001, 2002b, 2003; Bartov, Givoly, and Hayn, 
2002; Das and Zhang, 2003; Bolliger and Kast, 2004; Choi, 2004; Lin and 
Shih, 2006; Williams, 2006).  Williams, for example, finds that the reward
for meeting or beating by expectations management is lower than the 
than the reward for earnings management because it is easier for the mar-
ket to detect management of expectations.  In some cases, the market 
seems to penalize firms that meet or beat expectations by aggressively 
managing earnings, in that the return around the earnings announcement  
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date is negative (e.g., Baber and Kang, 2003; Dopuch, Seethamraju, and 
Xu, 2003; Williams, 2006).  

If the market discounts MBE, then why doesn’t it ignore the MBE 
event?51  Our answer is that the MBE game acquires credibility from the 
firms that missed the target by as little as one cent.  To expand the above 
example, suppose now that 50% of the weak performer that attempt to 
meet or beat expectations might miss the target by one penny but every 
strong firm is going to beat the target.  If a firm misses the target, its price 
will be 0.20 because a failure to meet or beat expectations reveals the 
firm’s type.  By Bayes’ rule, since 80% of the firms do meet or beat expec-
tations (60% + 50% �  (100%—60%)), the market price of MBE firms is 
60% 1 40% 50% 0.20 0.80 0.68.

80% 80%
� � �

	  �   MBE has some credibility, 

then, because not every firm can do it successfully.52  Note that now 
“good” firms also have incentives to meet or beat expectations, because if 
they do not try to signal their worth, no firm will and the market price will 
be just 0.68. 

Another way to deal with MBE is to find more evidence of the credibil-
ity of the MBE firms.  Dopuch, Seethamraju, and Xu (2003), examine the 
credibility of MBE by examining whether firms also meet expectations 
                                                      

 Dechow, Richardson, and Tuna (2000), report that firms that meet or beat ex-
pectations tend to have fewer negative special and extraordinary items relative 
to other firms, although in general, they are characterized by a high level of 
working capital accruals and a high level of special items. 

51 In some cases, the market ignores MBE.  DeFond and Hung (2003), show that 
analysts forecast cash flows in addition to earnings when institutional factors 
cast doubt on the quality of earnings as a signal on firm’s value, because, for 
example, the firm is characterized by a weaker protection of shareholders’ 
rights.  Ertimur and Stubben (2005), also find demand for sales and cash fore-
casts when earnings cannot be trusted because they are too volatile or negative, 
or contain large accruals. 

52 This argument makes sense only if there are firms that do miss the forecast.  The 
fact is that although more firms beat the forecast than miss it (see e.g., Durtschi 
and Easton, 2005, figure 10), there are many firms that miss expectations by one 
cent.  Hence, a few questions arise:  Who is to blame?  The firms that were not 
adroit in playing the expectations game?  The firms that were reluctant to man-
age earnings to beat the target?  The analysts that did not play along?  Chen 
(2003), hypothesizes that the fault lies with managers and that they are more 
likely to miss their own forecasts when the costs of meeting their predictions 
exceed the benefits.  Chen finds that firms whose managers miss have less ac-
counting flexibility and less experience at forecasting and whose earnings are 
more difficult to predict because they are more risky (as evidenced in more 
negative abnormal return days during the quarter). 

50

50
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when one considers the time-series behavior of their earnings.  In their 
sample of 33,575 firm-quarters between 1993 and 2000, they observe that 
the market premium to firms that successfully beat both thresholds was 
4.5%, which was higher than the premium for beating just one threshold.  
Further testing reveals that the CAR (cumulative abnormal return) was 
significantly negative (—0.009) for the set of firms that met or beat only 
analysts’ forecasts, compared to the CAR of 0.045 for firms that met or 
beat both benchmarks.  They conclude that “investors did not blindly re-
ward firms that merely beat the analysts’ forecasts; rather they also incor-
porated incremental information from the time-series forecasts” (p. 11).  

Dopuch, Seethamraju, and Xu (2003), also shed light on the relation-
ships between MBE and the other thresholds that were discussed in Chap. 
4.  In particular, are the different targets complements or substitutes?  Han-
sen (2004), Graham, Harvey, and Rajgopal (2005), and Rees (2005), find 
that firms try to beat multiple thresholds.  Hence, they suggest there may 
be some substitution among different thresholds.  Brown and Caylor’s 
(2005), finding that the market reward for MBE is greater than that for 
meeting other earnings thresholds seems to imply that even if some targets 
are substitutes, MBE is likely to carry a greater weight because the mar-
ket’s reaction to MBE is stronger. 

Another signal is revenues.  Rees and Sivaramakrishnan (2006), show 
that when an MBE firm fails to fulfill analysts’ sales forecasts, the pre-
mium for meeting earnings forecasts is completely eliminated.  Stubben 
(2006), however, observes that firms whose revenues are highly valued by 
the market inflate revenues to meet revenue targets. 

Yet another signal is a firm’s reputation for habitually meeting or beat-
ing expectations.  Barth, Elliott, and Finn (1999), Kim (2002), Skinner and 

ERC (see Chap. 4) is higher.)  Once a firm fails to achieve this target, 
however, its market price plummets, a phenomenon known as the torpedo 
effect.  Clearly, each quarter that the firm succeeds increases the market’s 
confidence in its long-term value.  Once the firm fails to meet expecta-
tions, the market punishes the firm because it revises its opinion down-
ward.  Since research has found that firms that miss targets do not do well 
in the future (Dechow, Richardson, and Tuna, 2003; Chen, 2003), this re-
sponse is rational.  The anecdotal evidence indicates that one reason for the 
torpedo effect lies in the reaction of money managers.  They tend to dis-
card all the firm’s shares.  Also, to the extent that the firm’s stock price af-
fects its production and investment decisions, the negative shock to the 
price generates a self-fulfilling prophecy that the firm will likely not do 
well in the future. 

 

Sloan (2002), and others observe that the market rewards firms with a longer 
history of MBE.  (Lopez and Rees, 2002, and Choi, 2004, show that their 
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In sum, analysts’ presence in the accounting scene induces earnings 
management by firms to meet or beat analysts’ expectations.  It is not 
known yet why some firms meet the target, and some beat it by just one 
penny. 

5.3 Governance—Ownership 

5.3.1 A Definition and the Framework of U.S. Corporate 
Governance 

We employ the definition of governance in the 2004 “Principles of Corpo-
rate Governance” of the Organization of Cooperation and Development 
(OECD):  “Corporate governance deals with the rights and responsibilities 
of a company’s management, its board, shareholders, and various stake-
holders.”53  We focus on the U.S. system.54  The United States regards the 
objective of the governance system as the creation of long-term share-
holder value (Gertner and Kaplan, 1998; Dallas, 2002; Jensen, 2005a, b; 
Niskanen, 2005; Skousen, Glover, and Prawitt, 2005).  Contrast this, for 
example, with the views of the customers of the IT sector in India.  
Agrawal and Fuloria (2004), find that the objective that ranks the highest is 
the maximization of stakeholders’ value.  The U.S. perspective is that 
maximization of stakeholders’ value might sacrifice shareholders’ value.  
Niskanen (2005), states, 

[Regarding the] view that corporate managers should also be ac-
countable to other “stakeholders” affected by their decisions–such as 
employees, creditors, the local community, the environment, etc.… I 
am wholly unsympathetic with this view...  Although I recognize that a 
corporation’s contracts with these other constituencies are not com-
plete, they are far more complete than the open-ended contract with 
shareholders.  Good managers will pay attention to the interests of the 
several types of stakeholders to the extent that this attention is consis-

                                                      
53 Some researchers prefer to emphasize the legal aspects of governance (e.g., Gar-

rod, 2002;  Gillan and Starks, 1998).  Governance is the system of laws, rules, 
and factors that control operations at a company.  The inclusion of factors rec-
ognizes the pressure from markets such as the labor and financial markets. 

 For a discussion of the different definitions of corporate governance, consult 
Gillan and Starks (1998); and Farinha (2003). 

54 For example, contrast the two-tier governance system of Germany and Nether-
lands with the board of directors of United Kingdom and United States. 
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tent with the interests of the general shareholders.  But making corpo-
rate managers accountable to multiple constituencies would substan-
tially increase managerial discretion, increasing the prospect that they 
would not serve any constituency very well.  (pp. 337–338) 

Maximization of shareholders’ value poses a challenge because of the 
myriad principal–agent relationships that characterize U.S. public firms.  
In general, the firm is a hierarchy of principal–agent relationships, between 
shareholders (institutional and retail) and directors, and between directors 
and senior management.  The shareholders act as a principal to the direc-
tors.  The directors are an agent of the shareholders and a principal of the 
senior management, and senior management is an agent of the board. 

There are also principal–agent relationships between senior manage-
ment and its subordinates, and between institutional shareholders and their 
beneficiaries, since, by definition, institutional owners manage assets for 
others.55  In a September 2005 conference of the Investor Responsibility 
Research Center (IRRC) in Beverly Hills, Rich Koppes, the former general 
counsel of CalPERS (California Pension Employees’ Retirement System), 
remarked that institutional investors are also fiduciaries and should “exam-
ine their own governance house.”  He recommended that institutional 
shareholders focus solely on what is best for their beneficiaries.56  A con-
cern that institutional investors might compromise their fiduciary duty has 
motivated the SEC to require institutional owners to disclose how they 
vote (see the discussion in Latham, 2005).  For a recent study that shows 
that they fulfill their fiduciary duty, consult Adams and Santos (2006). 

Figure 5.2 depicts the principal–agent relationships. 

                                                      
55 Coffee (1991), observes, 
 The problem of who will guard the guardian is a timeless one, but it is particu-

larly complicated when the proposed guardian is the institutional investor.  Not 
only do the same problems of agency cost arise at the institutional investor 
level, but there are persuasive reasons for believing that some institutional in-
vestors are less accountable to their “owners than are corporate managements to 
their shareholders.  Put simply, the usual mechanisms of corporate accountabil-
ity are either unavailable or largely compromised at the institutional level.  (p. 
1283) 

56 http://www.irrc.com/company/news_fulltext.htm#CII 
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Institutional Owners Retail Investors 

Board of Directors and Its Committees: Compensation,  
Executive, Nomination, and Audit  

 Management Team  Independent Directors 

Senior Management 

The Beneficiaries   

 
Fig. 5.2 The principal–agent relationships in the governance structure 

In contrast to Chap. 3, where we portrayed the CEO as an agent of 
shareholders, in this chapter the CEO participates in governance as a prin-
cipal to management.  CEOs and top officers serve as a communication 
channel between insider management and the shareholders.  The insider 
management is concerned with strategy and day-to-day operations, while 
shareholders are concerned with balancing an efficient portfolio (Jensen, 
2005a).  Booth (2005), claims that the role of CEOs as a principal explains 
why they deserve high compensation as partners to shareholders. 

Section 5.3 proceeds as follows: shareholders are discussed first and the 
board of directors thereafter.  For each group, we ask whether earnings are 
important to it and what its incentives to encourage or deter earnings man-
agement are.  We conclude by presenting the studies that have examined 
earnings management. 
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5.3.2 Shareholders 

5.3.2.1 The Role of Shareholders in Governance in the United States57 

There are two classes of shareholders: institutional and retail.  The former 
includes banks, insurance companies, mutual funds, pension funds, and 
university endowments, while the latter refers to individual investors.  The 
discussion to follow will focus on institutional shareholders.  In some in-
stances, shareholders hold at least 5% of outstanding shares; they are 
known as blockholders.  They often can elect members to the board to 
monitor management closely.  See Shleifer and Vishny (1986), Admati, 
Pfleiderer, and Zechner (1994), Winton (1993), Huddart (1993), 
Chidambaran and John (1999, 2003), Kahn and Winton (1998), Maug 
(1998), Noe (2002), Aghion, Bolton and Tirole (2004); Faure-Grimaud and 
Gromb (2004); and Oded and Wang (2005).  For example, Warren Buffet 
serves as a director on the board of the Washington Post.  Buffet is the 
chairman, president, and CEO of Berkshire Hathaway, Inc., which holds a 
block of 17% of the Washington Post’s shares.58  Another example of 
blockholders is the family-controlled firms, such as Wal-mart, which is 
controlled by the Walton family.59 

                                                      
57 The metrics of the quality of governance from the point of view of owners is 

largely either the shareholders’ rights score of the Investor Responsibility Re-
search Center (IRRC), which focuses on the antitakeover provisions, or the gov-
ernance score of Institutional Shareholder Services (ISS), which provides addi-
tional governance attributes, such as audit, board of directors characteristics, the 
compensation of directors and executives, and so on.  The former metric is asso-
ciated with Gompers, Ishi, and Metrick (GIM) (2003), who found that weak 
governance is associated with poor performance and corresponding low returns.  
The efficiency of this governance score was later challenged by Brown and Caylor
(2005) and Core, Guay, and Rusticus (2006).  Brown and Caylor find that it is the 
charter/by-laws category in their governance score (which is closely related to 
the GIM score) that is associated with poor performance.  For a further evalua-
tion of the GIM score, consult Bebchuk, Cohen, and Ferrell (2004). 

58 http://archives.cjr.org/year/98/6/buffett.asp 
59 U.S. public firms are characterized by a wide variety in the concentration of owner-

ship.  Demsetz and Lehn (1985), for example, find that when concentration is meas-
ured by common stock equity holdings by the five largest shareholders, this variable 
takes value that range from 1.27 to 87.14 around a mean value of 24.81, and when 
the measure is the percentage of shares owned by the largest shareholders, this vari-
ables ranges from 1.27 to 91.54 around a mean value of 37.66.  For recent data, con-
sult Dlugosz, Fahlenbrach, Gompers, and Metrick (2006). 
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Institutional shareholders who manage at least one hundred million dol-
lars are required to file with the SEC, which implies that the samples in 
empirical research tend to be comprised of large institutions.   The Federal 
Reserve regularly publishes the report on the Flow of Funds Accounts of 
the United States,61 which provides the following breakdown of equity 
holdings (in billions of dollars): 

 
 The first quar-

ter of 2005 
The first quar-
ter of 2006 

Market value of equity held by U.S. 
households and institutions a 

14840.2 
====== 

16425.8 
====== 

Household sector (39.9%)   5774.3 (34.6%)   5684.5 
Commercial banking 19.4 28.0 
Savings institutions 27.1 26.2 
Property-casualty insurance compa-
nies 

196.0 214.9 

Life insurance companies 1037.5 1214.7 
Private pension funds 1995.7 2220.6 
State and local government retire-
ment funds 

1581.0 1811.8 

Federal government retirement funds 99.5 122.5 
Mutual funds 3669.9 4529.2 
Closed-end funds 87.8 109.1 
Exchange-traded funds 217.4 305.8 
Brokers and dealers 134.6 158.5 
Total holding of institutional owners (61.1%)   9065.9 (65.4%)   10741.3 

a The total equity holdings in the first quarter in 2005 (2006) are $16998.10 
($19025.3) billion, which includes foreign holders of $2067.9 ($2506.2) billion 
and holdings by state and local governments of $90.0 ($93.3) billion 

 
As the table indicates, institutional shareholders hold about 50% more 

equity than households.  Are they sufficiently large to affect a firm’s deci-
sions?  On the one hand, the answer is no because institutional sharehold-
ers prefer large companies (Gompers and Metrick, 2001).  Even blocks of 
millions of shares make their holdings small relative to outstanding shares.  
Furthermore, there is evidence that they avoid holding a share of 10% or 
more, in order not to be classified as insiders who must comply with the 
SEC’s insider-trading reporting requirements.  On the other hand, the  

                                                      
 For the list of requirements to file, consult http://www.sec.gov/about/forms/ 

 form13f.pdf. 
61 http://www.federalreserve.gov/releases/z1/Current/z1.pdf.  The data are ex-

tracted from Table L.213. 

60

60
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answer is yes because as a group, they cannot be ignored, and they might 
have the power to affect management’s decisions. 

To tie this to Chap. 1, we note that a meaningful discussion of share-
holders’ power ought to consider the legal limitations.  Since shareholders 
can veto, but not initiate, major decisions that affect their wealth, such as 
mergers, law scholars conclude that shareholders are in essence weak 
owners.  Bebchuk (2003, p.1) states, “[M]anagement power and share-
holder weakness... [are] not largely an inevitable product of the dispersion 
of ownership, but are partly due to the legal rules that insulate management 
from shareholder intervention.” 

So what can shareholders do?  In principle, they have four mutually ex-
clusive alternatives:  cooperating with management by voting with it; leav-
ing the game by selling their shares—a strategy that is known as “voting 
with the feet,” inducing changes by purchasing a block of shares that gives 
them a seat on the board and the ability to monitor management directly, 
or by becoming “activists.” 

5.3.2.2 Shareholders’ Activism 

We devote a separate discussion to shareholder activism because of the re-
cent rise of shareholders’ activism, not so much in volume of activity as in 
the way their opinion is heard in the boardroom.  There is still some dis-
tance to go before the grim picture that presented shareholders as weak in 
Chap. 1 will be redrawn, but the fact that the SEC has considered giving 
shareholders power over the nomination of directors is but one signal of 
the changes toward increasing their power, and thus the importance of ac-
tivism (see Coglianese and Michael, 2006, who summarize a roundtable on 
the changing relationships in corporate governance in the twenty-first cen-
tury held at Harvard university).62 

Activists are defined as shareholders who take measures to effect 
changes without a change in control (Gillan and Starks, 1998, 2007; Black, 
2002).  This definition covers shareholders’ proposals and shareholders’ 
negotiations with management.  It rules out takeovers and a purchase of a 
minority control in a firm with the intent of influencing decision making. 

                                                      
62 “[P]ressure to move to majority voting for directors clearly has been mounting 

steadily in recent years, with hundreds of shareholder proposals on the subject 
introduced in recent proxy seasons.  Although many of these proposals have 
been rejected, there have been some notable cases where they have been ap-
proved.  Attempts to pass proposals increasing shareholder influence over the 
selection of directors are likely to continue in the future” (p 12). 
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An activist can prepare a shareholder resolution for a vote in the com-
pany’s annual meeting.63  The SEC has specified rules on the following: 

 

� procedure (the proposal is first submitted to the executive office of the 
company with a copy to the SEC) 

� content (SEC rule 14a-8 of the 1934 Securities and Exchange Act 
specifies the 13 types of resolutions that are barred, such as any 
resolution that requires the corporation to break the law) 

� length (no more than 500 words) 
� timetable (proposals for a regularly scheduled annual meeting must be 

received at the company’s principal executive offices not less than 120 
calendar days before the release date of the previous year’s annual 
meeting proxy statement) 

� eligibility of the sponsor of a resolution ($2,000 worth of stock or 1% of 
equity, whichever is lower, held at least 1 year before the resolution, and 
when the sponsor is a beneficial owner (a brokerage holds his shares), 
he has to include a letter certifying his holdings) 

� resubmission of a previously rejected proposal (a resolution that was not 
accepted in the shareholders’ meeting can be resubmitted, but if it 
receives less than 3% of the votes, or less than 6% in its second year, or 
less than 10% during the previous 5-year period, the resolution is barred 
from future annual meetings for 3 years. 

 
The topics of most proposals are governance and environmental issues.  

For example, in 2005, CalPERS announced the five U.S. companies in its 
“Focus List” of poor financial and poor corporate governance performers: 
American International Group (AIG), AT&T, Delphi, Novell, and Weyer-
haeuser.64  This list includes firms that are CalPERS’ target for activism:  
“The CalPERS Corporate Governance Program annually identifies long-
term poor performing companies within the System’s domestic equity 
portfolio.  Companies identified as among the relative poorest long-term 
performers in CalPERS domestic stock portfolio serve as the focus of the 

                                                      
63 Besides the institutions, individual activists, known as gadflies (Gillan and 

Starks, 1998), and, since 1995, the Investors’ Rights Association of America 
(IRRA) also submit resolutions. 

64 CalPERS has a “Monitoring List” and a “Focus List.”  For example, CalPERS 
elevated Novell from its 2004 Monitoring List to its Focus List in 2005, after the 
company continued to perform poorly, and “Novell failed to design a true per-
formance-based executive compensation plan tied to operational performance 
following months of negotiations with the pension fund” (press release, April 
20, 2005). 
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System’s corporate governance activism” (http://www.calpers.ca.gov/eip-
docs/about/facts/corpgov.pdf, p. 2).65 

It might appear that the ability to make resolutions empowers share-
holders.  Resolution, however, are limited in scope and costly.  The limits 
on their scope has led to the criticism that “[t]he SEC’s Rule 14a-8 appears 
to do more to protect corporations from shareholders, than to protect 
shareholders, employees, human rights, or the environment from corpora-
tions” (http://www.scn.org/earth/wum/2Whatsr.htm).66  Activism is costly 
because, besides the direct costs involved, it “requires knowledge of the 
firm and of the environment in which it operates” (Oded and Wang, 2005, 
p. 1).  The direct costs are the result of the bureaucratic process of a pro-
posal:  After it is submitted to the corporation, management may opt to 
“omit” the resolution.  It has 14 days to notify the sponsor of the resolu-
tion, who can take corrective actions to correct faults identified by the 
firm.  The SEC is also involved, since the corporation must file a “no-
action request” with the SEC no later than 80 days before the proxy state-
ment is issued.   A copy is sent to the sponsor.  Although legally the SEC 
is not supposed to act as a mediator between the sponsor and the firm, in 
fact it does, because it listens to both sides.67  If the SEC does not agree to 

                                                      
65 In Chap. 3, we described backdating.  It is interesting to note that by September 

30, 2006, CalPERS announced that it also pursues major pay-for-performance 
initiatives, including the following: 
- Engagement of the executive compensation consulting industry in the prac-

tice of employee stock option backdating and spring-loading, which is caus-
ing dozens of companies to come under investigation by the Securities and 
Exchange Commission (SEC); 

- Direct engagement of dozens of companies to request responses to published 
media allegations of stock option backdating practices for top executives; 

- Sole lead plaintiff in a federal court lawsuit against UnitedHealth Group 
over its stock-option grant practices (http://www.calpers.ca.gov/eip-
docs/about/fa cts/corpgov.pdf, p. 1). 

66 Recently shareholders have made resolutions to impose a majority voting for 
electing directors (before that only one vote in the shareholders’ annual meeting 
was required to elect a director) and recognition of stock options expense 
(Glassman, 2006a, b). 

67 To illustrate, consider activism concerning equity compensation.  The SEC 
(14A) reports: 

 In the 2001–2002 proxy season, shareholders submitted proposals to 
several companies relating to equity compensation plans.  Some of 
these proposals requested that the companies submit for shareholder 
approval all equity compensation plans that potentially would result 
in material dilution to existing shareholders.  We received four  
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a “no-action” request, the resolution is attached to the proxy statements, 
and it is discussed in the corporation’s annual shareholders’ meetings. 

Even if a resolution is presented in the annual meeting, there is no guar-
antee that it will obtain the necessary majority vote.  The incumbent board 
has the right to explain why it opposes the proposal, and to attempt to con-
vince shareholders to vote against it.  Furthermore, when some sharehold-
ers also do business with the corporations, as is the case with insurance 
companies and banks, they are likely to cooperate with management by 
giving it their vote (see, e.g., Brickley, Lease, and Smith, 1988,68 Fields 
and Keys, 2003; Monks and Minow, 2004;  Borokhovich, Brunarski, Har-
man, and Parrino, 2006).69  As discussed above regarding the response of 
shareholders to the firm, Coffee (1991), footnote 29 reports the Wall Street 
Rule:   The basic notion underlying the ‘Wall Street Rule’ was that institu-

                                                                                                                          
no-action requests from companies seeking to exclude these propos-
als from their proxy materials in reliance on rule 14a-8(i)(7).  In each 
instance, we took the view that the proposal could be excluded in re-
liance on rule 14a-8(i)(7) because the proposal related to general 
employee compensation, an ordinary business matter. 

 The Commission has stated that proposals involving “the management of the 
workforce, such as the hiring, promotion, and termination of employees,” relate 
to ordinary business matters.  Our position to date with respect to equity com-
pensation proposals is consistent with this guidance and the Division’s historical 
approach to compensation proposals.  Since 1992, we have applied a bright-line 
analysis to proposals concerning equity or cash compensation: 
- We agree with the view of companies that they may exclude proposals that 

relate to general employee compensation matters in reliance on rule 14a-
8(i)(7); and  

- We do not agree with the view of companies that they may exclude propos-
als that concern only senior executive and director compensation in reliance 
on rule 14a-8(i)(7) .” 

68 Brickley, Lease, and Smith find that unaffiliated blockholders are (no) more 
likely to oppose antitakeover amendments that deter hostile takeovers than af-
filiated blockholders when the stock price reaction to the proposal is positive 
(negative). 

69 For the SEC’s clarifications, see http://www.sec.gov/interps/legal/cfslb14.htm. 
 This goes beyond the border of the United States.  Amzaleg, Ben-Zion, and 

management-sponsored proposals in Israel.  They find that they vote against 
only 30% of the “bad” (i.e., harmful to shareholders) proposals.  The odds of 
voting against “bad” proposals are negatively associated with the holdings and 
the size of funds as well as with firm size.  There is also indirect evidence that 
voting with management is influenced by business relationship between the mu-
tual fund and the firm. 

70

70

Rosenfeld (2002), analyze the actual votes of mutual fund managers on 792 
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tions should support and vote with management—or sell their shares.  
Some trace the origins of this informal rule of behavior to guidelines de-
veloped in the 1940s by the American Bankers Association....71 

Although shareholder resolutions are usually defeated (e.g., Maug and 
Rydqvist, 2006), activism may still be valuable.  The immediate conse-
quence is that a proposal opens a communication channel with senior man-
agement and directors.  The benefit is that after negotiations, either the 
sponsor achieves what he wanted in the proposal or a compromise is 
reached (Gillan and Starks, 1998; Black, 2002).  The common wisdom is 
that when the activist expects a positive response from the corporation, ne-
gotiations are less costly than sponsoring a shareholder resolution.  When 
the activist anticipates opposition, the proposal serves as a threat to en-
courage cooperation. 

Activism may fall below its socially optimal level, since it is undertaken 
when the institutional shareholder believes that it yields benefits that jus-
tify the cost.  The benefit is twofold: an increase in the firm’s value after 
intervention (since the market discounts the firm before activism) and ac-
quisition of private information.  Because the activist holds just a fraction 
of the firm’s ownership, the benefit from an increase in value also accrues 
to other shareholders that do not engage in the costly activism.  That is, ac-
tivism suffers from a free-rider problem that may reduce its benefit to the 
institutional investor.  The free-rider problem explains the tendency of ac-
tivists to increase their shareholding.  Bethel, Liebeskind, and Opler 
(1998), find that activists tend to purchase shares in diversified firms with 
poor performance and stay away from firms with “shark repellent”72 

                                                      
71 We are aware that an exception to the this rule was a 1988 ruling by the De-

partment of Labor that determined that voting rights are subject to the same fi-
duciary standards as other plan assets, since proxy voting can add value.  This 
rule applied only to institutional owners that had to comply with ERISA.  We 
are unaware of any new developments regarding this rule in the twenty-first 
century, except that on January 23, 2003, the SEC ruled that proxy votes made 
by mutual funds must be disclosed.  This rule enables their shareholders to 
monitor that the votes are congruent with their own interests. 

72 Shark repellent amendments are changes to the firm’s charter that weaken 
shareholders rights in order to allow incumbent management team to deter hos-
tile takeover that will throw them out.  Agrawal  and Mandelker (1990), list five 
such provisions: 
1 A “supermajority voting” provision.  This increases the majority vote 

needed to approve a merger to between 66 and 95%.   
2 A “supermajority with board-out” clause.  Similar to (1), but it allows the 

board of directors to waive this requirement.  Still, the power of sharehold-
ers is diminished as in (1). 

. 

. 
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amendments and large stock options plans.  This effect is mitigated if the 
institutional activist acquires private information that allows it to trade at 
the expense of ignorant, non-activist shareholders.  This private benefit re-
quires sufficient liquidity of the stock, as well as ignorance on the part of 
other traders regarding the institutional investor’s private knowledge 
(Maug, 1998).73  Liquidity may have an undesirable effect on activism, 
however, because it makes it easier to “vote with the feet.”  In sum, the 
benefit is diluted due to the free-rider problem and institutions’ preference 
for diversification and liquidity (Coffee, 1991; Roe, 1991; Admati, Pflei-
derer, and Zechner, 1994; Maug, 1998; Parrino, Sias, and Starks, 2003). 

The argument for activism is that it increases value.  The evidence is 
mixed.  On one hand, Karpoff (1998), who surveys the literature, con-
cludes that activism improves governance somewhat but has a negligible 
effect on earnings and returns.  A subsequent study by Bhagat, Black, and 
Blair (2004), using a 1983–1995 sample, confirm no effect on value.  On 
the other hand, Bethel, Liebeskind, and Opler (1998), who examine 
changes at firms following the acquisition of blocks by investors, find that 
acquisitions by activist investors are followed by increases in value.  There 
is an increase in divestitures of asset and industry-adjusted operating prof-
itability, as well as a decrease in mergers and acquisitions, and abnormal 
stock price appreciation.  Interestingly, CalPERS also found that share-
holder value increased in commissioned studies that examined the corpora-
tions wherein CalPERS was an activist.74 

                                                                                                                          
3 A “fair price” provision.  This requires a bidder to offer a “fair price,” de-

fined either as the highest price paid by the bidder for any target shares it 
has acquired or as a price approved by the target board.  Failure to meet this 
requirement triggers a supermajority voting provision.  Consequently, the 
bidder cannot acquire the firm by “divide and conquer.”  

4 A “staggered board” provision.  See the discussion in Sect. 5.4.  If not all 
board members are nominated in the same year, taking over the firm is a 
lengthy process.  

5 Poison pills, through the provision of an “authorization to issue preferred 
stock” that allows the board to increase the voting rights disproportionably 
to its stock ownership. 

73 Trading boards show the selling and buying activities of traders by code.  After 
a while, one learns the identity of the trader behind the code especially since it is 
close to the initials.  But traders can also obscure their identities by trading 
through intermediaries. 

74 For details, consult the CalPERS website. 

. 

. 

. 
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5.3.3 The Importance of Earnings 

The following discussion distinguishes between institutional shareholders 
with short horizons and those with long horizons.  We argue that the im-
portance of earnings and the demand for earnings management are sensi-
tive to differences in investment horizons.75 

5.3.3.1 Short-term Shareholders 

Some institutional shareholders are transient, with a short horizon (e.g., 
Lang and McNichols, 1997; Parrino, Sias, and Starks, 2003; Bhagat, 
Black, and Blair, 2004; and the citations therein).  Lang and McNichols 
(1997), note that, on average, institutions trade more frequently than indi-
viduals, partly because their transaction costs are lower.76  Bhagat, Black, 
and Blair (2004), find that although the number of blockholders in their 
1983–1995 sample more than doubled in some categories (employee bene-
fit and pension plans, holding companies, investment advisers, investment 
companies, and partnerships), most holdings by institutional investors 
were sold quickly.  The finance literature in fact blames stock price volatil-
ity in part on their active trading (Lakonishok, Shleifer, and Vishny, 1992; 
Potter, 1992; Sias, 1996; Nofsinger and Sias, 1999; Bushee and Noe, 2000; 
Dennis and Strickland, 2002; Hotchkiss and Strickland, 2003). 

Earnings factor into investment decisions, as discussed in Chap. 4.  
Hotchkiss and Strickland (2003), use a unique data set to classify the in-
vestment strategies of institutional shareholders into growth, aggressive 
growth, value, income, and momentum.77  The momentum strategy is 
based on identifying the market trend in order to buy or sell the shares be-

                                                      
75 Another classification is offered by Brickley, Lease, and Smith (1988).  They 

separate institutional investors into three groups based on their willingness to 
challenge management: pressure-resistant institutions (public pension funds, 
mutual funds, endowments, and foundations), pressure-indeterminate institu-
tions (corporate pension funds, brokerage houses, investment counsel firms, and 
miscellaneous others), and pressure-sensitive institutions (banks, insurance com-
panies and non-bank trusts), which have current or potential business relation-
ships with the firm.  They examine voting on antitakeover amendments and find 
that pressure-sensitive institutions are less likely to challenge management. 

76 They find that even if institutions sell their shares, they do not necessarily liqui-
date all of their holdings. 

77 The database was purchased from Gerogreson and Co.  It included data on 203 
institutional investors in the period between the fourth quarter of 1992 and the 
fourth quarter of 1997. 
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fore the price increases or decreases, all other strategies depend on earn-
ings.78 

Even though earnings seem important to institutional shareholders (see 
e.g., Lang and McNichols, 1997, that is detailed below), it is not clear how 
important they are.  Institutional investors also use non-earnings informa-
tion, which reduces the relative weight of earnings in their decision mak-
ing, and hence, reduces the benefit from managing earnings.  Jiambalvo, 
Rajgopal, and Venkatachalam (2002), report, for example, that a firm’s 
order backlog is given more weight in its valuation by institutional owners 
than by other owners.  Institutional shareholders also have buy-side ana-
lysts who trace the investments they make.  As a matter of fact, institu-
tional owners are used as a proxy for sophisticated investors, who have su-
perior ability to acquire and process value-relevant information (e.g., 
Hand, 1990; Walther, 1997; Bartov, Radhakrishnan, and Krinsky, 2000; 
Jiambalvo, Rajgopal, and Venkatachalam 2002).  

It may well be the case that institutional investors have less need for in-
formation about earnings than individual investors do, because earnings 
are a summary statistic and sophisticated institutional shareholders have 
access to detailed information by virtue of sitting on boards and engaging 
buy-side analysts.  Still, earnings are useful because performance of insti-
tutional shareholders is judged by their beneficiaries according to their 
own earnings and returns, which in turn are determined by the earnings of 
their holdings.  In addition, as explained in Chap. 1, earnings are valuable 
in the design of management’s compensation.  The compensation of man-
agement is more sensitive to the price of the firm’s shares and imposes 
more risk on management, the higher the concentration of institutional 
holding in the ownership of the firm (Hartzell and Starks, 2003) and the 
higher the institutional shareholders’ turnover (Kim, 2005).  Since earnings 
and earnings surprises are an input to the market price, earnings are impor-
tant.79 
                                                      
78 Growth investment strategies target firms with growth in earnings above aver-

age. 
79 As discussed above, restructuring compensation has long been a subject of 

shareholder resolutions.  Gillan and Starks (2000), find that 233 out of 2,042 
proposals in the proxies were concerned with executive compensation.  As an 
anecdote, consider the focus list of CalPERS in 2005.  One of the five compa-
nies is AT&T. 

 “These severance payouts are obscene,” said Valdes (CalPERS Investment 
Committee Chair). “AT&T’s leaders ran this company into the ground, sold it, 
and were the architects of compensation plans that will pay many of them mil-
lions.  CalPERS will strongly consider withholding support for these AT&T di-
rectors should they land on the SBC Board or other corporate boards to prevent 
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Lang and McNichols (1997), provide evidence on the importance of 
earnings to institutional investors.  They classify institutions by their turn-
over, which is measured as the ratio of shares sold during a quarter to av-
erage quarterly holdings.  Low-turnover institutions are long-term owners, 
which include colleges and universities (turnover of 5.6% per quarter), 
private foundations (turnover of 3.1% per quarter), and public pension 
funds (turnover of 4.7% per quarter).  High-turnover institutions are short-
term owners, which include banks (turnover of 8.1% per quarter), insur-
ance companies (turnover of 11.7% per quarter), investment advisers 
(turnover of 14.5% per quarter), and investment companies (turnover of 
11.5% per quarter).  Lang and McNichols (1997) find that the correlation 
between return and trading is negative for low-turnover institutions and 
positive for high-turnover institutions.  The association between trading 
and earnings, however, is positive for both types (tables 7 and 8).   

5.3.3.2 Long-Term Owners 

For the sake of discussion, we equate the long-term perspective with activ-
ism because activism requires holding shares for more than a year.  Activ-
ists are unlikely to have the resources or the expertise to manage compa-
nies.  Still, they have a fiduciary duty  to their own shareholders that 
requires them to monitor the firm’s performance.  Proposals such as re-
quiring a firm’s board to have a majority of independent directors fulfill 
this monitoring goal. 

Earnings are useful in monitoring performance.  Consider CalPERS.81 It 
targets corporations for governance overhaul if their performance, as 

                                                                                                                          
a repeat of the egregious AT&T severance payouts.” (Press release, April 20, 
2005.  The text in brackets is added.) 

 The duty is loyalty and due care (see Monks and Minow, 2004). 
81 The role of CalPERS in the history of institutional owners’ activism is quite 

known.  Gillan and Starks (1998), report, 
[I]nstitutional activism began in January 1985, when Jesse Unruh, 

California state treasurer formed the Council of Institutional Investors.  
The formation of this group was a response to the greenmailing of 
Texaco by the Bass Brothers.  As state treasurer, Unruh had ultimate 
responsibility for both the California Public Employees Retirement 
System (CalPERS) and the California State Teachers Retirement Sys-
tem (CalSTRS).  On discovering that the Bass Brothers received a 
$137 million premium that was not accorded to other investors, includ-
ing CalPERS and CalSTRS, Unruh decided to take action by establish-
ing the Council of Institutional investors to lobby for shareholder 

80

80
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measured by economic value added (operating earnings net of tax minus a 
charge for the cost of capital), and governance are both poor.  Hence, earn-
ings are important as a performance measure. 

Interestingly, in 2005, before it was mandated by the FASB, sharehold-
ers made proposals to expense stock options that would reduce reported 
earnings.  The list of firms with such shareholder resolutions includes Dell, 
Adobe Systems, Inc., Hewlett-Packard Co., Intel Corp., International 
Business Machines Corp., PeopleSoft, Inc., and Texas Instruments, Inc.  
(The resolution was not adopted by Dell because it got only 44% of the 
vote.  In all other companies the resolution received a majority.) 

A special category of long-term owners is made of relational investors.  
They hold blocks of shares that allow them a say in the management of the 
firm, and they are committed to staying for an extended period.  Bhagat, 
Black, and Blair (2004), define relational investing as holding at least 10% 
equity for at least 4 years.  This class is important because it can monitor 
management more effectively than regular activists can.  Earnings are im-
portant to these investors to the extent that the corporation is judged on the 
basis of its earnings by other stakeholders.  At the same time, it seems that 
they want to prevent earnings management because the market discounts 
the value of firms suspected of earnings management.  Healy and Palepu 
(1993, p. 6), comment,  “Financial communication problems are also miti-
gated if the firm’s ownership is concentrated, and these large-block share-
holders actively participate in the corporate governance process.” 

5.3.4 Earnings Management 

The discussion so far indicates that the role of institutional shareholders in 
earnings management is not a priori clear.  It stands to reason that their 
role in earnings management depends on their investment horizon.  Tran-
sient institutional shareholders are not harmed by earnings management if 
they sell their shares before the discovery of pernicious earnings manage-
ment:  If they sell shares at an inflated price or buy shares at a deflated 
price, they are not likely to complain.  If, however, they sell at a deflated 
price or buy at an inflated price, they have the recourse of filing a class ac-
tion suit against the firm and its management (and the auditor) and get re-
imbursement at the expense of the incumbent shareholders (see Ronen and 
Yaari, 2002). 

                                                                                                                          
rights.  The group has evolved to become a focal point for institutional 
shareholder activists.  (pp. 13–14) 
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Transient institutional owners may even exert pressure on firms to in-
flate earnings because of the pressure to manage their own earnings.  La-
konishok, Shleifer, and Vishny (1991), observe “window dressing,” 
whereby institutions purchase winners and sell losers at the end of a quar-
ter to appear less risky or to have higher returns.  Clearly, there are pres-
sures to be classified as a winner that might induce earnings management. 

Long-term institutional owners do not lose because of the price decline 
following the allegation of earnings management even if the price decline 
is substantial (CalPERS, e.g., reports that in 2005, it lost about $240 mil-
lion in its investment in AIG) as long as they do not sell the shares.  But 
because they stayed behind, they do lose equity due to the ensuing litiga-
tion and reputation costs as discussed in Chap. 4.  That is, when short-term 
shareholders file a class action suit, it is the long-term owners who bear the 
brunt of the cost of such a lawsuit. 

The empirical research supports the role of institutional shareholders as 
gatekeepers who prevent earnings management (DeFond and Jiambalvo, 
1991; Rajgopal and Venkatachalam, 1997, Bange and De-Bondt, 1998; 
Bushee, 1998; Shang, 2003; Cheng and Reitenga, 2006).  Overall, there is 
a negative association between institutional holdings and earnings man-
agement.82  For example, Rajgopal and Venkatachalam find that the mean 
value of institutional ownership in the highest quintile of managed accruals 
is 4.5%, as compared to a mean value of 69.5% in the lowest quintile.  The 
mean of the absolute values of discretionary accruals decreases from the 
lowest quintile (0.060) to the highest quintile (0.037) (see their Table 2).  
Furthermore, when researchers distinguish between long-term and short-
term owners, the relationship is as expected: Short-term institutional hold-
ers are associated with inflating earnings and long-term owners are associ-
ated with curbing earnings management.  Bushee, for example, finds that 
when the institutional ownership is transient (permanent), managing earn-
ings by reducing R&D tends to be higher (lower). 

The finding of a negative association between institutional shareholding 
and earnings management is explained by a sampling design that aggre-
gates both types.  That is, the non-transient shareholders dominate the 
sample when all institutional shareholders are examined together.  For ex-
ample, Shang (2003), provides evidence that institutions see through earn-
ings management (e.g., they sell shares following management of earnings 

                                                      
82 Some of this effect is attributable to the fact that the higher the level of institu-

tional ownership, the better the firm’s performance (e.g., McConnell and Ser-
vaes, 1990), so that there is less pressure to engage in pernicious earnings man-
agement to mask poor performance. 
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to inflate the price).  He concludes that this ability to see through earnings 
management explains why institutions outperform individual investors. 

5.4 Governance—the Board of Directors 

5.4.1 Introduction 

As the body that governs the firm, the board of directors’ fiduciary duty is 
“to ensure that a company is run in the long-term interests of the owners, 
the shareholders” (Monks and Minow, 2004, p. 195).  The board’s respon-
sibilities include attending meetings several times a year and voting on key 
decisions.  The agendas of these meetings include reviews of manage-
ment’s reports on the financial health and performance of the firm and 
votes on proposals regarding financing matters, such as dividends, busi-
ness strategies, such as mergers and acquisitions, and operating issues, 
such as firing a CEO and selecting a new one or designing management’s 
compensation. 

The typical board of a large public firm has committees with specific 
charters:  the compensation committee, which is responsible for manage-
ment’s compensation; the audit committee, which is responsible for issues 
pertaining to accounting reports and internal control; the nomination com-
mittee, which is responsible for nominating directors; and the executive 
committee, which has the power to decide routine matters on behalf of the 
entire board (Blair, 1995).83  The executive committee allows the firm to 
act quickly without waiting for the board’s regular meeting (Vance, 1983).  
All committees are expected to report to the board. 

The board fulfills two functions:  monitoring management and provid-
ing useful connections and expert advice.  The first role implies that the 
board plays a part in corporate governance (e.g., MacAvoy and Millstein, 
1999; Melis, 2004; Adams, 2005).  Becht, Bolton, and Roell (2003), 
summarize, “[An a]lternative for solving the collective action problem 
among dispersed shareholders is monitoring of the CEO by a board of  

                                                      
83 The charter of Continental’s executive committee, for example, specifies that 

the executive committee has “and may exercise all the powers and authority of 
the Board of Directors in the management of the business and affairs of the 
Company” 
(http://www.continental.com/company/investor/docs/continental_charterexeccte
_2003_02_26_01.pdf). 
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directors.”84  The second role renders the board a factor-of-production in 
the firm’s performance (Dalton, Daily, Johnson, and Ellstrand, 1999; John-
son, Daily, and Ellstrand, 1996; Agrawal and Knoeber, 2001; Carpenter 
and Westphal, 2001; Adams, 2005; Adams and Ferreira, 2007).  Klein 
(1998), and Agrawal and Knoeber (2001), for example, observe that a sub-
stantial number of outside directors have experience in government, poli-
tics, or law, but scant business acumen.  Their skills may be useful because 
the government is an important buyer, or because the firm’s profits are 
vulnerable to the decision of regulatory bodies, such as the Food and Drug 
Administration, the Environmental Protection Agency, and the Equal Em-
ployment Opportunity Commission. 

Both functions imply demand for information.  The board requires in-
formation to evaluate management’s performance and to make decisions 
that promote shareholders’ interests.  Directors also need information in 
order to make the best use of their expertise and connections.   The neces-
sary information is supplied by management.  That is, although “[a] central 
and well-settled principle of U.S. corporate law is that all major corporate 
decisions must be made, or at least initiated, by the board (Bebchuk, 2005, 
p. 836),” most of the proposals on board agendas require background work 
that is prepared by management, even when management does not initiate 
them.  The informational requirements of the two roles may be different, 
as the expertise role requires cooperation between management and the 
board, but monitoring may put the two parties at odds.   

As an anecdotal example of the antagonism that results from monitor-
ing, consider Richard Breeden, a former chief commissioner of the SEC, 
who was appointed by the court as a “corporate monitor” to oversee MCI’s 
(previously WorldCom) emergence from bankruptcy.  The antagonistic na-
ture of monitoring is captured by the following quotation. 

In taking the unprecedented step of appointing a corporate monitor, 
the judge initially told Mr. Breeden to “look into any nook and cranny” 
to make sure MCI runs fraud-free.  The monitor’s close scrutiny of 
most issues means Mr. Capellas [the CEO] “has sort of been playing 
with one hand tied behind his back,” says board colleague Dennis 
Beresford. “At times, the people at WorldCom have found [Mr. 
Breeden] to be a pain...,” says Nicholas Katzenbach, another director 
of the telecom giant.  (Wall Street Journal, April 20, 2004) 

                                                      
84 The other alternatives are hostile takeovers, which discipline managers by the 

threat of being removed if the takeover is successful, and ownership by a large 
blockholder, who makes the effort to monitor management and has the power 
“to implement management changes” (Becht, Bolton, and Roell, 2003, p. 31). 
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We note that Richard Breeden could be an effective monitor because by 
his appointment by the court, he had access to every document and to 
every employee.  His monitoring saved shareholders thousands of dollars, 
but in the process, he antagonized management, by refusing, for example, 
to consent to a hefty compensation packages.  According to the press, 
Breeden is unlikely to be nominated to serve as the chairman of the board 
after the appointment ends. 

The importance of information for effective directing puts pressure on 
directors not to antagonize management because if they do, then manage-
ment may neither share information nor seek advice.  Consider for exam-
ple, the criticism of Fisch and Jentile (2003), of SEC’s Rule 205 that re-
quires firms to establish a legal committee (QLCC) that is effectively the 
police of the firm and its management: 

Management…, is thus likely to resist the creation of a QLCC.  If 
the issuer decides, nonetheless, to establish a QLCC, management is 
likely to mistrust its activities and fail to support investigations in 
which it is engaged, particularly because management will not be fully 
informed of the subject of the investigations.  Similarly, a concern 
about the QLCC’s investigative role and potentially antagonistic rela-
tionship with corporate executives may lead those executives to share 
less information with the board of directors as a whole.  For example, 
the chief executive officer may become reluctant to seek the advice of 
members of the board of directors, particularly those serving on the 
QLCC, regarding concerns related to the accounting methods used to 
record the revenues of a new business.  (pp. 140-141) 

This discussion raises the issue of the balance of power between the 
board and management and its effect on the balance between the board’s 
two roles.  The literature offers two views.  The first is that directors are 
nominated so that the mix between monitoring and expertise is optimal 
given the specific needs of the firm (e.g., Gillan, Hartzell, and Starks, 
200385; Chidambaran and Brick, 200586; Lehn, Patro, and Zhao, 200587).  
                                                      
85 Gillan, Hartzell, and Starks (2003), find that the governance structure is deter-

mined by the industry’s investment opportunities vis-à-vis leverage and strategic 
business variables such as competition and product uniqueness, as well as the 
information and regulatory environments.  These findings suggest that the moni-
toring level depends on firm-specific characteristics. 

86 Chidambaran and Brick (2005), find a negative association between riskiness 
(measured by stock price volatility) and board independence and monitoring 
(proxied by the number of independent directors, the percentage of independent 
directors on the board, and the product of the number of independent directors 
and the number of board meetings).  Since riskier companies are more difficult 
to monitor, this finding suggests that the composition of boards is efficient.  
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The other is that the board is just a rubber stamp of the CEO’s decisions 
(e.g., Jensen, 2000; Baker and Gompers, 2003;88 Becht, Bolton, and Roell, 
2003; Hermalin and Weisbach, 2003; Boone, Field, Karpoff, and Raheja, 
200489).  The CEO can control the board in a number of ways.  For exam-
ple, “managers inherently dominate the board by choosing outside direc-
tors and providing the information they analyze” (Farinha, 2003, p. 34).  
Alternatively, Branson (2006), observes that an executive committee that 
is made up of insiders “easily could usurp the prerogatives and powers of 
the full board” (p. 29) because of the full board’s power delegated to it to 
make decisions (with some exceptions that are specified by statute) be-
tween meetings. 

Under the latter view, the board is a façade.  That is, nominees to the 
board are selected for their fame, and the committees, such as the audit 
committee, are ceremonial (Menon and Williams, 1994; Wolnizer, 1995; 
Spira, 1999; Cohen, Krishnamoorthy, and Wright, 2002; Vafeas, 2005).  
Directors agree to serve on boards because it is considered to be a perqui-
site (e.g., Ferris, Jagannathan, and Pritchard, 2003).   If the board is just a 
front, then the meetings are a formality that requires minimal effort.  For 
example, the audit committee of Enron had the following agenda on Feb-
ruary 12, 2001, as cited in Allaire and Firsirotu (2005): 

1. Receive and discuss the auditors’ report on their audit; 
2. Discuss with the auditors Enron’s internal controls, accounting pro-

cedures, and financial reporting; 

                                                                                                                          
They also find support for the second view, however, as firms in which the CEO 
exerts more power on the board (proxied by his tenure and equity ownership) 
have less monitoring activity. 

87 Lehn, Patro, and Zhao (2005), study 81 public firms that survived in the 1935–
2000 period.  They find that the size of the board (insider representation) is in-
creasing (decreasing) in firm’s size and decreasing (increasing) in growth.  
Higher growth increases the riskiness and complexity of operations which de-
creases the effectiveness of monitoring and the consequent demand for outside 
directors.  Larger size may increase the demand for a variety of directors’ skills.  
Hence, these results are consistent with the optimality of the board. 

88 Baker and Gompers (2003), show that IPO firms with the backing of venture 
capitalists have more outsiders, which is consistent with the ability of venture 
capitalists to twist the arms of reluctant insiders to have more monitoring. 

89 Boone, Field, Karpoff, and Raheja (2004), show that IPO tend to have a higher 
percentage of independent directors. 

 Throughout the discussion, we assume that the supply of directors is infinitely 
elastic so that the composition of the board is the firm’s decision choice.  In re-
ality, however, it is not clear that this is the case.  This issue has been exacer-
bated since SOX. 

90

90



240      5  Gatekeepers 

3. Review the significant reserves included in Enron’s 2000 financial 
statements; 

4. Review all transactions with LMJ during 2000 as well as the special 
procedure for approval of such transactions; 

5. Review the report on legal matters. 
6. Review the 2000 financial statements and recommend to the Board 

that they be included in Enron’s annual report and Form 10-K; 
7. Review and approve the Audit and Compliance Committee charter; 
8. Review the internal control audit plan for 2001; 
9. Review the company’s policies and practices for management’s 

communications with analysts. 
What’s remarkable here is not the agenda but that all the above sub-

jects were dealt with in 1 hour and 35 minutes.  (pp. 7–8)91 

This picture raises the concern that directors might have incentives to 
collude in pernicious earnings management.  Yet how can the board serve 
as a façade unless the directors have sterling reputation?  The importance 
of the directors’ reputation to the firm is pointed out, for example, by Fich 
and Shivdasani (2006), who report that if directors are interlocked (i.e., di-
rectors sit on mutual boards), the stock price of the interlocked firm de-
clines with a class action event against a firm that is accused of security 
fraud, and increases when the sued director quits (see also Borden, 2007). 

Reputation is valuable not only to firms on whose boards the director 
sits but to the director personally as well.  Poor reputation is costly on two 
counts:  first, companies that experience poor performance or that are sued 
by shareholders overhaul their boards (Gilson, 1989; Kaplan and Reishus, 
1990; Hermalin and Weisbach, 1998; Agrawal, Jaffee, and Karpoff, 1999; 
Ferris, Lawless, and Makhija, 2001; Bhagat and Black, 2002; Farber, 
2005; Fich and Shivdasani, 2005; Srinivasan, 2005).  For example, MCI, 
the new entity that replaced the bankrupt WorldCom, overhauled its board 
with directors known for their integrity.  Dennis Beresford, the former 
chairman of the Financial Accounting Standards Board (FASB) became 

                                                      
91 It comes as no surprise that a great deal of criticism was directed at Enron’s 

board.  The 2002 senate hearing found: 
 “Fiduciary Failure.  The Enron Board of Directors failed to safeguard Enron 

shareholders and contributed to the collapse of the seventh largest public com-
pany in the United States, by allowing Enron to engage in high risk accounting, 
inappropriate conflict of interest transactions, extensive undisclosed off-the-
books activities, and excessive executive compensation.  The Board witnessed 
numerous indications of questionable practices by Enron management over sev-
eral years, but chose to ignore them to the detriment of Enron shareholders, em-
ployees and business associates.”  (U.S. Senate’s Committee of Governmental 
Affairs, 2002) 
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the chairman of the new audit committee.  Agrawal, Jaffee, and Karpoff 
(1999), report that turnover of inside directors is positively correlated with 
fraud, where fraud is not restricted to financial accounting fraud.  In sup-
port of the façade view of the board, they find that firms with relatively 
high proportions of outside board members are more likely to add new in-
side members, and less likely to add new outside members, than other 
firms.  Srinivasan (2005), studies a sample of 409 companies that restated 
their earnings from 1997 to 2001, finding that outside directors, especially 
audit committee members, bear reputational costs for financial reporting 
failures in the labor market for directors.  For example, in the 3 years after 
the restatement, director turnover is 48% for firms that restate earnings 
downward as compared to 33% for a performance-matched sample.  Direc-
tors of firms that overstate earnings lose about 25% of their positions on 
other boards; the loss is greater for audit committee members.  Second, di-
rectors lose directorships in other firms as well.  Gilson (1989), and Kap-
lan and Reishus (1990), show that directors associated with poorly per-
forming firms hold substantially fewer directorships thereafter.  Gilson 
(Kaplan and Rieshus) finds (find) a reduction in board seats of executives 
that resigned from firms in financial distress (firms that cut dividends).  
Fich and Shivdasani (2005), report that the decline in other directorships of 
directors in firms accused of securities fraud is proportional to the severity 
of the fraud and the outside director’s responsibility to monitor fraud.   

In Ronen, Tzur, and Yaari (2006), we did not consider the cost of lost 
reputation as a deterrent to pernicious earnings management because we 
question the importance of the economic benefits from reputation.  With 
the minor exceptions (such as WorldCom), directors do not pay damages 
in successful class action suits.  Indeed, Chalmers, Dann, and Harford 
(2002), show that directors of poorly performing IPO purchase more insur-
ance; and Kim (2006), shows that excessive insurance coverage to officers 
and directors induce earnings management.  Furthermore, most of them 
have already amassed wealth in previous jobs and thus are not really des-
perate to earn a director’s salary.  This is especially true for pensioned di-
rectors who are former CEOs and former partners in audit firms.  We show 
that directors have incentives to induce managers to engage in earnings 
management because this creates information asymmetry between them 
and other investors, which can be exploited to make trading gains.   

In recent years, directors get “more attention” in cases involving ac-
counting irregularities.  In a testimony to the Senate Committee of Bank-
ing, Housing, and Urban Affairs on September 9, 2003, William H. 
Donaldson, on the implementation of SOX, stated, 
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For the fiscal year through August 20, 2003, the Commission has filed 
543 enforcement actions, 147 of which involve financial fraud or report-
ing violations.  …the Commission has sought to bar 144 offending corpo-
rate executives and directors from holding such positions with publicly 
traded companies.  (pp. 2–3) 

We are aware of the shift in the role of directors toward better monitor-
ing.  The change is induced both by new rules, such as those that require 
the board to fully disclose the details of management’s compensation 
package, “And investors and regulators are subjecting their actions to 
higher scrutiny.  Long gone are the days when a director could get away 
with a quick rubber-stamp of a CEO’s plans” (Nanette Byrnes and Jane Sas-
seen, “Board of hard knocks,” Business Week, January 22, 2007, p. 36).  

In the remainder of this section, we discuss key observable characteris-
tics of boards of directors and the findings in the research on the associa-
tion between earnings management and these characteristics.  The oppos-
ing views on the value of the board are useful for explaining the findings.  
We conclude with a separate discussion of the audit committee because of 
its prominent role in financial reporting and earnings management. 

5.4.2 Board Characteristics 

The observable characteristics of boards, as examined in the literature, in-
clude their size and composition, the number of meetings, equity holding 
by directors, and directors’ ages and tenure. In addition, boards can be 
classified according to whether the directors hold multiple directorships 
and whether the CEO is also the chairman of the board. 

5.4.2.1 Size 

Background 
The size of the board is simply the number of directors.  A few factors that 
determine the optimal size have been identified in the literature:  the firm’s 
size, the complexity of operations, and its ownership profile. 

From an economic angle, since a larger board enhances the expertise 
and knowledge brought to the table by directors, the firm’s size is crucial 
in determining the board size (Yermack, 1996; Denis and Sarin, 1999; Gil-
lan and Starks, 2003; Belkhir, 2004; Boone, Field, Karpoff, and Raheja, 
2004; Coles, Daniel, and Naveen, 2006b).  Belkhir (2004), studies a sam-
ple of 174 banks and savings-and-loan holding companies between 1995 
and 2002.  He finds that on average two directors are added to the board 
when the size is doubled.  Boone, Field, Karpoff, and Raheja (2004),  
report an average of 6.2 directors in a sample of IPO firms with a mean 
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equity value of $150.2 million.  In comparison, Denis and Sarin (1999), 
observe an average of 9.35 directors in a sample of seasoned firms with 
mean equity value of $434.6 million. 

The firm’s size in itself does not explain all variation in board size.  The 
complexity of the firm’s operations matters because increased complexity 
requires more diverse expertise which can be acquired by enlarging the 
board.  Complexity is measured by such factors as diversification (Ferris, 
Jagannathan, and Pritchard, 2003; Coles, Daniel, and Naveen, 2006b); the 
riskiness of the firm’s operations, as evidenced in its growth opportunities 
(Lehn, Patro, and Zhao, 2005); the intensity of R&D (Coles, Daniel, and 
Naveen, 2006b); the demands for coordination of subunits in a decentralized 
organization (Adams and Mehran, 2005); leverage (Coles, Daniel, and 
Naveen, 2006b); and so on.  The distribution of owners matters too, since 
the board is expected to reflect their wishes (Bennedsen and Wolfenzon, 
2000; Bennedsen, Kongsted, and Nielsen, 2004).  The more diverse the 
owners, the greater the number of representatives required to represent 
their interests on the board. 

In the second half of the twentieth century, concurrent with the trend of 
downsizing in order to pursue a business strategy of focusing on core op-
erations, the average board size was on the decline as well (Blair, 1995; 
Vafeas, 2005).  The decrease was also attributed to pressure from activists, 
such as CalPERS (Wu, 2000, as cited in Hermalin and Weisbach, 2003) 
because it was believed that large boards allow management to control 
them.  In the wake of the Sarbanes-Oxley Act and the ensuing reforms by 
the stock exchanges, boards of large public firms grew by adding inde-
pendent directors (Linck, Netter, and Yang, 2006).  The anecdotal evi-
dence suggests that the opposite happened for small firms, which find it 
harder to hire talent that both fulfills the new SOX requirements and stock 
exchanges’ demands and is willing to bear the additional risk imposed on 
directors.92 

                                                      
92 From the testimony of William H. Donaldson to the Senate Committee of Bank-

ing, Housing, and Urban Affairs on September 9, 2003, on the implementation 
of SOX: 

 For the fiscal year through August 20, 2003, the Commission has filed 
543 enforcement actions, 147 of which involve financial fraud or report-
ing violations.… the Commission has sought to bar 144 offending corpo-
rate executives and directors from holding such positions with publicly 
traded companies.  Further, we are holding accountable not just the com-
panies who engage in fraud, but also the other participants.  For example, 
recent actions signify the Commission’s willingness to pursue directors 
who are reckless in their oversight of management.  And we have in-
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The relationship between size and earnings management is better under-
stood through the effect of the board size on performance.  The common 
wisdom is that smaller boards are more effective (Lipton and Lorsch, 
1992; Blair, 1995; Jensen, 2000) and less likely to be controlled by man-
agement (Dechow, Sloan, and Sweeney, 1996; Jensen, 2000).  Effective-
ness requires a costly flow of information from the company to the direc-
tors and among the directors, and smaller boards reduce these costs.  Blair 
(1995), for example, claims that a board that is larger than 15 people is 
likely to waste time because a single meeting of such a board typically 
lasts more than 4 hours.  Lipton and Lorsch (1992), and Jensen (2000), rec-
ommend an optimal board size that does not exceed seven or eight direc-
tors.  A free-rider problem occurs, too when directors must make deci-
sions.  To illustrate, consider anecdotal evidence (taken from an 
anonymous source) of decisions that require legal expertise.  Suppose that 
the board has ten members, with only one lawyer.  When a decision in-
volving legal matters is to be made, everyone in the room waits to get the 
lawyer’s input first.  What happens if the lawyer makes a mistake?  The 
free-rider problem seems to be mitigated in smaller boards, where the bur-
den of responsibility per director is more strongly felt. 

The empirical evidence supports the negative association between board 
size and performance, where performance is measured by Tobin Q, ROA, 
the sales-to-assets ratio, or other accounting measures.  Yermack (1996), 
was the first to examine this issue.  Studying 452 large U.S. industrial cor-
porations between 1984 and 1991, whose boards ranged in size between 10 
and 30 members, Yermack shows that smaller boards are more effective.  
Gertner and Kaplan (1998), study reverse leveraged-buyout (LBO) firms 
controlled by LBO specialists.  These specialists have incentives to take 
actions that maximize shareholders’ value.  They show that these firms 
have smaller boards.  International evidence also supports this connection:  
see Eisenberg, Sundgren, and Wells (1998), who study small and medium-
size Finnish firms; Odegaard and Bøhren (2003), for Finnish firms; and 
Mak and Kusnadi (2002), for Singaporean and Malaysian firms. 

Paul (2001), examines firms that initiated value-destroying mergers and 
acquisition bids. He shows that firms with smaller boards are less likely to 
complete value-destroying transactions.93  Bennedsen, Kongsted, and Niel-

                                                                                                                          
creasingly designed strategies that take advantage of the creative provi-
sions of the Act to return funds to investors who have suffered losses 
rather than merely collect those funds for the government.  (pp. 2–3) 

93 As is common in empirical research, there are some conflicting results, too.  
Dalton, Daily, Johnson, and Ellstrand (1999), conduct a meta-analysis of 20,620 
observations from different studies.  They conclude that the relationship be-
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sen (2004), refine the argument on the connection between the size of the 
board and performance by arguing that the relationship is not linear.  Con-
ducting empirical investigation of 5,000 small and medium-sized closely 
held corporations in Denmark, they show that a negative association be-
tween performance and board size holds only when size exceeds seven.  
(No such relationship exists for smaller boards.) 

The negative association between board size and performance makes 
sense if the board acts more as a façade and the CEO shirks his duty to 
maximize shareholders’ value, because larger boards enable him to capture 
the board (Hermalin and Weisbach, 2003). 

Earnings Management and Board Size 
The connection between earnings management and board size is not 
straightforward.  On the one hand, if a smaller board is more efficient, we 
expect to see a positive relationship between size and pernicious earnings 
management, least of all reasons is that poor performance induces earnings 
management.  On the other hand, since larger boards also include more in-
dependent directors, who have incentives to monitor earnings manage-
ment, we expect to see a negative association between size and earnings 
management.  Finally, if a board is just a façade, then there ought to be no 
relationship between size and earnings management. 

The only theory that hints at the effect of size on earnings management 
is given in Aggarwal and Nanda (2004).  Their starting point is that the 
principal–agent relationship between the board and the manager are char-
acterized by the board’s undertaking the task of setting the firm’s objec-
tives and communicating them to management.  A larger board is likely to 
require management to meet more diverse objectives.  The manager then 
faces a multitasking situation.  If required to allocate effort to more objec-
tives, the manager may reduce the effort spent on profit-maximization ac-

                                                                                                                          
tween board size and financial performance is significantly positive.  Beiner, 
Drobertz, Schmid, and Zimmerman (2003), find no relationship between size 
and performance in their sample of Swiss firms.  Since further tests indicate that 
size is important, they conclude that the board size is in equilibrium, that is, it is 
optimal (see Hermalin and Weisbach, 2003).  Belkhir (2004), also finds that 
there is no relationship between size and performance in his sample of banks 
and savings-and-loans holding companies.  Adams and Mehran (2005), find a 
positive relationship between size and performance due to the complex organ-
izational structure of bank holding companies.  They postulate that the estab-
lishment of subsidiaries in different states is likely to require a larger board.  
Core, Holthausen, and Larcker (1999), find a positive relationship between 
board size and the CEO’s compensation, which is consistent with the view that a 
larger board is a poorer monitor, but no association between board size and 
company performance. 
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tivities.  Because the manager is expected to spend less effort on profit-
increasing activities, both his incentives and the firm’s performance are 
weaker.  The authors do not consider earnings management specifically.  
Their analysis implies that if earnings management consumes manager’s 
precious time, the manager might manage earnings less when the board is 
larger.94  Alternatively, if diverse objectives impose conflicting demands 
on the manager’s scarce time, the manager might manage earnings more as 
the least time-consuming venue to meet these demands.   

The empirical evidence on the relationship between size and earnings 
management is indeed mixed. 

 The association between size and earnings management 
 Positive Negative Insignificant 
Study Dechow, Sloan, 

and Sweeney 
(1996), 
Abbott, Parker, and 
Peters (2004), 
Larcker, Richard-
son, and Tuna 
(2005) 

Chtourou, Bédard, 
and Courteau (2001), 
Xie, Davidson, and 
DaDalt (2003), 
Anderson, Mansi, 
and Reeb (2003), 
Larcker and 
Richardson (2004),  
Larcker, Richardson, 
and Tuna (2005) 

Ferris, Jagannathan, 
and Pritchard (2003), 
Bradbury, Mak, and 
Tan (2004), 
Uzun, Szewczyk, and 
Varma (2004), Baber, 
Kang, and Liang 
(2005), and Farber 
(2005), and Vafeas 

Abbott, Parker, and Peters (2004), find a positive relationship between 
restatements and size (the coefficient is 0.093, with a t-statistic of 2.566).  
Studying a sample of firms with either large income-increasing accruals or 
large income-decreasing accruals, Chtourou, Bédard, and Courteau (2001), 
find a negative relationship between discretionary accruals and size in their 
1996 sample that is significant when the discretionary accruals are income-
decreasing.  Xie, Davidson, and DaDalt (2003), find a negative relation-
ship between the level of abnormal working-capital accruals and size (for a 
discussion of measuring earnings management by abnormal accruals, con-
sult Part 4).  Larcker and Richardson (2004), find that firms characterized 
by a positive association between non-audit fees and discretionary accruals 
have smaller boards.  Larcker, Richardson, and Tuna (2005), find a posi-
tive relationship between discretionary accruals and size but a negative as-
sociation between the absolute value of accruals and size (see Chap. 10 for 
a discussion of the methodologies for measuring earnings management).  
Anderson, Mansi, and Reeb (2003), provide indirect evidence on a nega-
tive association between size and the cost of debt.  In particular, one addi-
                                                      
94 Aggarwal and Nanda (2004), test and confirm their theory in a sample of 2,148 

firm/years of 842 firms between 1998 and 2001 from the S&P 500, S&P Mid-
Cap 400, and S&P SmallCap 600. 

(2005)
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tional director is associated with a ten-point decrease in the cost of debt.  
Helland and Sykuta (2005), examine the firms that are defendants in secu-
rities litigation.  Although this study does not distinguish between lawsuits 
due to fraudulent earnings management and other incidences of securities 
litigation (e.g., omission of correcting disclosures), it is interesting to note 
that they find that the average board size in a matched-firm control sample 
is lower by 1.5 directors. 

The literature also articulates a weak or no association.  Bradbury, Mak, 
and Tan (2004), find a negative but insignificant association between dis-
cretionary accruals and size.  Ferris, Jagannathan, and Pritchard (2003), 
find insignificant relation for firms facing fraud litigation.  Uzun, 
Szewczyk, and Varma (2004), and Farber (2005), find that size is insig-
nificant when fraud firms are matched with a control group.  The average 
of the two groups approximates eleven in Uzun, Szewczyk, and Varma’s 
study and six in Farber’s study.  Baber, Kang, and Liang (2005), find no 
association between the probability of restatements and size.  Vafeas 
(2005), finds that there is a positive but insignificant relationship between 
size and firms’ managing earnings either by avoiding negative earnings 
surprises or reporting small earnings increases (see Chap. 4 for a discus-
sion of managing earnings to meet benchmarks). 

What is the meaning of these conflicting findings?  Some are consistent 
with the opposing views of the board.  If the board is a façade, elected for 
the sole purpose of impressing investors, observations ought to cluster 
around the size that investors believe to be efficient.  A larger size may 
suggest that the CEO attempts to control the board or that the firm’s opera-
tions are risky and complex.  A smaller board may indicate that potential 
directors are reluctant to lend their prestige to the firm.  In this case, we are 
unlikely to find a relationship between board size and earnings manage-
ment.  If, however, the board is a monitor and a smaller board is more ef-
fective monitor, then we would expect a positive relationship between 
board size and earnings management.  Neither view, however, explains the 
negative association between board size and earnings management.  Xie, 
Davidson, and DaDalt comment on their finding:  “[T]his result is counter-
intuitive….  One argument for larger boards is that they may bring a 
greater number of experienced directors to a board.  Perhaps our findings 
reflect this, since experienced directors seem to play a role in limiting 
earnings management” (p. 305).   

Another explanation is that size is correlated with other variables (Harris 
and Raviv, 2005), so that the interpretation of the connection between size 
and earnings management is confounded by these other variables. 
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5.4.2.2 Composition and Independence 

Broadly, boards are composed of three types of directors: insiders, outsid-
ers, and affiliated directors.  Inside directors are employees, such as the 
CEO and other officers, that is, they are both management and directors.  
Outside directors, who are also known as independent directors, have no 
affiliation with the firm apart from being a director.  Affiliated directors 
are connected through business dealings, such as suppliers, consumers, 
employees of affiliated companies and the audit firm, consultants, lawyers, 
investment bankers, executives of advertising agencies, former employees, 
and directors with ties to charitable organizations to which the firm makes 
contributions.95 

Each type assumes a different role.  Outsiders are associated with moni-
toring.  The SEC comments, “Effective boards of directors exercise inde-
pendent judgment in carrying out their responsibilities” (Release 34-
50298, August 31, 2004).  Insiders are considered an obstacle to efficient 
monitoring.  As an anecdotal example, consider Blair (1995), who com-
plains that in one directorship, monitoring performance was made impos-
sible because the inclusion of the head of division, an insider, in the com-
mittee on which Blair served, hampered free communication among other 
independent committee members (see also Salmon, 1993). 

                                                      
95 Applying this classification to interlocked directors is not trivial.  Interlocked di-

rectors sit on each other’s board, that is, a director of company A is employed 
by company B and a director of company B is employed by company A.  Rule 
34-50298 of the SEC considers interlocked directors dependent if they sat on 
each other’s compensation committee in the previous 3 years. 

96 Gillan, Hartzell, and Starks (2003), state,   
There are, however, costs of having too high a proportion of outsid-

ers on the board.  Outside directors do not have the detailed informa-
tion that inside directors possess from their involvement in firms.  In 
addition, outside directors may not have the same time and commit-
ment as insiders due to their other responsibilities.  (p. 8) 

Insiders are better informed on the firm’s operations.  They already have 
firm-specific information, unlike outside directors, who “…arrive at their 
firms with… little direct knowledge of the company’s operations,…” 
(Yermack, 2004, p. 2282), and spend a few days per year in meetings (be-
fore SOX, the average was about eight days).   Insiders thus are better 
equipped to predict the repercussions of a decision on the firm given its 
unique business arena.  Klein (1998), for example, finds that firms that in-
crease the percentage of inside directors on the finance and the investment 
committees earn a higher rate of return on their investments than firms that 

96
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A crucial issue with regard to the value of insiders concerns their alle-
giance.  If they are brought to the board to be groomed as future CEOs 
(Vancil, 1987), there is a high likelihood that they will associate with the 
outside directors in order to increase their chance of being selected as the 
next CEO.  If not, they have incentives to collude with management be-
cause CEOs control their careers.  (In contrast, such career concerns do not 
affect outside directors, especially if they are assured of their ability to at-
tract alternative directorships (Beatty and Zajac, 1994; Boumosleh and 
Reeb, 2005).)  For example, before 2003, the compensation committee 
might be pressured to award management options with the same vesting 
dates for all managers.  This would create incentives to collude to manage 
earnings so as to reduce the strike price and increase the price on the exer-
cise date (see Chap. 3).  Boumosleh and Reeb (2005), provide evidence in 
support of the latter view.  They find that the gap between CEOs’ pay and 
other executives’ pay is lower in firm with a high presence of insiders.  
This finding can indicate collusion between the insiders and the CEO to 
jointly earn more.   

Affiliated directors are a hybrid.  These directors are less likely to moni-
tor managers than independent directors in order not to damage their rap-
port with management.  Shivdasani and Yermack (1999), for example, pro-
vide evidence that when the CEO has more legal power over the 
nomination of directors, the board has fewer outside monitors and more 
such “gray” directors.  Still, in some studies, researchers aggregate them 
with independent directors (see, e.g., the literature review of Gillan and 
Starks, 1998). 

We note that this classification does not reveal how directors behave 
behind closed doors.  Are outside directors more independent than affili-
ated directors?  The answer is not straightforward.  For example, there is 
some evidence that independent directors who are managers in other com-
panies are more sympathetic to management (Chtourou, Bédard, and 
Courteau, 2001; DeZoort  and Salterio, 2001; Vafeas, 2005). 

Another classification of directors focuses on the experience and the 
monitoring power they bring to the board (e.g., Rosenstein and Wyatt, 
1990a, 1990b; Baker and Gompers, 2003; Xie, Davidson, and DaDalt, 2003; 

decrease this percentage.  Similarly, Bathala and Rao (1995), find a nega-
tive relationship between independence and growth opportunities. Bou-
mosleh and Reeb (2005), who study S&P-500 firms in the 1997–1999  
period (a sample of 814 firm/years), find that firms with more insiders on 
the board pay their CEOs less.  Also, consistent with the proposition that 
accounting-based performance measures (ABPM) are more valuable than 
market-based measures (MBPM) when they are less noisy, they find that 
ABPM are used more than MBPM when the number of insiders is larger. 
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Vafeas, 2005).  For example, Xie, Davidson, and DaDalt (2003), catego-
rize affiliated and outside directors according to their background: corpo-
rate directors (74%), finance directors (16.3%), and legal directors 
(10.8%).97  Corporate directors are current or former executives in public 
corporations; they are expected to have business acumen.  Finance direc-
tors are current or former executives in financial institutions,98 they are ex-
pected to have knowledge pertinent to leverage and connections with fi-
nancial institutions.  Legal directors are lawyers.  Besides having 
knowledge of the law, they are valuable in the firm’s dealings with regula-
tors.  (See also, Block, 1999.)  As discussed below, directors’ experience 
can shed some light on the mixed results regarding the relationship be-
tween performance and the percentage of outside directors. 

Composition and Performance 
The literature on composition focuses mainly on the contribution of inde-
pendent directors to performance.  The measures of independence are the 
proportion of independent directors to total board size and the number of 
independent directors. 

Weisbach (1988), and Huson, Parrino, and Starks (2001), report that 
poorly performing managers are more likely to be removed if the board 
has a majority of outside directors.  Borokhovich, Parrino, and Trapani 
(1996), examine the succession decisions in 969 cases in 855 large firms 
between 1970 and 1988.  They show that the price response to succession 
by outsiders is favorable.  In particular, if a new CEO is an insider who re-
places a CEO who was fired, the reaction to this insider is negative.  Oth-
erwise, the market response is more strongly positive to an outsider.  The 
relationship with independence follows from the finding that boards with a 

                                                      
97 They also consider blockholders representing 8.8% of all independent and affili-

ated directors. 
98 Xie, Davidson, and DaDalt also categorize this group according to whether the 

finance directors are current or past employees of commercial banks (4.2% in 
their sample) or investment banks (3.5% in their sample). 

Some studies support the regulators’ view that independent directors 
improve the alignment of management’s and shareholders’ objectives (e.g., 
Weisbach, 1988; Byrd and Hickman, 1992; Lee, Rosenstein, Rangan, and 
Davidson, 1992; Brickley, Coles, and Terry, 1994; Borokhovich, Parrino, 
and Trapani, 1996; Cotter, Shivdasani and Zenner, 1997; Mayers, 
Sivdasani, and Smith, 1997; Hermalin and Weisbach, 1998; Huson, Par-
rino, and Starks, 2001; Bhagat and Black, 2002; Perry and Peyer, 2005; 
Perry and Shivdasani, 2005; Aggarwal and Williamson, 2006; Borok-
hovich, Brunarski, Donahue, and Harman, 2006). 
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higher percentage of outside directors are more likely to nominate outsid-
ers to be CEO. 

Byrd and Hickman (1992), and Cotter, Shivdasani, and Zenner (1997), 
show that the premium to shareholders when the board is more independ-
ent is higher when a hostile takeover is successful, and the former also re-
port positive returns to the adoption of poison pills to deter takeover when 
the board is independent, since such a board is seen as likely to take these 
measures to prevent the destruction of shareholders’ value.  Brickley, 
Coles, and Terry (1994), provide further support to this finding by showing 
that the stock-price reaction to an announcement of a poison pill, is posi-
tive (negative) when the majority of the directors are (not) outsiders. 

Lee, Rosenstein, Rangan, and Davidson (1992), study management 
buyouts.  This setting is interesting because the CEO is likely to have dou-
ble loyalty.  As a buyer, he prefers a low price and quick deal.  As a mem-
ber of the board, he owes allegiance to the shareholders, who prefer a high 
price.  Lee, Rosenstein, Rangan, and Davidson show that when the man-
agement aims to purchase 100% of the firm, the independence of the board 
increases the premium to shareholders.  Otherwise, the results are incon-
clusive.  Mayers, Shivdasani, and Smith (1997), find that outside directors 
increase shareholders’ value because they are associated with lower ex-
penditures on salaries, wages, and rent.  Perry and Peyer (2005), find a fa-
vorable price response to adding an outside director even when he is a full-
time employee with directorships in other companies.  The returns are 
higher when the board does not have a majority of independent directors 
before the addition of this director or when the firm performs poorly.  
Perry and Shivdasani (2005), show that boards with a majority of outside 
directors are less afraid to make painful decisions on restructuring, layoffs, 
and asset sales.  The fact that outsiders are better monitors is evidenced by 
the subsequent improvement in the performance of the restructuring firms.  
This effect is consistent with the finding of Borokhovich, Brunarski, 
Donahue, and Harman (2006), that the positive market reaction to the 
event of CEO’s death without a successor is higher the more independent 
the board, especially when the firm performed poorly.  Additional evi-
dence is given by the findings that independence decreases the cost of debt 
(Bhojraj and Sengupta, 2003; Anderson, Mansi, and Reeb, 2004; 
Ashbaugh-Skaife, Collins, and LaFond, 2006).  Aggarwal and Williamson 
(2006), study independence in conjunction with other governance attrib-
utes99 in a sample of 5,200 firms between 2001 and 2005.  They find a 
                                                      
99 Aggarwal and Williamson (2006), study the effect of the following guidelines 

on value (controlling for firm and size): 
1. The board must consist of a majority independent directors. 



252      5  Gatekeepers 

premium for good governance, especially when governance provisions 
were adopted voluntarily. 

Some studies detect no association between composition and perform-
ance (e.g., Klein, 1998; Bhagat and Black, 2002; Singh and Davidson, 
2003; Dionne and Triki, 2004; Lehn and Zhao, 2004; Adams and Mehran, 
2005; the meta-analyses of Dalton, Daily, Johnson, and Ellstrand, 1999; 
and Deutsch, 2005).  Other studies find a negative association between 
performance and independence (e.g., Agrawal and Knoeber, 1996, 2001). 

Several explanations are possible for these mixed results.  One views 
governance as a portfolio: ownership profile, debt financing, and so on. 
(e.g., Bathala and Rao, 1995; Agrawal and Knoeber, 1996; Bhagat and Jef-
feries, 2005; Hermalin and Weisbach, 2003; Singh and Davidson, 2003; 
Harris and Raviv, 2005; Larcker, Richardson, and Tuna, 2005; Vafeas, 
2005; Berry, Fields, and Wilkins, 2006).    firms choose this portfolio op-
timally, balancing both advantages (e.g., tighter monitoring) and disadvan-
tages (e.g., higher information costs).101  for example, biotechnology com-
panies may prefer less board independence because the cost of conveying 
technical information to independent directors is very high, whereas food 
processing firms may prefer greater board independence because informa-
tion costs in this industry are fairly low.  The implication is that in equilib-
rium, no significant relationships can be expected.  If the system is not in 
equilibrium, however, as in the case, for example, when performance dete-
riorates, a positive association is likely to be detected because a drastic ac-
tion is required. 

                                                                                                                          
2. Non-management directors must have executive sessions without manage-

ment. 
3. The nominating committee must have only independent directors. 
4. The compensation committee must have only independent directors. 
5. The audit committee must have only independent directors and a minimum 

of three members. 
6. The firm must adopt corporate governance guidelines. 
 For an analytical investigation of the optimal board’s composition, consult 
Warther (1998), Kumar and Sivaramakrishnan (2002), Raheja (2005), and Ad-
ams and Ferreira (2007). 

101 This view is important to empirical research because it implies that the optimal 
governance structure is sensitive to industry affiliation.  This has led some re-
searchers to focus on a single industry:  the U.S. airline industry (Kole and 
Lehn, 1999); the banking industry (Adams and Mehran, 2005); banking and sav-
ings-and-loans holding companies (Belkhir, 2004); closed-end investment com-
panies (Dann, Del Guercio, and Partch, 2003); hospitals (Eldenburg, Hermalin, 
Weisbach, and Wosinka, 2004); the insurance industry (Mayers, Shivdasani, and 
Smith, 1997); and the U.S. mutual fund industry (Tufano and Sevick, 1997). 

100

100
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An alternative explanation views the board as controlled by manage-
ment.  CEOs have power over the nomination of directors even when they 
do not sit on the nomination committee.  Monks and Minow (2004), report 
that their interviews with directors on nomination committees that exclude 
CEOs revealed that the directors consult management about nominees.  In 
that case, does the committee’s composition matter?  Monks states, “Inde-
pendent directors are an oxymoron because they are a group of self-
selecting people.  Having the status of a director is important to people.  
They are loyal to the rules of the club rather than to shareholders.  If an in-
dependent director is bumptious or truly independent then they won’t get 
work” (from an interview with Crainer, 2004, p. 36).  According to this 
view, if there is a positive association between composition and perform-
ance, a successful façade pays off because outside stakeholders treat the 
firm more favorably when the board conforms to their expectations of 
what a good board ought to be.102 

Another explanation is that the relationship between performance and 
composition might be non-linear.  Block (1999), who studies 1,026 an-
nouncements of appointment of independent directors between 1990 and 
1994, finds that although the stock price responds favorably to the ap-
pointment of an outside director, this effect disappears beyond a critical 
mass of outside directors (over 60%).  Anderson and Reeb (2004), con-
struct a sample of 141 of the Standard Poor’s 500 whose founding families 
are still large shareholders.  These shareholders tend to have high stakes in 
the firm.  In some cases, a family member is also the CEO (e.g., Ford); in 
other cases, they have non-management representatives on the board (e.g., 
Disney and HP).  Such firms are characterized by a conflict of interests be-
tween the founding family shareholders and other shareholders, as the 
former can appropriate perks that are not given to other shareholders even 
if their representative is not the CEO.  In their earlier work, Anderson and 
Reeb (2003a, b), established that founding family shareholders have a fa-
vorable effect on performance, which indicates that they monitor manage-
ment effectively.  But who monitors them?  A natural candidate is the 
group of outside directors.  Anderson and Reeb (2004), provide indirect 
evidence that the outsiders might check the power of the founding family 
members by finding that the boards have fewer outside directors when the 
family members sit on the nomination committee (apparently, outside di-

                                                      
102 The argument here is subtle.  The market includes strong firms with certain 

characteristics and firms that pool with them.  Unable to distinguish between the 
two types, stakeholders reward firms with what they consider optimal board 
composition.  We expect that this dynamic is exacerbated by multiple director 
ships. 
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rectors are not favored by the founding family members).  They, however, 
detect a U-shaped relationship between independence and performance.  
Specifically, when the family representation on the board is either low or 
high (neither low nor high), the higher the ratio of family directors to inde-
pendent directors, the better (worse) the firm’s performance.   

This non-linearity is important to future research because the exchanges 
have imposed restrictions regarding independence.  The NYSE, for exam-
ple, requires that all registrants have fully independent nomination and 
compensation committees and that the boards have a majority of inde-
pendent directors.103  Furthermore, independent directors are expected to 
meet without management directors (Securities and Exchange Commis-
sion, Release No. 34-50298; File No.  SR-NYSE-2004-41).  Companies 
that did not have a majority of independent directors before compliance 
may move to an inefficient board profile that induces a negative relation-
ship between performance and independence.  The response of firms to the 
new requirements provide a glimpse into whether boards are an efficient 
mechanism to represent shareholders’ interests or just a façade.  On the 
one hand, if governance were optimal before the new regulation, compa-
nies might be averse to make more changes than those prescribed by law.  
If their governance was a sham, however, the new regulation would induce 
firms that wish to signal value to adopt further improvements.  For exam-
ple, since SOX, more companies have separated the post of the chairman 
of the board from the post of CEO (e.g., Dell) and restricted directors from 
trading in the firm’s equity during their tenure, in order to promote long-
term value maximization (e.g., Disney). 

For a further discussion of the effect of recent regulations on govern-
ance, consult Hertig (2005), Lavelle (2002), Hartman (2005), and Broshko 
and Li (2006). 

Earnings Management 
Directors cannot manage earnings by themselves, but they can collude 
with management.  Better monitoring checks pernicious earnings man-
agement, giving rise to a negative association between independence and 
earnings management (Beasley, 1996; Dechow, Sloan, and Sweeney, 
1996; Xie, Davidson, and DaDalt, 2003; Bowen, Rajgopal, and 
Venkatachalam, 2004; Kelly, Koh, and Tong, 2004; Uzun, Szewczyk, and 
Varma, 2004; Farber, 2005; Helland and Sykuta, 2005; Hochberg, 2005; 
Vafeas, 2005).  Beasley (1996), for example, compares a sample of 75 
firms accused of financial fraud to a 75-firm control group in the 1982–
1990 period.  He finds that higher proportions of independent and gray di-
                                                      
103 For a discussion on the gap between rules and compliance prior to SOX, con-

sult Klein (2003).  
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rectors reduce the probability of accounting fraud.  Dechow, Sloan, and 
Sweeney (1996), examine 82 firms accused of financial fraud in the 1982–
1992 period.  They show that fraud firms are more likely to engage in 
fraud when the board lacks a simple majority of outsiders and no owner is 
a blockholder.  Vafeas (2005), finds that avoidance of negative earnings 
surprises is negatively correlated with independence. 

Yet directors might not see any harm in earnings management, regard-
less of their independence.  Jensen (2005b), states, 

I have observed (perfectly honest upstanding) people in their roles as 
board members condone manipulation of financial reports because it 
never occurs to them it is lying–its just part of what it means to manage. 

Hence, it stands to reason that there is no connection between independ-
ence and earnings management (Wright, 1999;104 Chtourou, Bédard, and 
Courteau, 2001; Abbott, Parker, and Peters, 2004; Zhou and Chen, 2004; 
Agrawal and Chadha, 2005; Baber, Kang, and Liang, 2005). 

Other studies examine the related issues of timeliness and transparency 
of earnings (e.g., Vafeas, 1999a; Bushman, Chen, Engel, and Smith, 2004; 
Dey, 2005; Larcker, Richardson, and Tuna, 2005).  With the exception of 
Vafeas (1999a), who does not find that independence has an effect on the 
earnings–returns relationship, researchers find that better governance leads 
to higher quality earnings.  Frankel, McVay, and Soliman (2006), who ex-
amine the association between the characteristics of expense items ex-
cluded from street earnings and the independence of the board, find that 
fewer independent directors are associated with less informative street 
earnings. 

For further discussion of governance and the quality of earnings, consult 
Cohen, Krishnamoorthy, and Wright (2004).105 

5.4.2.3 Other Board’s Characteristics  

Besides composition and size, research examined the following character-
istics of the board: 

                                                      
104 Wright (1999), finds a higher quality of financial reporting, as rated by ana-

lysts, with a lower percentage of gray directors, but no association between 
quality and the percentage of insiders. 

105 We draw attention to the fact that we separate the discussion of management’s 
compensation (see Chap. 3) and governance, but these mechanisms might be in-
terrelated (e.g., Core, Holthausen, and Larcker, 1999; Vafeas, 1999b; 
Chidambaran and John, 2003; Kim, 2005; Larcker, Richardson, Seary, and 
Tuna, 2005). 
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� Multiple directorships—the number of directorships held by a 
director (Gilson, 1990; Kaplan and Reishus, 1990; Beasley, 1996; 
Booth and Deli, 1996; Bhagat and Black, 1999; Carpenter and 
Westphal, 2001; Ferris, Jagannathan, and Pritchard, 2003; Harford, 
2003; Adams, 2005; Fairchild and Li, 2005; Fich, 2005; Keys and
Li, 2005; Perry and Peyer, 2005; Vafeas, 2005; Conyon and Muldoon,
2006)  (see also the literature review in Conyon and Read, 2006). 

� Duality–whether the chairman of the board is also the CEO (Dechow, 
Sloan, and Sweeney, 1996; Brickley, Coles, and Jarrel, 1997; 
Agrawal, Jaffee, and Karpoff, 1999; Goyal and Park, 2002; Gul and 
Lai, 2002; Chtourou, Bédard, and Courteau, 2001; Xie, and DaDalt, 
Davidson, 2003; Bowen, Rajgopal, and Venkatachalam, 2004). 

� The number of meetings (Gertner and Kaplan, 1998; Vafeas, 1999a; 
Anderson, Mansi, and Reeb, 2003; Xie, Davidson, and DaDalt, 2003; 
Bowen, Rajgopal, and Venkatachalam, 2004; Zhou and Chen, 2004; 
Weber, 2004; Krishnan and Visvanathan, 2005a; Anderson, Deli, and 
Gillan, 2006; Jiraporn, Davidson, DaDalt, and Ning, 2007). 

� Age (Larcker, Richardson, and Tuna, 2005) and tenure (e.g., Vafeas, 
2003, 2005; Adams and Mehran, 2005).106 

When multiple directorships involve an outside director who serves as 
an officer in another firm, the phenomenon has two aspects.  First, the 
sender firm has an executive who commits some of his time to a service in 
another company, which could either decrease the time he dedicates to his 
own firm or help his firm acquire valuable networking.  Second, the re-
ceiving firm benefits from an outside director with corporate expertise and 
connections (Rosenstein and Wyatt, 1990a; Perry and Peyer, 2005; Conyon 
and Read, 2006).  Most of the research focuses on the receiving firm’s per-
spective. 

The scope of this phenomenon is limited.  In their sample of 4190 public 
firms that held at least $100 million in assets at the beginning of 1995, Fer-
                                                      
106 Expertise is another characteristic that has been examined extensively in the re-

search on audit committees.  We discuss audit committees below. 

• Equity holding by directors (Beasley, 1996; Yermack, 1996; Denis, 
Denis, and Sarin, 1997; Bhagat, Carey, and Elson, 1998; Wright, 
1999; Perry, 2000; Chtourou, Bédard, and Courteau, 2001; Paul, 
2001; Cyert, Kang, and Kumar, 2002; Abbott, Parker, and Peters, 
2004; Lehn, Patro, and Zhao, 2005; Bushman, Chen, Engel, and 
Smith; 2004; Collins, Reitenga, and Sanchez, 2005; Cremers, 
Driessen, Maenhout, and Weinbaum, 2005; Dey, 2005; Vafeas, 
2005). 
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ris, Jagannathan, and Pritchard (2003), find that only 16% of 23,673 direc-
tors held two or more directorships, and only 6% held three or more.  Perry 
and Peyer (2005), collected 349 announcements of new director appoint-
ments in the years 1994 through 1996, finding that in only 20% of the 
events, the directors already held two or more outside directorships in pub-
licly traded firms.  The distribution of multiple directorships is skewed to-
ward larger, more successful firms, with larger boards (Gilson, 1990; Kap-
lan and Reishus, 1990; Bhagat and Black,1999; Ferris, Jagannathan, and 
Pritchard, 2003; Harford, 2003; Fich, 2005; Keys and Li, 2005; Perry and 
Peyer, 2005).  Ferris, Jagannathan, and Prtichard (2003), for example, find 
that directors with three or more directorships hold approximately half of 
their directorships in Forbes 500 firms.  They conclude that “multiple di-
rectorships are primarily a large-firm phenomenon” (p. 1091).  The preva-
lence of the phenomenon in larger firms implies that there is high probabil-
ity that a director with multiple directorships will sit on boards with other 
directors with multiple directorships (Ferris, Jagannathan, and Pritchard, 
2003; Conyon and Muldoon, 2006).  This feature enhances the clubby por-
trayal of boards.  Holding multiple directorships signals a director’s value 
(Fairchild and Li, 2005).  It is difficult, for example, to acquire additional 
directorships after sitting on the board of a firm that performed poorly 
unless the director can prove that he fulfilled his monitoring role by, for 
example, not fighting a hostile takeover (Harford, 2003).  Brickley, Coles, 
and Linck (1999), find that CEOs are more likely to attract directorships 
after retirement if their firm was successful in the last 4 years the CEO was 
in office.  Yermack (2004), who examines the incentives of 734 directors 
elected to the boards of Fortune 500 firms between 1994 and 1996, shows 
that an increase of one standard deviation in the firm’s median perform-
ance increases the wealth of directors who serve a fifth year by $285,000.  
He also finds that a director can expect a $0.043 increase in wealth from 
acquiring new board seats for each $1,000 increase in the firm’s market 
cap.  Even the payment per meeting, which seems like an insignificant 
prize, may be important.  Adams (2005), who examines proxies that re-
ported on directors with “attendance problem,” finds a positive correlation 
between attendance and the amount paid per meeting. 

Duality is an indicator of the CEO’s power and his ability to control the 
board.  He, Srinidhi, Su, and Gul (2003), for example, find that the prob-
ability of CEO quitting the firm is negatively associated with the event that 
the CEO is also chairman of the board.  Although rare in Canada and the 
United Kingdom, this situation is quite prevalent in the United States; in 
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the late twentieth century, the CEO is also the chairman of the board in 
more than 80% of large public firms.107   

The number of meetings is an indicator of the effort put in by the direc-
tors.  To the extent that the board is an agent of the manager, it is unknown 
what directors do behind closed door and how much effort they put into 
doing a good job.  The following conveys the impression that the twentieth 
century regime did not require much effort, which is consistent with the 
façade view of the board:  “Boards meet quarterly, often with one board 
meeting held as a ‘fly away’ meeting at a resort or in a more distant city.  
The corporation may have invited spouses.  The meeting was often held as 
a planning meeting or strategic retreat.… Meetings lasted 3–4 hours, often 
a morning or a morning and into the early afternoon” (Branson, p. 27).  It 
stands to reason that governing a multibillion firm requires more meetings 
in a work environment.   

Equity holdings indicate the extent to which the directors’ incentives are 
aligned with the maximization of shareholders’ value.  Bhagat, Carey, and 
Elson (1998), and Perry (2000), find that outside directors who hold more 
equity are more likely to replace the CEO of a poorly performing com-
pany.  On the other hand, short-term holdings may lead to collusion with 
management to manage earnings to increase the price (Chtourou, Bédard, 
and Courteau, 2001, Table 3).  Anecdotal evidence comes from Cynthia 
Coopers, the heroine of the WorldCom accounting scandal, who told the 
audience at the AAA meeting in San Francisco in 2005 that the chair of the 
audit committee did not cooperate with her effort to set up a meeting to 
communicate her suspicions, because, allegedly, he was apprehensive that 
if the street learned about such an investigation, the price of WorldCom 
stock would decline, and the directors of WorldCom would lose wealth.  
The fact that equity compensation can be harmful is seen in the work of 
Collins, Gong, and Li (2006), who examined the backdating of options 
(see Chap. 3).  They find that firms whose directors receive more stock op-
tions collude more with management in backdating the option grants to the 
date that the stock price was the lowest, which ensures that the options are 
“in the money” (because the strike price is typically set to the grant-date 
stock price). 

Age and tenure are similarly contentious variables.  On the one hand, 
age indicates valuable experience and tenure allows directors more famili-
arity with the firm’s normal business and resources, which facilitates their 

                                                      
107 Xie, Davidson, and DaDalt (2003), for example, report that in 85% of their 

sample, the firm/years had the same person chairing the board and serving as 
CEO.  (Their sample comprises 282 firms/years of the first 100 S&P firms in 
1992, 1994, and 1996.) 
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monitoring.  On the other hand, these variables may indicate stronger 
bonds with management.  For example, their long tenure has been offered 
as an explanation of the failure of Enron’s directors to act (Niskanen, 
2005). 

Recent regulations have induced a number of changes in governance.  
The most obvious is the requirement for increased independence, a trend 
that started late in the twentieth century (e.g., Vafeas, 2005).  Companies 
have responded to the requirement of increased independence by increas-
ing the size of their boards.  Composition changed too:  Independence has 
reduced the weight of executive directors in favor of lawyers, consultants, 
and former executives (Linck, Netter, and Yang, 2006).   

Directors work more, especially those on the audit committee.  The risk 
of litigation and the greater responsibility imposed on directors is seen in 
the fact that almost 91% of companies give their boards the authority to 
hire their own advisers.  The number of meetings has increased, especially 
those held by the audit committee, which has more than doubled its num-
ber of meetings (Linck, Netter, and Yang, 2006).  Moreover, the incidence 
of multiple directorships has declined, concurrent with growth in directors’ 
equity and total payments (Coglianese and Michael, 2006; Linck, Netter, 
and Yang, 2006).   

Boards of directors are now more costly, especially for smaller firms.  
Linck, Netter, and Yang (2006), report that small (large) firms paid $3.19 
($0.32) in director fees per $1,000 of net sales in 2004, which is $0.84 
($0.07) more than they paid in 2001 and $1.21 ($0.10) more than in 1998. 

Additional changes include a decline in duality and an increase in the 
number of “lead directors”—independent directors in charge of executive 
sessions of non-management directors (Coglianese and Michael, 2006.) 

Aggarwal and Williamson (2006), report that the following governance 
characteristics, some of which hardly existed in 2001, characterize more 
than 90% of firms in 2005: 

� All directors attended 75% of board meetings or had a valid excuse. 
� The CEO serves on the board of two or fewer companies. 
� Consulting fees paid to auditors are less than audit fees paid to 

auditors. 
� There is a single class of stock (no dual class). 
� The board has express authority to hire its own advisers. 
� Shareholder proposals are not ignored.108 

                                                      
108 For additional provisions, consult Aggarwal and Williamson (2006). 
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They note that because regulations have improved governance by all 
complying firms, they eliminated the premium for good governance.  
However, firms seem to improve governance in areas not mandated by re-
cent regulations. 

5.4.2.4 Audit Committees 

At the forefront in the board’s role as a gatekeeper defending against per-
nicious earnings management stands the audit committee.  In a letter sent 
by Arthur Levitt to the chairs of audit committees of over 5,000 public 
firms on January 5, 2001, he comments, 

When auditors and the board engage in frank and meaningful dis-
cussions about the significant, but sometimes gray areas of accounting, 
both the company’s and its shareholders’ interests are served.  In this 
way, the board, including the audit committee, management, and out-
side auditors form a “three-legged stool” of responsible disclosure and 
active oversight. 

In the late twentieth century, regulators concerned with earnings man-
agement designed mechanisms to enhance the accountability of the audit 
committee, the outside auditors, and management.  The new measures 
were meant to strengthen the independence of audit committees to ensure 
they were effective gatekeepers.  In September 1998, the SEC, NYSE, and 
NASD announced a Blue Ribbon Committee chaired by John C. White-
head and Ira M. Millstein, which in February 1999, announced a ten-point 
plan to improve the effectiveness of audit committees.  Implementation 
took place during December 1999 and January 2000.  Companies listed 
with NASD, AMEX, and NYSE were required to make changes in the 
structure and membership of their audit committees and in the charters of 
these committees, such as adding a requirement that all members of the 
audit committee be financially literate and at least one have finan-

109 (SEC release numbers, 34-42231,110 34-42232, and 

                                                      
109 For a study that illustrates the difference between literacy and expertise, consult 

the experimental study of McDaniel, Martin, and Maines (2002).  They desig-
nate audit managers as financial experts and executive MBA graduates as finan-
cially literate.  They detect different patterns in their evaluation of which issues 
are important in determining the quality of earnings. 

110 The charter of the audit committee must specify the following: 

 “(i) the scope of the audit committee’s responsibilities, and how it carries 
out those responsibilities, including structure, processes, and membership 
requirements; 

cial expertise



5.4 Governance—the Board of Directors      261 

They also mandated changes in their disclosures to include 
ements and the considera-

112 
The Sarbanes-Oxley Act (SOX) of July 2002 reinforces the require-

ments that every publicly traded company must have an audit committee.  
Under SOX, each member of the audit committee must be independent, 
and at least one must have financial expertise.  To be independent, a per-
son must not be an executive officer of the company or a shareholder hold-
ing over 10% of the firm’s equity (section 301).  SOX delegates to the 
SEC the responsibility of defining a financial expert.  The SEC defines a 
financial expert as one who has 

� understanding of GAAP and financial statements; 
� uhe ability to assess the application of accounting principles for 

estimates, accruals, and reserves; 
� understanding of audit committee functions and internal control for 

financial reporting; 
� experience in auditing, preparing, analyzing, or evaluating financial 

statements with the appropriate level of complexity of accounting 
issues in comparison to the complexity of the company’s expected 
financial statements. 

Section 407 of SOX demands disclosure of whether the audit committee 
has a member with the required financial expertise and the knowledge to 
understand the report at a level of complexity as that of the firm (who must 
be ethical, with no past of any disciplinary action), and whether this expert 
is independent. 

                                                                                                                          
 (ii) the audit committee’s responsibility for ensuring its receipt from the out-

side auditors of a formal written statement delineating all relationships be-
tween the auditor and the company, consistent with Independence Standards 
Board Standard 1, and the audit committee’s responsibility for actively en-
gaging in a dialogue with the auditor with respect to any disclosed relation-
ships or services that may impact the objectivity and independence of the 
auditor and for taking, or recommending that the full board take, appropriate 
action to [ensure] oversee the independence of the outside auditor; and 

 (iii) the outside auditor’s ultimate accountability to the board of directors and 
the audit committee, as representatives of shareholders, and these shareholder 
representatives’ ultimate authority and responsibility to select, evaluate, and, 
where appropriate, replace the outside auditor (or to nominate the outside audi-
tor to be proposed for shareholder approval in any proxy statement). 

111 A summary of the requirements of the exchanges in comparison with the re-
quirements of SOX is provided in a document prepared by KPMG, available at 
http://www.kpmg.com/aci/docs/Final_comparison.pdf. 

112 See http://www.sec.gov/news/headlines/audind.htm. 

34-42233).111  
discussions with auditors regarding financial stat
tions behind hiring the auditor to perform non-audit services (34-42266).
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As discussed in the next section, SOX granted the audit committee more 
responsibility in areas involving the auditor.  The audit committee also has 
the responsibility for ensuring compliance by senior financial officers and 
CEO with the code of ethics.113  Section 301 gives the committee the au-
thority to hire consultants (reimbursed by the company). 

Research has examined the association between audit committee disclo-
sures (Liu, 2004) and earnings management (see Beasley, 1996; Gerety 
and Lehn, 1997; Parker, 1997; Klein, 1998, 2002b; Beasley, Carcello, 
Hermanson, and Lapides, 2000; Carcello and Neale, 2000; Chtourou, 
Bédard, and Courteau, 2001; Abbott, Parker, Peters, and Raghunandan, 
2003; Felo, Krishnamurthy, and Solieri, 2003; Xie, Davidson, and DaDalt, 
2003; Abbott, Parker, and Peters 2004; Bédard, Chtourou, and Courteau, 
2004; Bradbury, Mak, and  Tan, 2004; Bryan, Liu, and, Tiras, 2004; Uzun, 
Szewczyk, and Varma, 2004; Zhou and Chen, 2004; Agrawal and Chadha, 
2005; DeFond, Hann, and Hu, 2005; Zhang, Zhou, and Zhou, 2006).  (For 
valuable reviews of the literature, see DeZoort, Hermanson, Archambeault, 
and Reed (2002); and DeFond and Francis (2005.)) 

Academic work on audit committees focuses on two main characteris-
tics:  the independence of its members, and their financial expertise (see 
the valuable discussion in Krishnan and Visvanathan, 2005b, of the differ-
ent definitions of expertise).  To a lesser extent, other variable may be con-
sidered too: tenure, which allows the directors to acquire firm-specific ex-
perience but might compromise objectivity; the size of the audit 
committee, which determines its resources; the frequency of its meetings, 
which indicates its activity,114 members’ stock option holdings, which de-
termine their incentives to collude with management or align their interests 
with shareholders; and governance expertise, which determines the com-
mittee members’ power in dealing with management and the board. 

Earnings management and the quality of earnings are tested by different 
measures:  directly by conservatism, restatements, fraud, discretionary ac-
cruals, and indirectly, by, for example, auditors’ resignations (Archam-
beault and DeZoort, 2001; Carcello and Neale, 2003; Lee, Mande, and 
Ortman, 2004), which are likely to be induced by a conflict with manage-

                                                      
113 SOX had a material effect on small businesses because since 1999 and before 

SOX, small businesses were exempted from the requirement of having a fully 
independent audit committee.  This exemption was repealed by SOX. 

 Another difference effected by SOX is that boards no longer can choose to ap-
point non-independent directors to the audit committee. 

114 Bédard, Chtourou, and Courteau (2004), also use the audit committee’s charter 
as a measure of its activity because the charter provides the committee with 
power to make decisions. 
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ment over compromising reporting requirements, and the purchase of non-
audit services (e.g., Abbott, Parker, Peters, and Raghunandan, 2003), 
which might compromise the independence of the audit process.  The 
overall picture that arises from the findings is as expected.  A stronger au-
dit committee is associated with higher quality earnings. 

The evidence on the response of the market is mixed.  Anderson, Deli, 
and Gillan (2006), find that the response to earnings surprises in their sam-
ple of firms with a fiscal year in 2001 is stronger with an independent 
board but the audit committee’s independence has no incremental signifi-
cance.  Two other studies—Davidson, Xie, and Xu (2004),115 and DeFond, 
Hann, and Hu (2005)—find that the market rewards firms that appoint fi-
nancial experts to their audit committees.   

5.5 Auditors 

While the beginning of the 21 century has been marked by accounting 
scandals, a major stock market crash, and the most sweeping securities 
market reforms since the 1930s, one unexpected consequence of these 
events is an increased awareness that auditing matters.  In particular, 
regulators, market participants, and the public all seem to have a greater 
appreciation for the crucial role auditing plays in the successful function-
ing of the U.S. financial markets.  (DeFond and Francis, 2005, p. 5) 

Because auditors attest to financial reports, auditors are probably the 
most important gatekeeper for blocking pernicious earnings management.  
Historically, 

[i]nvestors in the U.S. capital markets have depended for over a 
hundred years on an independent third party, an external auditor to ex-
amine the books and financial reports prepared by management.  In-
vestors and the New York Stock Exchange demanded independent au-
dits first in the 1890’s after confidence in the markets had ebbed due to 
fictitious financial reporting.  They demanded it again in the 1930’s af-
ter a bull market in the “new” technologies of radio and automobiles 
crashed.  And they still demand it today, perhaps more than ever, after 

                                                      
115 Davidson, Xie, and Xu (2004), investigate stock returns surrounding the ap-

pointment of directors to audit committees as per 136 voluntary appointment 
announcements over 1990–2001, concentrated mostly in 1999 for mostly small 
NASDAQ firms.  DeFond, Hann, and Hu (2005), examine 3- day cumulative 
abnormal returns (CAR) of 850 announcements of appointments of directors to 
the audit committee in 1993–2002 period (broken into 126 accounting financial 
experts, 489 non-accounting financial experts, and 235 who do not qualify for 
either definition of financial expert). 
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the Asian market crisis and demise of the dot.coms in this “new” age 
of technology and information.  (Turner, 2001c) 

In this section, we address two issues.  We first consider the structure of 
the relationships between auditors and management in the past (before 
SOX), at present (after SOX), with recommendations for the future (the 
Financial Statements Insurance).  This allows us to understand the conflict 
of interests that characterize this gatekeeper, since one of the alleged 
causes of pernicious earnings management has been the auditing profes-
sion’s failure to fulfill its role as an independent gatekeeper.  We then turn 
to the role of auditors in earnings management. 

5.5.1 The Institutional Setting of the Relationships Between 
Auditors and Management Before SOX116 

Figure 5.3 depicts the relationships between auditors and management be-
fore SOX.  Formally, the appointment for the following year is ratified by 
the shareholders in the annual meeting.  Yet shareholders do not pay audi-
tors.  Rather auditors are paid by the companies they audit.  Before SOX, 
auditors depended on CEOs and CFOs, who de facto decided on their em-
ployment and compensation (see e.g., Abdel-khalik, 2002). 

 

 
Fig. 5.3 Relationship between the auditor and company before the Sarbanes-
Oxley Act117 

                                                      
116 Some features of the audit scene are true after SOX as well. 
117 Source of diagram:  Rona Barton’s Report on Financial Statement Insurance 

(FSI), University of Maryland, 2005. 
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The audit process validates data (GAAS) and measures of financial 
statement items (GAAP).  Data validation purports to verify the appropri-
ateness, completeness, accuracy, and timelines of the accounting data.  
Validation of financial statement items involves judgment of the reason-
ableness of the values presented in the financial statements, for example, 
the quantification of inventory at cost or market, whichever is lower, or the 
impairment of goodwill. 

Audit failure occurs when the audit does not discover improprieties in 
data or in presentation in the financial reports.  For example, the auditors at 
the Italian concern Parmalat noticed that the document that confirmed that 
Parmalat had a $4.9 billion in an account at its Cayman Islands affiliate at 
the Bank of America, Bonlat, was blurry but attributed it to its being faxed 
when in fact the document was a forgery. 

Audit failures might be attributed to various factors, such as weak con-
trols, since the audit relies on inputs of the firm, or the complexity of busi-
ness contracts and transactions (e.g., one of the explanations for the failure 
of the audit at Enron was auditor’s inability to understand that Enron had 
transformed itself into a hedge fund with excessive financial risks).  Ronen 
and Berman (2004), provide additional explanations.  The foremost is the 
change from an industrial economy to an information economy.  In an in-
dustrial economy, the audit verified tangible assets as inventory and prop-
erty, plant, and equipment.  Furthermore, by the time the auditor had com-
pleted the audit, the operating cycle was likely to be complete: most of the 
inventory turned over, most of receivables collected, and most of the pay-
ables settled.  This facilitated the validation process. 

The information economy involves a change in the nature of assets and 
liabilities.  Specifically, the volume of intangible assets, which are harder 
to quantify, has increased, and liabilities have become opaque, with princi-
pal and terms that depends on yet unrealized conditions, such as deriva-
tives.  As an example, consider the move to mark-to-market accounting, 
which allowed companies to capitalize long-term contracts and record 
profits on losing contracts by basing the present value of the contracts on 
optimistic assumptions.  Ronen and Berman observe, 

Such largely unverifiable intangibles make financial statements dif-
ficult to audit.  They constitute private information that cannot be per-
fectly verified ex post.  We can only observe whether a manager’s 
forecasts were accurate; we cannot know that he did not truly believe 
that the forecasts were accurate when made.  (p. 338) 
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5.5.1.1 The Auditor’s Incentives 

The auditor’s incentives determine his ability to be independent, which is 
vital for his gatekeeping role of preventing pernicious earnings manage-
ment.  Turner (2001a), states, “While high quality auditing standards are 
an important component of a reporting infrastructure, auditor independ-
ence is paramount.”  This explains, for example, why auditors’ fees are in-
dependent of their findings, although principal–agent theory recommends 
otherwise. 

Concurrent with the change in the economic conditions, a number of 
additional changes took place in the second half of the twentieth century 
that reduced auditor’s independence.  The first was increased competition, 
with a consequent struggle to acquire clients by offering them large dis-
counts at the beginning of the engagement-low-balling (DeAngelo, 1981a; 
Francis and Simon, 1987; Nofsinger and Kim, 2003).  Second, the liability 
of auditors in class actions suits declined (Coffee, 2003a), which reduced 
their conservatism.118  Third, the consulting business flourished.  Since the 
hiring of both audit and consultation services were management’s respon-
sibility, the auditor’s loyalty shifted to management.  Cohen, Krish-
namoorthy, and Wright (2002), for example, show that auditors equated 
governance with management, ignoring boards of directors.119  Coffee 

Today, the client cannot easily fire the auditor.  Firing the auditor is 
a costly step, inviting potential public embarrassment, public disclo-
sure of the reasons for the auditor’s dismissal or resignation, and po-
tential SEC intervention.  However, if the auditor also becomes a con-
sultant to the client, the client can then easily terminate the auditor as a 
consultant (or reduce its use of the firm’s consulting services) in re-
taliation for the auditor’s intransigence.  This low visibility response 
requires no disclosure, invites no SEC oversight, and yet disciplines 
the audit firm so that it would possibly be motivated to replace the in-
transigent audit partner.  In effect, the client can both bribe (or coerce) 
the auditor in its core professional role by raising (or reducing) its use 
of consulting of services.  (p. 16)120 

                                                      
118 Seetharaman, Gul, and Lynn (2002), provide evidence that is consistent with 

the liability cost of auditors in the United States being larger than that in other 
countries.  We discuss liability below. 

119 Mayhew and Pike (2004), provide experimental evidence that shifting the 
power to hire the auditor from management to investors reduces violations of 
independence. 

120 The SEC and the AICPA have mandated three reporting requirements.  First, 
the registrant must submit a Form 8-K to the SEC within 5 business days of the 
change in auditor.  Second, the AICPA requires the auditor to independently no-

(2002), summarizes, 
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An egregious example of an auditor’s lack of independence is the alle-
gation that121 Andersen’s handing over its audit plan to its client, World-
Com, for fear of being replaced by a rival since WorldCom was located in 
a Mississippi area where no other such large client could be found.  Since 
the audit planned to examine capital expenditures, at the time the audit 
took place, capital expenditures were properly accounted for.  Later, 
WorldCom restated earnings because it capitalized excess capacity instead 
of writing it off. 

                                                                                                                          
tify the SEC of the event.  Third, the registrant must file an “auditor’s exhibit 
letter” from the former auditor to the SEC within 10 business days of the filing 
of Form 8-K, in which the auditor either agrees with the statements in the Form 
8-K, or explain why he disagrees. 

121 Based on the presentation of Cynthia Cooper, the former vice president of In-
tenal Audit at WorldCom, at the AAA meeting in San Francisco in 2005. 

122 Coffee (2002, p. 32) cites a survey by the Chicago Tribune on February 24, 
2002 that found that the 100 largest corporations in the Chicago area (deter-
mined on the basis of market capitalization) paid consulting fees to their audi-
tors that were on average over three times the audit fees paid to the same audi-
tors. 

123 This study is less concerned with the consultation carrot than with the regula-
tion of independence. 

124 DeFond and Francis (2005), raise another independence issue:  the ability of 
accounting research to be objective: 

Researchers have examined whether non-audit services compromise 
auditor’s independence and whether the consequence is that the auditor al-
lows pernicious earnings management122 (Magee and Tseng, 1990; Gigler 
and Penno, 1995; Reynolds and Francis, 2000; Coffee, 2001, 2002, 2003a; 
Chaney and Philipich, 2002; Craswell, Stokes, and Laughton, 2002; De-
Fond, Raghunandan, and Subramanyam, 2002; Frankel, Johnson, and Nel-
son, 2002; O’Connor, 2002; Abbott, Parker, Peters, and Raghunandan, 
2003; Ashbaugh, LaFond, and Mayhew, 2003; Healy and Palepu, 2003, 
Demski, 2003, Chung and Kallapur, 2003; Coffee 2003a, 2003b; Hyeesoo 
and Kallapur, 2003; Abbott, Parker, Peters, and Rama, 2004; Kinney, 
Palmrose, and Scholz, 2004; Larcker and Richardson, 2004; Mayhew and 
Pike, 2004; Meuwissen, Moers, Peek, and Vanstraelen, 2004,123 Reynolds, 
Deis, and Francis, 2004; Abbott, Parker, Peters, and Rama, 2005; Agrawal 
and Chadha, 2005; DeFond and Francis, 2005; Louis, 2005; Ahmed, Du-
ellman, and Abdel-Meguid, 2006; Antle, Gordon, Narayanamoorthy, and 
Zhou 2006; Beaulieu and Reinstein, 2006; Francis, 2006; Francis and Ke, 
2006; Krishnan, Sami, and Zhang, 2005; Ghosh, Kallapur, and Moon, 
2006; Gleason and Mills, 2006; Lu, 2006; Moore, Tetlock, Tanlu, and 
Bazerman, 2006; Nelson, 2006; Ruddock and Taylor, 2006).124 
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Empirical findings largely support the complaints of observers.  Krish-
nan and Gul (2002), for example, find that in the 1995–2000 period, the 
quality of the earnings of the clients of the Big 5 audit firms declined in 
terms of abnormal accruals, qualified opinions, and pricing of discretion-
ary accruals. 

Turner (2001c), summarizes the changes in the audit industry in the late 
twentieth century: 

The major accounting firms have undergone tremendous changes in 
the last decades due to globalization, consolidation of the profession 
and the rapid growth of consulting services.  According to information 
publicly reported by the largest firms, auditing now accounts for 30 % 
of total revenues—down from 70 % in 1977.  Consulting and other 
management advisory services now represent more than half—up from 
12 % in 1977.  Since 1993, auditing revenues have been growing by 9 
% per year on average—while consulting and similar services have 
been growing at a rate of 27 % each year.  These services include cor-
porate finance, large-scale IT planning and installation, in addition to 
traditional accounting, audit, and tax work.125 

The Street and regulators have become aware that auditors might not be 
as independent as is desirable for an effective monitor.  In his 1998 speech 
on the “numbers game”, Arthur Levitt laid out a plan that included 
measures to enhance auditors’ independence.  In 2000, after much debate 
and pressure from audit firms, the SEC revised regulation S-X (rule 33-
7919, effective February 5, 2001) regarding the conditions for auditor’s 
independence.126   These meausres led to the reorganization of audit firms.  
They divested signifincat portion of their consulitng businesses through 

                                                                                                                          
In calling on academics to “fix” the auditing profession we feel it is 

important to recognize that here is an inherent threat to our won inde-
pendence when we investigate the auditing profession.  This threat 
arises because the auditing industry hires our students, makes dona-
tions to our departments and schools, funds professorships and chairs, 
gives us subjects for experiments and proprietary data, and hires us as 
expert witnesses.  All of these factors create a cozy relationship and a 
temptation for auditing researchers, referees, and journal editors to 
adopt a sympathetic view to the profession, and while such sympathy 
might be driven by a rational fear of “biting the hand that feeds us” 
succumbing to this sympathy would seriously erode our intellectual in-
tegrity.  If auditing researchers become apologists for the auditing pro-
fession then we are doing the profession, our students, society and our-
selves, a huge disservice.  (p. 10) 

125 http://www.sec.gov/news/headlines/audind.htm. 
126 http://www.sec.gov/rules/final/33-7919.htm. 
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sales to third parties or public offerings.  Still, these changes did not 
prevent the accounting scandals that led to the enactment of SOX and 
additional provisions to enhance auditors’ independence in 2003.  

5.5.1.2 The Audit Committee After the Sarbanes-Oxley Act of 2002 

The most pronounced change effected by SOX was the addition of another 
rule-making body with enforcement abilities to a previously self-regulated 
industry.  SOX established the semi-governmental Public Company Ac-
counting Oversight Board (PCAOB).  The PCAOB is empowered by SOX 
to “protect the interests of investors and further the public interest in the 
preparation of informative, accurate and independent audit reports” (sec-
tion 101(a)).  PCAOB’s responsibilities include establishing or adopting 
by rule “auditing, quality control, ethics, independence, and other stan-
dards relating to the preparation of audit reports for issuers”(section 103).  
Figure 5.4 shows the new structure of the auditing industry.  The company 
and the auditor still interact directly, since the company (albeit now 
through the audit committee) hires the auditor, and the auditor audits the 
company.  The PCAOB oversees the auditor. 
 

PCAOB 

Auditor 

Company 

The audit 
committee 
hires auditor 
for auditing 
services 

Audits 
company's 
financial 
records 

Oversees the 
auditing firm 

Regulates 
audit ethics 
and standards 

 
Fig. 5.4 Relationship among the auditor, the company, and the PCAOB after the 
Sarbanes-Oxley Act 

The power to engage an audior shifted from management to the audit 
committee.  SOX requires the audit committee to exert oversight of both 
financial reporting and the audit process.  The audit committee now hires, 
pays, and retains the company’s independent auditor.  It is given the au-
thority to settle disputes between management and the auditor, and to hire 
the services of the auditor to carry out non-audit services.  SOX specifies 
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the communications between the audit committee and the auditor.127  The 
auditor needs to furnish the committee with (1) the details of the account-
ing policies used in the preparation of the financial reports, (2) the ramifi-
cations of choosing an accounting treatment from a set of GAAP alterna-
tives, and (3) disclosure of other material written communications between 
the auditor and the firm’s management. 

Another provision that is supposed to enhance auditor’s independence is 
section 201, which narrows the scope of consulting services.  Auditors are 
no longer allowed to provide the following: 

� Bookkeeping or other services related to the accounting records or 
financial statements of the company being audited; 

� Design and implementation of financial information systems; 
� Appraisal or valuation services, fairness opinions, or contribution-in-

kind reports; 
� Statistical services; 
� Internal audit outsourcing services; 
� Management functions or human resources; 
� Broker or dealer, investment adviser, or investment banking services. 
� Legal services and expert services unrelated to the audit. 

In addition, although tax services are not barred, auditors are prohibited 
from representing audit clients on tax issues in court proceedings (Beale, 
2004).  Other non-audit services have to be pre-approved in advance by at 
least one member of the audit committee. 

In a number of alleged accounting scandals, the auditor faced his previ-
ous colleagues (i.e., the CFO and other personnel in the controller depart-
ment had been previously employed as auditors in the same firm as the 
current auditor).  Research confirms regulators’ concerns by showing that 
such relationships increase the likelihood of earnings management indica-
tors, such as abnormal accruals and qualified opinions (Dowdell and 
Krishnan, 2004; Menon and Williams, 2004; DeFond and Francis, 2005; 
Geiger, Marshall, and O’Connell, 2005; Lennox, 2005).  For example, 
Dowdell and Krishnan (2004), find that earnings management is more 
prevalent when the CFO is a former employee of the audit firm than when 
the CFO is nominated from outside.  SOX dealt with this aspect of audi 
tor–auditee relationships by specifying a “cooling-off” period for CEOs, 
CFOs, controllers, and Chief Accounting Officers (CAOs).  These officers 
cannot have been employed at the accounting firm conducting the audit for 

                                                      
127  Before SOX, the SEC required audit committees to disclose only some details 

of their communications with the auditors. 
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at least a year before the audit (section 206).  There are additional provi-
sions that deal with retention of documents (section 802), to guarantee that 
document shredding is illegal, and with preventing officers from improp-
erly influencing the auditing process (section 303).128 

Sections 203 and 207 are concerned with the tenure of auditors.  Section 
203 requires the rotation of the partner that conducts the audit every 5 
years.  Section 207 calls for more study on audit firm rotation.  The em-
pirical evidence on audit tenure is mixed.  Johnson, Khurana, and Rey-
nolds (2002), find low-quality earnings for Big 6 clients less than 3 years 
tenure.  Myers, Myers, and Omer (2003), find that such a rotation has an 
unfavorable effect on the quality of reported earnings.  Hatfield, Jackson, 
and Vandervelde (2006), establish that there is little difference between ro-
tation of partners and rotation of audit firms.  Davis, Soo, and Trompeter 
(2006), study 27,377 I/B/E/S firm/years encompassing 1988–2001 and ob-
serve non-linear relationships between tenure and meeting or beating ana-
lysts expectations.  They find a general decrease in the absolute earnings 
forecast error and, more important, an increase in the use of discretionary 
accruals to meet or beat earnings forecasts when the auditor’s tenure is 3 
years or less and when tenure is 15 years or longer. 

The overhaul of the audit industry also affects the FASB, since the 
FASB is no longer funded by its constituency.  It is now funded in the 
same way as the PCAOB (section 109).  Moreover, the SEC is studying 
whether to replace rules-based accounting with principles-based account-
ing (section 108(d)).129 

Some provisions were already in effect.  For example, the SEC had 
mandated that auditors belong to the AICPA body, the SEC Practice Sec-
tion, which already required rotation of partners.  Large companies already 
had an audit committee whose members were independent, and most firms 
with audit committees delegated the duty to select and retain the auditor to 
the audit committee (Parker, 1997; Urbanic, 1997, cited in Abbott and 

                                                      
128 SEC.303.  IMPROPER INFLUENCE ON CONDUCT OF AUDITS. 
 (a)RULES TO PROHIBIT—It shall be unlawful, in contravention of such rules 

or regulations as the Commission shall prescribe as necessary and appropriate in 
the public interest or for the protection of investors, for any officer or director of 
an issuer, or any other person acting under the direction thereof, to take any ac-
tion to fraudulently influence, coerce, manipulate, or mislead any independent 
public or certified accountant engaged in the performance of an audit of the fi-
nancial statements of that issuer for the purpose of rendering such financial 
statements materially misleading. 

129 The motivation is that rules-based GAAP encourages corporate officers to view 
accounting rules as analogous to the tax code (Benston and Hartgraves, 2002). 
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Parker, 2001).  Hence, the harshest blow to the audit industry was its loss 
of autonomy.  Revsine (2002), expresses the industry’s feelings: 

Auditing standards are currently set by the American Institute of 
Certified Public Accountants.  I see no immediate need to change this.  
Auditors themselves possess the expertise necessary to develop appro-
priate guidelines.  Surely, the AICPA now understands that tougher 
rules and stringent procedures are in the long-run interests of its mem-
bership.  (p. 139) 

Yet auditors have lost more ground because of their perceived failure to 
police themselves adequately.  In January 2003, for example, California 
passed laws that required that state boards that license auditors include 
public members besides accountants and that restatements are to be re-
ported to such boards so that they could decide whether the accountant re-
sponsible for the restated reports acted ethically. 

To give a balanced view of recent changes, we note other developments 
more to the liking of the audit industry.  As noted in the Introduction to 
Part 2, fees since SOX have increased by about 50% to compensate ac-
countants for the additional work.  At the same time, SOX has turned the 
perception of auditors around (see the citation at the beginning of this sec-
tion).  Branson (2006, p. 15), comments, “The accounting profession—
reviled as the moral equivalent of porn merchants just two years ago—has 
been lofted to unexpected new heights of power and prosperity.” 

Some of the additional fees compensate for increased liability.  These 
costs can be avoided by reorganizing the industry, as explained in the next 
subsection. 

5.5.1.3 Financial Statements Insurance (FSI) 

One proposal to change incentives and reduce the chance of misleading fi-
nancial reports is the FSI scheme pioneered by Ronen in 2002 (see Ronen, 
2002a, b, c).  Under FSI, companies would insure their financial state-
ments against audit failure and the audit would be carried out by an auditor 
hired by the insurer.130  See the Introduction to Part 3 and the discussion 
below for the details of the FSI mechanism. 

Without FSI, the auditor may or may not cooperate in earnings man-
agement.  Evidence of cooperation is provided, for example, by Petroni 
and Beasley (1996), and Bradshaw, Richardson, and Sloan (2001).  The 
former find that claim loss estimation errors in the insurance casualty in-
dustry were material in their 1979–1983 sample, regardless of the auditor’s 
                                                      
130 Insuring bodies could also include the audit firm that would integrate the insur-

ance function in one form or another.  
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type.  The latter find that before SOX, auditors did not issue more qualified 
opinions when accruals were abnormal, although abnormal accruals are as-
sociated with enforcement actions by the SEC. 

Of course, auditors also have incentives not to collude, including the 
threat of costly litigation and the taint of lost reputation.  At present, they 
can deal with the risk of unwelcome earnings management in the following 
ways: 

(1) Screening out high-risk clients.  For evidence before SOX, consult 
Krishnan and Krishnan (1997), and Shu (2000).  For evidence on resigna-
tions of the Big 4 after the enactment of SOX, see Hertz (2006), and Rama 
and Read (2006).  Landsman, Nelson, and Rountree (2006), also find that 
turnover at the biggest firms changed after SOX, but they doubt whether 
the riskiness of clients’ portfolios indeed has decreased. 

(2) Charging riskier clients a premium.  See the evidence in Gul and 
Tsui (2001), Gul, Chen, and Tsui (2003), Schelleman and Knechel (2005), 
and Abbott, Parker, and Peters (2006) (who establish a link between audit 
fees and the intensity of earnings management). 

(3) Increasing their effort. See the theoretical paper of De and Sen 
(2002). 

(4) Negotiating adjustments to the financial statements.  Heninger 
(2001), finds that the litigation risk increases in the clients’ discretionary 
accruals, where discretionary accruals are a measure of the intensity of 
earnings management.  Hence, auditors prefer more conservative reports.  
See, e.g., DeFond and Jiambalvo (1993), Kinney and Martin (1994), Ca-
han and Zhang (2006) and Libby, Nelson, and Hunton (2006).131 

(5) Reducing the threshold for issuing a modified report, despite pressure 
from management.  See Francis and Krishnan (1999); Carcello and Neale

132 
Clearly, none of these measures insures auditors against their clients’ 

earnings management because after all is said and done, earnings man-
agement is a decision of a firm’s insiders.  Furthermore, some measures 
might even reduce investors’ welfare.  For example, Kothari, Lys, Smith, 
and Watts (1988), observe that increased litigation, which is expected to 
protect investors, also has an unfavorable effect on management’s incen-
tives to disclose value-relevant information because of the premium 
charged by the auditor to cover expected litigation costs.  Ronen and Yaari 

                                                      
131 Libby, Nelson, and Hunton (2006), show that auditors are more adamant on 

recognition than on disclosure in footnotes. 
132 Willekens (2003), finds that the Big 4 became more conservative after Enron 

and issued more qualified opinions than other accounting firms did.  She attrib-
utes this behavior to the threat of litigation. 

(2000, 2003); and Willekens (2003).
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(2002), show that increased litigation may suppress disclosure and thus re-
duce the transparency of the financial reports. 

FSI benefits auditors by eliminating the need to use these imperfect 
mechanisms to address the risk of costly litigation by investors who are 
disappointed in the performance of a firm’s stock price (see, e.g., Lys and 
Watts, 1994; Bonner, Palmrose, and Young, 1998).133  FSI aligns auditors’ 
and managers’ incentives with those of shareholders, ensuring better qual-
ity audits, better quality financial statements, and fewer omissions and 
misrepresentations (O&M) in the financial statements, and in return 
smaller shareholder losses resulting from O&M.  At the same time, securi-
ties prices would reflect the quality of firm’s financial statement more ac-
curately, contributing toward a more complete market and enhancing allo-
cative efficiency.  Moreover, audit firms would compete along the 
dimension of quality rather than price, thus enhancing the profession’s 
reputation for independence and competence. 

The FSI process begins with companies soliciting offers from insurance 
carriers of insurance coverage for their shareholders against losses caused 
by O&M in financial statements during the year.  The carriers would en-
gage an underwriting reviewer (that could be either an independent organi-
zation or the external auditor) to assess the risk of O&M by examining 
firm-specific internal controls, management incentive structures, the com-
petitive environment, the history of past O&M, past earnings surprises and 
the market’s responses to such surprises, and so on.  Detailed underwriting 
review reports would be the basis for the carriers’ decisions on whether to 
offer coverage, the maximum amount of such coverage, and the associated 
required premium (they might also offer a schedule of coverage amounts 
and premia).  Based on the offer, managers would put forth their own rec-
ommendation for buying FSI coverage in their proxies for shareholders’ 
voting (including zero coverage—no insurance).  After the vote, the share-
holders’ approved coverage and premium would be publicized, becoming 
common knowledge.  Companies that opted for zero coverage and compa-
nies that chose not to solicit FSI coverage would stay with the existing re-
gime, under which they would hire external auditors to issue opinions on 
their statements.  Companies whose shareholders approved insurance cov-
erage would then select an external auditor from a list of audit firms ap-
proved by their chosen insurance carrier.  This auditor would be hired and 
paid by the carrier.  Audit firms would also be rated by an independent or-
ganization (likely the same as the one that conducted the underwriting re-
                                                      
133 From the perspective of auditors, the U.S. system is extremely litigious as 

compared to common-law countries, such as Australia, Canada, and the United 
Kingdom (Khurana and Raman, 2004). 
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view).  The auditor would coordinate the audit plan with the underwriting 
reviewer to adapt it to the findings of the review.  Eventually, the insur-
ance coverage would become effective only if the auditor issued an un-
qualified opinion on year t’s financial statements (sometime in year t+1).  
If the opinion were not unqualified, there would be no coverage, or the 
policy terms would be renegotiated.  In either case (no coverage or renego-
tiated coverage and premium), the new terms would be publicized. 

The essence of FSI is that it deters O&M.  If, however, shareholders 
have grounds to sue the company, losses caused by O&M within the limits 
of the policy would be settled through an expedited process.  A judiciary 
body, agreed upon in advance by both the insured and the insurer, would 
receive the claims upon the detection of O&M, hire the necessary experts 
to estimate the damages, and establish a settlement within the policy lim-
its; the carrier could hire its own experts to analyze the damages (Fig 5.5). 

 
Fig. 5.5  The relationships among the auditor, the company and the insurance
ance company according to FSI 
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To see how this mechanism confers the benefits listed above, consider 
the incentives of each of the parties. 

Insurers: Once it had underwritten an FSI policy, the insurer’s objective 
would be to minimize the cost of claims against the policy.  This is tanta-
mount to minimizing shareholder losses that could be claimed.  Hence, the 
insurer’s incentives would be aligned with those of shareholders.  To 
minimize losses, the insurer would use a combination of rewards to give its 
hired auditor incentives to perform an audit that would ensure zero or 
minimal O&M.  That is, audit quality would be optimized for any given 
coverage and premium.  It can be shown that audit quality (effort) would 
be higher than in the existing regime.  The fee paid by the insurer would be 
reimbursed by the insured and separately publicized.  The premium 
charged would be tailored to the risk assessed by the underwriting re-
viewer and would credibly and accurately signal the quality of the finan-
cial statements.  The insurer would charge neither too high a premium (lest 
it lose market share in a competitive insurance industry) nor too low (lest it 
bankruptcy itself). 

The market: Because the publicized coverage and premium would be-
come credible signals on the quality of financial statements, being based 
on a detailed assessment of the risk of O&M, investors would pay a higher 
(lower) price for the securities associated with a lower (higher) premium 
for a given coverage.  As a result, prices, in addition to reflecting expected 
cash flows, would impound the information on the quality of financial 
statements embedded in the publicized coverage and premium.  The mar-
kets would become more complete, and security prices would become bet-
ter signals for resource allocation. 

The insureds: Anticipating the effect of publicized coverage and pre-
mium on the price of their issued securities, and hence on their cost of 
capital, managers of companies with high-quality financial statements 
would voluntarily buy insurance to credibly signal their higher quality.  
Managers of firms with poorer-quality financial statements would under-
stand that their only option is to improve the quality of their statements so 
as to obtain a smaller premium.  Thus, the FSI arrangement would drive 
companies to a race to the top regarding the quality of their financial 
statements.  Moreover, with more transparent and truthful financial re-
ports, investors would be able better to distinguish between companies 
with low potential returns and those with high potential returns, resulting 
in improved resource allocation. 

Auditors: Because they would be hired by the insurers, they would no 
longer be subject to the conflict of interest that afflicts their relations with 
clients under the existing arrangement.  Their independence, both real and 
perceived, would be assured.  They would be freed from client pressure to 
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go along with dubious accounting or disclosures; they would be rewarded 
for better quality rather than for being willing to “fail to detect” material 
O&M.  Because they would be rewarded for better quality, they would 
compete on that dimension rather than on price or willingness to acquiesce 
to clients’ wishes.  This competition would reshape the profession, making 
it possible for smaller firms to compete effectively, as they would not need 
to have deep pockets to be hired by the insurers.  Moreover, auditors’ legal 
liability would decrease on the average since plaintiffs would encounter 
difficulty proving scienter (motive and opportunity) in 10B-5 cases. 

Furthermore, the debate now raging over principles versus rules would 
have a more clear-cut resolution.  When the incentives of auditors and 
managers are not aligned with those of shareholders, principles can be 
abused, as clients can use the absence of rules to pressure auditors into ac-
counting treatments or disclosures that the managers prefer.  With FSI, and 
the aligned incentives that FSI engenders, a regime of “principles” would 
become feasible, and indeed desirable: no constraining bright-line rules 
would impede the reflection in the financial reports of a “fair view” of the 
company.134 

In a recent article, Ronen and Sagat (2007), propose a different version 
of insurance.  Specifically, under their proposal, auditors would voluntarily 
insure their clients’ financial statements against restatements, and would 
be granted immunity from legal liability arising from restatements and 
charge a premium for the degree of assumed audit risk.  In the event of a 
restatement, the auditor/insurer would pay a calculated amount of investor 
losses directly into an SEC Fair Fund, no proof of fault is required, which 
would then be paid to investors.  The significance of the modified FSI is 
that immunity from litigation arising from restatements is a strong incen-
tive for both auditors and companies.  Other benefits of the FSI are unaf-
fected by this modification. 

5.5.2 Earnings Management 

Usually, when audit failure takes place, the auditor blames management 
for hiding information from him.135  Anecdotal evidence, however, indi-

                                                      
134 For additional information on the weaknesses of recent regulations that can be 

addressed by FSI, consult Ronen and Berman (2004). 
135 In an interview in the wake of the Refco scandal, Lynn Turner recalled,  “I remember 

working on an audit once where the prior auditors had sent out confirmation to outside 
third parties that these were good receivables and good accounts…  The third-party com-
panies confirmed the receivables, but it turned out that managers at the audit client had 
bribed them,… I think that anyone would’ve missed it.” (Glater, Jonathan D., “A Smaller 
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cates that before SOX auditors were aware of what was going on because 
they were called to advise on how to pursue earnings management within 
the boundaries of GAAP.  The Washington Post asks “Remember ‘earn-
ings management,’ which used to be the subject of how-to seminars of-
fered by accounting firms?” (Pearlstein Steven, More Middleman Feel Belt 
Tighten around Them, October 20, 2004, E1)  Turner (2001b), expresses 
skepticism regarding auditors’ innocence even when earnings management 
constitutes fraud: 

Often in these press reports the auditors say management fraud is 
the reason the errors were not detected during the audit or, in some 
cases, during a number of audits.  But I ask you, “How can an auditor 
miss a billion dollars?” This is not pocket change!  And keep in mind it 
is not just one auditor who missed the problem, but rather an entire ex-
perienced team that includes an engagement partner and a second ex-
perienced reviewing partner; both of whom probably have 12 to 30 
years of experience, as well as, a manager with 6 to 12 years of experi-
ence.  Quite often there also is a third SEC reviewing partner involved 
if the company is registering securities. 

De facto, the final report is the product of the negotiations between 
management and the auditor (see, e.g., Antle and Nalebuff, 1991; Dye, 
1991; Zhang, 1999; Beattie, Fearnley, and Brandt, 2004; Gibbins, 
McCracken and Salterio, 2005).  Direct evidence of the pressure exerted 
on auditors by registrants and the items that are likely to be managed is 
provided in Nelson, Elliott, and Tarpley (2002, 2003).136  They survey 253 
audit partners and managers of one of the Big 5, who describe 515 specific 
instances of potential earnings management detected during the course of 
their audits.  Fourty-four percent of these resulted in adjustments; the rest 
did not.  Only seven led to modification of the opinion.137  This pressure 
provides a rationale for auditors’ demand for conservatism, as auditors are 
aware that their clients are looking to increase their reported earnings 
(Antle and Nalebuff, 1991). 

Broadly, the research addresses the following issues: 

                                                                                                                          
Auditor, Entangled Just the Same,” New York Times, October 19, 2005, 

136 Libby and Kinney (2000), provide experimental evidence to that effect.  They 
show that auditors are more likely to waive a justified adjustment to the report 
“to help” the client meet analysts forecasts. 

137 “Moreover, these seven modifications could be due to disagreements between 
management and the auditor about the application of GAAP rather than earnings 
management”  (Butler, Leone, and Willenborg, 2004, p. 143). 

Section C, Page 4, Column 4). 
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� Does a qualified opinion from the auditor signal earnings 
management? 
See Francis and Krishnan (1999), Bartov, Gul, and Tsui (2000) 
Butler, Leone, and Willenborg (2004).  Schelleman, Caren and 
Knechel (2005). 

� Is there an association between the auditor’s quality and earnings 
management? 
See Petroni and Beasley (1996); Becker, DeFond, Jiambalvo, and 
Subramanyam (1998), Francis, Maydew, and Sparks (1999), Basu, 
Hwang, and Jan (2002), Brown (2003), Kim, Chung, and Firth 
(2003), Krishnan (2003a, b, 2005b), Butler, Leone, and Willenborg 
(2004), and Zhou and Elder (2004). 
 

The answer to the first question is that at best a qualified opinion (in 
contrast to unqualified, which is a clean opinion) is a negative but noisy 
signal.  Lennox (2005), for example, finds that an unfavorable audit report 
causes a significant fall in executive compensation, especially if the report 
is newly modified or unrelated to going concern uncertainties.  The noise 
in this signal stems from the fact that the auditor may issue a qualified 
opinion to protect its interests. 

The answer to the second question is mostly in the expected direction.  
A higher quality of the auditor results in more conservative earnings.  One 
interpretation is that the quality of earnings is indeed higher.  Another is 
offered by Kim, Chung, and Firth (2003).  They show that managing earn-
ings downward is more likely to be unnoticed by the Big 6 firms.  See also 
Balsam, Krishnan, and Yang (2003). 

One measure of quality is whether the auditor belongs to the Big 6 (until 
1998, when Price Waterhouse merged with Coopers and Lybrand to form 
PricewaterhouseCoopers ) or the Big 5 (until 2002, when documents’ 
shredding of Enron’s audit working papers caused Andersen to dissolve138), 
                                                      
138 Chaney and Philipich (2002), and Krishnan (2005a), provide evidence that in-

dicates that Andersen’s permitting of earnings management has to do more with 
lax treatment of its office in Houston than with the audit firm as a whole.  Still, 
the negative price response for Andersen’s other clients indicates that it had lost 
its reputation as a credible assurance mechanism, which led to its being dis-
solved.  (Interestingly, Eisenberg and Macey, 2004, who examine over 1,000 
large public firms from 1997 through 2001 find no evidence that Andersen’s 
performance, as measured by restatements, was significantly different from that 
of the other large accounting firms, after controlling for client size, region, time, 
and industry.)  Some contend that this was for the best because if it had not dis-
solved quickly, it would have dissolved anyway through a “death of a thousand 
cuts” brought about by lawsuits by disgruntled investors.  Interestingly, al-
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or the Big 4 and whether it is a national audit firm or a local one.  The mo-
tivation for this measure is that larger auditors have more resources and 
can benefit from economies of scale (Danos and Eichenseher, 1981).139  
They are also more concerned with their reputation because they stand to 
lose more clients upon an audit failure (DeAngelo, 1981b).  Coffee (2002, 
p. 6) explains, 

To be sure, the gatekeeper as watchdog is typically paid by the party 
that it is to watch, but its relative credibility stems from the fact that it 
is in effect pledging a reputational capital that it has built up over many 
years of performing similar services for numerous clients. 

In theory, a gatekeeper has many clients, each of whom pay it a fee 
that is modest in proportion to the firm’s overall revenues.  Arthur An-
dersen had, for example, 2,300 audit  clients.  On this basis, the firm 
seemingly had little incentive to risk its considerable reputational capi-
tal for any one client. 

Clearly, the biggest firms have managed to acquire a brand name (see, 
e.g., Francis and Wilson, 1988).  Furthermore, their response to the liti-
gious U.S. environment is to be more conservative—their clients have 
lower levels of accruals (Basu, 1997; Francis and Wang, 2004). 

Direct measures of quality include reduced litigation activity (Palmrose, 
1988), a higher reaction to earnings surprises (Teoh and Wong, 1993), per-
ceptions of preparers and users (Carcello, Hermanson, and McGrath, 
1992), and higher engagement costs (Craswell, Francis, and Taylor, 1995).  
A further measure is industry expertise, measured, for example, by an in-
dustry’s share in the auditor’s portfolio of client industries or market’s 
share of the auditor (Carcello and Nagy, 2002; Balsam, Krishnan, and 
Yang, 2003; Krishnan, 2003

                                                                                                                          
though in many instances the same personnel that did the audits under the An-
dersen name do the audit within a new affiliation, the conservatism in their re-
ports has increased on average (Cahan and Zhang, 2006), possibly reflecting 
concerns about litigation. 

 For alternative explanations for Andersen’s demise, see Jensen (2006). 
139 Doogar and Easely (1998), present an opposing view, claiming that the size of 

the clients and the effort required of the auditor better explain the structure of 
the audit industry than economy of scale. 

An issue that is related to the signaling value of auditors is auditors’ res-
ignations.  Auditors’ resignations result from disagreements with their cli-
ents.  In some case, dissatisfaction arises because the auditor issues quali-
fied opinions, where the dissatisfaction is magnified if shareholders were 

b); and years of experience (e.g., Brown, 2003).
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unhappy (Nichols and Smith, 1983; Sainty, Taylor, and Williams, 2002).140  
Before such a resignation, firms typically exhibit income-increasing dis-
cretionary accruals (DeFond and Subramanyam, 1998).  After the resigna-
tion, the client firm shops for an auditor that is willing to issue an unquali-
fied opinion, and may change from a high- to a low-quality auditor 
(Bryan, Tiras, and Wheatley, 2005; Amoah, 2006; Davidson, Jiraporn, 
and DaDalt, 2006).  Some studies thus examine the link between a change 
of auditor and earnings management (DeFond and Subramanyam, 1998; 
Bradshaw, Richardson, and Sloan, 2001; Davidson, Jiraporn, and DaDalt, 
2006).  An indirect evidence on resignations signaling problematic earn-
ings management is the negative stock price reaction to the resignation 
(see Choi and Jeter, 1992; DeFond, Ettredge, and Smith, 1997).  Beneish, 
Hopkins, and Jansen (2001), find a negative reaction for the dropped client 
and a positive reaction for continuing clients, and Hackenbrack and Hogan 
(2002), show that the market response to an earnings surprise is sensitive 
to the reason for the separation mentioned in the filing of Form 8-K. 

5.6 The Press 

In Chap. 1, we noted that before the accounting scandals, many households 
had their savings invested in stocks.  There thus was a great deal of public 
interest in news on public companies, interest that could be satisfied by 
reading the press.  As Borden (2006), observes, journalists serve two main 
roles: informing the public and the regulators of accounting improprieties 
and fraud, and informing the public of recent changes in regulation. 

As a gatekeeper, journalists have been praised where other gatekeepers 
have been chastised.  Branson (2006), compares lawyers to journalists: 

As law morphed from a profession to a business, the attorney’s role 
lessened from that of a deal guru and wise counselor to that of a tech-
nician that could be replaced by any of several others, many of whom 
might perform the task more cheaply.  Public accounting, once univer-
sally regarded as a repository of integrity and probity, had become a 
commodity offered at prices which met or undercut those of competi-
tors.  By contrast, the financial press, arguably more a monitor than a 
gatekeeper, gathered strength and prospered.  Seemingly, each corpo-

                                                      
140 Johnson and Lys (1990), and Shu (2000), draw attention to the fact that chang-

ing clients can be a result of mismatch between the auditor and the client.  
DeAngelo (1982), however, notes that new accounting rules can cause dis-
agreement between auditor and firm that worked in harmony before.  She finds 
disagreements and resignations in the wake of FASB’s promulgation of the Suc-
cessful Effort method for the oil and gas Industry. 
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rate earnings report has become the source of a news story while 20 or 
30 years ago earnings were simply numbers the press reported in the 
back pages  (p. 5). 

The press does not manage a firm’s earnings, but throughout Part 2, it 
has played a crucial role in the earnings management scene by collecting 
facts and disseminating them; its actions affect the decision making of 
other stakeholders.141  As a matter of fact, public firms publicize earnings 
information in press releases soon after the end of a fiscal quarter and a 
few weeks before the full financial reports are filed with the SEC.  These 
disclosures are important to draw attention to the company’s performance 
and they can affect its market price.  When a firm possesses bad news, it 
wishes to evade the radar of the press.  For example, the former MCI em-
ployee, Dan Reingold, reports, 

If it had been a bad quarter, we needed to leak that information 
slowly and quietly, so that the stock would drop during the week or 
two before the earnings announcement, but without generating any 
media attention.  That was a lot better than the stock plummeting at the 
earnings day, when the world was focused on it.  (Reingold and Rein-
gold, 2006, p. 20) 

A media revelation of an accounting scandal triggers a decline in the 
firm’s stock price.  As a matter of fact, a whiff of such a scandal is enough.  
Abraham Briloff of Baruch College used to publish critical analyses of 
firms’ financial statements.  Foster (1979, 1987), reports that such disclo-
sures triggered price declines that approximated 20%. 

                                                      
141 Academics also rely on the press to tell us what is what.  For example, Romano 

(2005), criticizes the Sarbanes-Oxley Act, stating: 
 [I]t was widely perceived in the media that members of Congress were moti-

vated by reelection concerns when a statute was hurriedly enacted in the sum-
mer prior to the mid-term elections, after months of languishing in committee, 
following heightened attention on corporate malfeasance when the WorldCom 
scandal erupted (p. 3). 

 The media is also important for designing event studies.  Zhang (2005), who in-
vestigates the market’s reaction to the Sarbanes- Oxley Act writes, 

 I identify the legislative events leading to the passage of SOX by a keyword 
search of “accounting” through the Wall Street Journal (WSJ hereafter) and the 
Washington Post (WP hereafter) via Factiva, from November 2001 to July 
2002.  To identify related rulemaking events post-SOX, I search the WSJ and 
WP for “Sarbanes-Oxley” from August 2002 to December 2003 and also check 
press releases of the SEC and the PCAOB during this period.  The WSJ is 
widely considered the most influential and timely business journal and its news 
filtering system is likely to extract the legislative activities that are most relevant 
to the business community  (pp. 4–5). 
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Although the media itself cannot take disciplinary action against com-
panies, members of its audience, such as the SEC, can.  In many cases, the 
SEC learns about accounting scandals by reading the press.  Feroz, Park, 
and Pastena (1991), and Beneish (1997) note that the troubles of about one 
third of their sample of firms under enforcement actions by the SEC were 
first mentioned in the press.  Turner (2001b), admits, 

Restatements have been increasing in the past few years, topping 
230 in 2000,… and while some in the profession argue that 150 or 230 
restatements in one year and $100 billion in losses over the last several 
years are not significant in relation to 10,000 to 12,000 actively traded 
public companies and a total U.S. market capitalization of $16 trillion, 
I don’t think the average U.S. investor is going to buy it.… And un-
fortunately, we at the SEC find out about the vast majority of 
these restatements the same way the investors do, we pick up the 
morning paper and read about the latest “surprise.” In fact, the 
FEI survey noted only 21 of the 156 restatements were due to an 
inquiry by the SEC. [Emphasis added] 

This picture raises the question whether the press is an objective, reli-
able monitor.  Miller (2005), provides an answer.  He examines the trade-
off between the benefit to the press from increasing circulation through 
providing interesting stories and the costs of identifying such cases and 
alienating business partners and advertisers.  Miller does not find that the 
severity of the violation, based on the length and number of violations 
noted, influences the likelihood of press coverage.  On the other hand, the 
press does a professional job by relying on credible sources, notably ana-
lysts, lawsuits, and auditor changes.   

Dyck, Morse, and Zingales (2007), also show that the press is a valuable 
gatekeeper.  They examine which party revealed alleged earnings man-
agement in 243 firms with a least $750 million in assets (and satisfying 
additional criteria) in the 1996–2004 period (found in the Stanford data-
base of security class actions).  In 25% of the cases, the firm itself made 
the revelation.  But in 10% of the cases, the media discovered the alleged 
impropriety.  (Other whistleblowers are stakeholders (17%), regulators 
(mostly industry regulators other than the SEC) (15%), and analysts 
(11%).)142   

                                                      
142 Finally, readers who are interested in the role of the press in the case of Enron 

are referred to Smith and Emshwiller (2003), and Niskanen (2005). 
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In this part, we discuss the analytical studies that have examined the em-
pirical data.  As we shall see below, most studies are done at the single-
firm level.  They examine the external demand for earnings management, 
which emanates from the stock market, and the internal demand for earn-
ings management, which emanates from the contracting value of earnings 
management in the principal–agent relationships between shareholders and 
managers (Dye, 1988).  Despite the importance of economic forces to in-
duce earnings management, very little has been accomplished on this front 
at the time this book is written. 

The Demand for Theory 

Earnings management has been covered extensively both empirically and 
theoretically.  Although both strands of research recognize that earnings 
management is important, each has a different outlook.  The empiricist is 
likely to adopt a case-specific approach (see Part 2), while theoreticians 
look for generalizations.  Contrast, for example, Xie, Davidson, and 
DaDalt (2003), with Arya, Glover, and Sunder (2003).  The literature re-
view in the former provides a list of different instances of earnings man-
agement.  The latter organize the material around the three main conditions 
that violate the Revelation Principle in any setting: Communication, 
Commitment, Contract. 

Each type of research stands to gain from the insights provided by the 
other.  The empiricist can benefit from theory for a number of reasons:  
First, it is much easier to conduct empirical research when the null hy-
pothesis, H0, is specified by theory.1 

                                                      
1 For example, the Nobel Prize winner in Economics, Dan Kahnman, is a cogni-

tive psychologist, who started his enquiry into realistic decision making under 
uncertainty by constructing experiments based on the mathematical models of 
expected utility maximization by Savage, von Neumann and Morgenstern, and 
their colleagues. 
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Second, the interpretation of results is easier.  Regressions show correla-
tions among variables, but what are the conclusions to be drawn from such 
findings?  More often than not, the researcher states that the findings “are 
consistent with hypothesis X,” but since we cannot be sure that this is the 
only explanation, the interpretation of the results is vague.  Kothari (2001, 
p. 106), states, “I review almost exclusively empirical capital markets re-
search.  However, empirical research is (or should be) informed by theory, 
since interpretation of empirical analysis is impossible without theoretical 
guidance.” 

This issue is exacerbated with mixed results, which demand good theory 
to settle the differences.  For example, Baber and Kang (2003), indicate 
that the average CAR (cumulative abnormal returns) of firms that just meet 
the expectations of analysts’ forecasts (UE = 0) is weakly negative (–
0.140%, Z = –1.61); Bartov, Givoly, and Hayn (2002), and Dopuch, 
Seethamraju, and Xu (2003), however, detect a positive premium for meet-
ing and beating expectations (MBE).  No existing theoretical work can ex-
plain this seeming contradiction. 

Third, consider the endogeneity in earnings management studies.  For 
example, we noted in Parts 1 and 2 that poor governance might lead to 
earnings management (EM); that is, the causality is poor governance � 
EM.  Poor governance might result, for example, in inflated compensation 
packages that induce CEOs to manage earnings more aggressively.  Yet 
firms that deliberately manage earnings will not look forward to having 
high-quality governance that might expose earnings management; that is, 
the causality is EM � poor governance.  This confounds the empirics: The 
empirical work may not detect an association between EM and governance 
if the system is in equilibrium,  If it does detect such an association, in the 
absence of theory, it is hard to distinguish between a case where the sys is 
not in equilibrium, and there is a causal relationship between earnings man-
agement and governance and a case where the system is in equilibrium, 
and the correlation between the two variables is spurious (for more on this 
point, consult Hermalin and Weisbach, 2003). 

Fourth, theory enhances the contribution of empirical findings.  To illus-
trate, Johnson, Kasznik, and Nelson (2000), find that the Private Securities 
Litigation Reform Act of 1995 (PSLRA), which limits frivolous class-
action suits based on violation of Rule 10b-5, had a favorable effect on 
shareholders’ wealth, as measured by the response of the price. As authors 
of papers on the effect of Rule 10b-5 on the stock price (Ronen and Yaari, 
2002; Ronen, Ronen, and Yaari, 2003), we consider this result exciting.  
Our analysis shows that before the PSLRA, the stock price could be biased 
(either upward or downward).  The empirical findings are consistent with 



our prediction that the effect of the PSLRA would be to lower the negative 
bias. 

Theoretical work likewise benefits from empirical research.  An analysis 
is conducted through modeling, which by definition admits only a few fea-
tures of reality.  The quality of the model depends on whether it captures 
key features.  Empirical research provides information on these features.  
Moreover, if the empirical findings of different studies agree with each 
other, then the empirical research enhances the intuition of the theorist,  if 
not, even better, because the theorist now faces the challenge of reconcil-
ing conflicting findings. 

The Plan of Part 3 

The next three chapters follow different strategies, truth-telling, smoothing,
and maximization/minimization/taking a bath. 

We organize each chapter around four major themes: 
 

� 
� 
� 
� 
 

Capital markets encompass investors and gatekeepers, as discussed in 
Part 2. Governance relates to the principal–agent relationship between 
management, boards of directors, and shareholders.  Product and factor 
markets determine economic earnings and the firm’s ability to sustain rela-
tionships with suppliers, customers, and employees in the long run. The 
legal/political/regulatory system determines “the rules of the game.” 

Capital Markets 

Studies on earnings management that admit capital markets into the analy-
sis are mostly concerned with the effect of managed earnings and disclo-
sure on the stock price.  Such an approach requires modeling the stock 
price and making assumptions about how earnings are incorporated into it.  
Clearly, if the stock price were fully revealing with respect to a firm’s true 
economic value, earnings management would be a moot issue.  In such a 
regime, the audience would neither require good earnings management nor 
be misled by pernicious earnings management.  The consensus today is 
that prices are set in a noisy rational expectations equilibrium.  The basic 

capital markets 
governance 
product and factor markets 
the legal/political/regulatory system. 

Capital Markerts       289 



290      Part 3 

premise is that firms’ values are random variables.  Some investors spend 
costly resources to acquire private information on value, and they buy 
(sell) when the stock price understates (overstates) the value of the firm 
according to their signal.  Other investors are liquidity investors who buy 
and sell for non-informational reasons.  A market-maker, who has the role 
of setting the price, cannot distinguish between the two types of traders.  
Hence the stock price is a noisy signal of the informed traders’ private in-
formation.  The equilibrium is rational because, in expectation, the price 
equals the true value of the firm. 

Governance 

In formal analysis, governance is captured by modeling the firm as a hier-
archy of principal–agent relationships, between shareholders and directors, 
and between directors and managers. The shareholders act as principal to 
the directors. The directors are an agent of the shareholders and a principal 
of management, and management is an agent of the directors.  Most stud-
ies concentrate on the shareholders–management interaction, applying the 
framework of Holmström (1979), Demski (1994), and Christensen and 
Feltham (2005).  The situation involves a conflict of interests.  Management 
is work averse because effort exerted in making production and investment 
decisions is costly.  Shareholders prefer management to exert as much ef-
fort as possible because it increases the expected value of the firm.  They 
do not observe the effort of the risk-averse, work-averse management.  
Since effort and nature jointly determine the economic earnings of the 
firm, shareholders cannot tell whether earnings are low (high) because the 
manager worked little (hard). 

The unobservability of effort combined with conflicting interests im-
plies a demand for a mechanism that aligns the interests of management 
with those of shareholders.  The mechanism is an incentives contract.  The 
contract is based on a mutually observable performance measure, such as 
reported earnings.2  Earnings management enters the equation when the 
audit technology allows management to report earnings that are different 
from the true, unobservable, economic earnings. 

                                                      
2 The commonly made assumption is that the principal has all the bargaining 

power, so he can design a contract that guarantees the agent his reservation util-
ity level, that is, the utility the agent could have obtained had he worked some-
where else. 
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Product and Factor Markets 

The product and factor markets determine revenues and costs, which net 
the cash from operations and the resulting earnings.  Hence, as a matter of 
good management and vision, companies design and implement strategies 
to manage revenues, growth, and costs.  In other words, managing assets to 
generate earnings is a responsible and rational decision of management in 
response to the conditions in its markets. 

The markets create demand for accounting reports and disclosure.  Em-
ployees, customers, and suppliers use accounting information in their deal-
ings with the firm.  Consider the recent requirement in the Sarbanes-Oxley 
Act that companies disclose immediately the loss of a major customer.  In 
order to maintain value for its shareholders when it loses such a customer, 
a firm must find an alternative.  If the potential customer is aware that the 
firm is desperate, the firm’s bargaining power is diminished, so that it may 
not be able to obtain a true replacement for the lost customer. 

As you read on, you will find that this aspect of earnings management 
has been neglected.  Yet it is crucial for understanding earnings manage-
ment.  For example, Xerox, which had the largest restatement of earnings 
as of 2000, did not respond quickly enough to competition from Far East 
suppliers who manufactured the same good at a lower price.  Sidak (2003), 
blames the bankruptcy of WorldCom on its strategy to deter entry by in-
vesting in excess capacity.  Niskanen (2005), contends: 

Almost all of the attention of the public, the press, and politicians 
has focused on changes in accounting and auditing in an attempt to re-
store investor trust in corporate accounts.  Enron’s collapse, however, 
was a result of a series of bad business decisions, not because it ma-
nipulated its accounts, and almost all of the costs to Enron’s investors, 
creditors, employees, and local communities were a consequence of 
the bankruptcy, not because of the accounting scandal.  (pp: viii–ix) 

The Legal/Political/Regulatory System 

As discussed in the Introduction to Part 2, the regulatory system sets the 
rules that determine the scope of earnings management.  For example, 
Generally Accepted Accounting Principles (GAAP) determine the degree 
of flexibility in the choice of accounting treatments.  In this book, we focus 
mainly on a proposal to revise the audit industry in order to improve the 
efficiency of audits in preventing pernicious earnings management.  The 
basic proposal has two elements.  One is that financial reports be insured.  
Investors thus would benefit from a reduction in the risk currently imposed 
by imperfect audit technology.  Furthermore, making the insurance policy 
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public would convey the private information of management, the procurer 
of the policy, to less-informed investors.  The other element is that auditors 
would be employed by the insurance companies.  This would ensure that 
the auditors’ loyalty would be directed toward the users of the accounting 
information.  See Ronen (2002a, b, c), Ronen and Berman (2004), Shapiro 
(2005), Cunningham (2006), Dontoh, Ronen, and Sarath (2007), and Ronen 
and Sagat (2007). 

As a final comment, note that these four factors are overlapping.  For 
example, regulation determines the scope of the financial market’s devel-
opment.  Regulation also determines the scope of moral hazard and the 
asymmetry of information in the capital markets, because, for example, it 
restricts insider trading based on private information and defines what type 
of information the firm has an affirmative duty to disclose (see, e.g., 
Daouk, Lee, and Ng, 2006).  Governance and capital markets also overlap.  
Liang (2004), and Crocker and Huddart (2006), for example, show that 
when the principal designs a contract that allows the agent to bias the re-
port by shifting reported earnings intertemporally, the valuation of the firm 
is an S-shape curve because valuation takes into account the manager’s re-
porting incentives  (for additional studies that link governance to the stock 
market, consult Bushman and Indjejikian, 1993; Kim and Suh, 1993; 
Ronen and Yaari, 1993; Sloan, 1993; Goldman and Slezak, 2006 (Fig. 1). 

Fig. 1  The forces that explain earnings management 
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Managers’ manipulation incentive is only one aspect that affects 
the preparation and use of accounting information.  After all, 
accounting is a language used to describe the firm’s business 
activities in a reliable way and, as such, it is a very important 
instrument for the management, both internally and externally.  
If users perceive that the accounting has been manipulated, they 
might start relying on some other information system.  In turn, 
this might cause problems for the managers in terms of 
decreased trust and less overview and control.  Therefore, I 
believe managers also have an incentive to avoid manipulation 
of the accounting.  (Hellman, 1999, p. 496,  emphasis added) 

 
Truth-telling and pernicious earnings management are antithetical.  Yet 

there are cases in which a firm’s earnings management strategy is to report 
the truth.  What are its incentives to do so? 

Consider the reporting game to be a sender–receiver games.  The 
sender—the firm—possesses private information, which can be either 
good or bad news.  The receiver responds to a message from the sender by 
making decisions that determine the payoffs of both.  The sender will 
choose a truthful message only if this strategy maximizes his own payoff 
given his expectations regarding the receiver’s response. 

We proceed along the four dimensions that are discussed in the 
introduction to Part 3: capital markets, governance, product/factor markets, 
and regulatory system. 

6.1 Capital Markets 

Some public firms do indeed report the truth.  People who are close to the 
street, such as Levitt (1998), and Parfet (2000), as well as Warren Buffett 
(2003)1 agree that many firms are telling the truth within the framework of 
Generally Accepted Accounting Principles (GAAP): 

                                                      
1 In his  2003 letter to shareholders, Buffett writes, 
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Well, today, I’d like to talk to you about another widespread, but 
too little-challenged custom: earnings management.… Many in corpo-
rate America are just as frustrated and concerned about this trend as 
we, at the SEC, are.  They know how difficult it is to hold the line on 
good practices when their competitors operate in the gray area between 
legitimacy and outright fraud.  (Levitt, 1998, pp. 1–2) 

In the capital markets, the following scenarios induce truth-telling: 
� Disclosure principle games. 

The disclosure principle states that, under certain conditions, when the 
truth is ex post verifiable and the disclosure strategy involves a choice 
between full disclosure and non-disclosure, the preferable choice is to 
fully reveal the truth.  We explain this principle in the Appendix to this 
chapter. 

� Signaling games. 
In signaling games, the senders take actions with regard to such items as 
leverage, dividends, and capital expenditures in order to signal their 
private information.  In a separating equilibrium, all senders reveal their 
private information.  That is, all firms report the truth and strive to 
convince the investors that they do.  In a pooling or semi-pooling 
equilibrium, some are honest, but others try to pool with them and 
pretend to have good news even when they do not. 

� Fully revealing signal-jamming games. 
In some situations the report is biased, but because the magnitude of the 
bias is well understood, the non-truthful disclosure is de facto fully 
revealing (see Chap. 1 for examples).  Hence, in what follows, we treat 
situations with neutral earnings management that reveals the truth as 
truth-telling. 

� Games with a randomized strategy equilibrium. 
The players—the sender and the receiver—mix their choices among the 
pure strategies that are available to them.  In our context, the sender 
randomizes between truth-telling and misrepresentation (see, e.g., 
Ronen and Yaari, 2002). 

                                                                                                                          
Charlie and I… enjoy a rare sort of managerial freedom. Most companies are 
saddled with institutional constraints. A company’s history, for example, 
may commit it to an industry that now offers limited opportunity. A more 
common problem is a shareholder constituency that pressures its manager to 
dance to Wall Street’s tune. Many CEOs resist, but others give in and adopt 
operating and capital allocation policies far different from those they would 
choose if left to themselves (p. 2). 
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6.1.1 The Disclosure Principle 

In the capital markets, the sender is the firm, and the receiver is investors.  
At a glance, it is unclear why the disclosure principle applies to earnings 
management, because financial reporting is mandatory, and disclosure is 
voluntary.  Yet even within GAAP, firms have discretion over the trans-
parency of reported earnings.2  Moreover, when firms publicize earnings, 
they accompany them with additional disclosures that affect the informa-
tional content of the reported earnings, such as the pro forma earnings dis-
cussed in Chap. 2. 

In its original formulation, the disclosure principle applies to situations 
wherein disclosure is certifiable ex post, so that the only alternative to full 
revelation is omission, that is, keeping the truth a secret.  For example, 
Shell made a restatement on January 9, 2004, regarding a previous over-
statement of its oil and gas reserves.  Later publications revealed that the 
company’s top executives had known of this overstatement for some time. 

The disclosure principle applies in sender–receiver games because the 
receiver interprets non-disclosure as a signal that the firm possesses the 
worst possible news.  In some circumstances, this grim conjecture is unjus-
tified.  Verrecchia (1983), proves that if disclosure entails costs, then non-
disclosure is rational when the benefit is lower than these costs.  Dye 
(1986a), extends this result when the cost is that the information is proprie-
tary—that is, its disclosure reduces the value of the firm.  Dye (1985a), 
proves that if some firms are ignorant and investors cannot spot them (be-
cause e.g., the ignorant firms cannot signal that they do not have the in-
formation), then some firms with bad news will pool successfully with the 
ignorant ones and not disclose.  Suijs (2005), establishes that proprietary 
costs may induce disclosure of bad news and the suppression of good 
news. 

Dye (1985a, p. 127), summarizes the general conditions under which 
full disclosure occurs: 

                                                      
2 Consider the following excerpt from Enron’s financial report in the quarter pre-

ceding the October 2001 report with its huge restatement: 
Enron has entered into agreements with entities formed in 2000, which in-
cluded the obligation to deliver 12 million shares of Enron common stock in 
March 2005 and entered into derivative instruments which eliminated the 
contingent nature of existing restricted forward contracts executed in 
2000…. In exchange, Enron received notes receivable from the Entities to-
taling approximately $827.6 million.  (Smith and Emshwiller, 2003, p. 45) 

  Neither Wall Street journalists nor sophisticated users, such as analysts, under-
stood these reports. 
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If investors know a manager is endowed with one particular bit of 
nonproprietary, relevant, effable information, the release of which does 
not alter the manager’s compensation, and investors can take positions 
on markets prior to this information’s release, then this information 
will be disclosed. 

In some cases, disclosure may reduce the welfare of risk-averse persons 
because it adds uncertainty, so they would prefer suppression (see, e.g., 
Verrecchia, 1982).  Hence, another requirement for the disclosure principle 
to hold is that investors can protect themselves against the additional riski-
ness of disclosure. 

This list of conditions is not exhaustive.  Consider, for example, the case 
when the firm is in possession of an imperfect signal.  That is, suppose that 
the firm learns that its value is either �1 or �2, with corresponding prob-
abilities of 1/3 and 2/3, respectively.  The firm can make full disclosure, 
reveal just one signal, or reveal neither.  What will the equilibrium be? 
Even if the firm discloses both signals, it still can “play” with the prob-
abilities and never be proved wrong. 

Finally, we make the following note.  So far we have identified non-
truth-telling with omission.  Another non-truth-telling strategy is garbling, 
whereby the sender adds pure noise to the truthful message.  Crawford and 
Sobel (1982), prove that when there is a conflict of interests between the 
sender and receiver, the sender garbles the message to reduce the re-
ceiver’s ability to decipher it. 

6.1.2  Signaling Equilibria  

When the market cannot know firms’ true value, the stock price discounts 
high-quality firms and overstates the value of low-quality firms.  To illus-
trate, suppose that the market contains only two types, � (bad) and G 
(good), with a proportion of 1 ��� and �, respectively. G  has a higher value 
than B; B<G.  If both types report the truth, type-B firms report rB, and 
type-G firms report rG, where rB < rG.  Accounting flexibility, however, al-
lows type-B firms to attempt a report of rG.  The success of thus managing 
earnings depends on the imperfect audit technology.  This technology has 
a one-sided error (see, e.g., Schwartz, 1997); it confirms truthful reports 
with certainty, and it discovers the truth when the firm misrepresents with 
some positive probability  , 1/2 <   < 1.  What will the stock price, P(rt), t 
= B,G, be when a given report is observed and firms have incentives to in-
flate the price? 

If a firm reports rB, investors reason that the audit discovered the truth.  
Hence, the report is credible. 
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P(rB) = B. (6.1) 

If, however, the firm reports rG, two scenarios are reasonable.  Either the 
report is truthful, because a proportion of � firms are indeed type G or the 
audit failed to discover the truth.  Hence, by Bayes’ rule, the stock price is 
a linear combination of the values of the two types: 

P(rG) = � �BG !! �	 1 ,  (6.2) 

where 

(1 )(1 )
; 1

(1 )(1 ) (1 )(1 )
� �  

! !
� �  � �  

� �
 � 

	 � � 	 � �
. 

(6.3)

The problem now is that the stock price discounts type-G firms because 
it puts weight of 1�! on the event that the reporting firm is B, and at the 
same time, it overstates the value of some type-B firms because it puts 
weight of ! on the event that the reporting firm is type-G. 

Type-G firms now have incentives to take actions that separate them 
from type-B firms.  The actions must be costly, so that only type-G firms 
will profitably choose them.  Consider, for example, cash dividends.  Divi-
dends are costly because they deplete the funds available for investment; 
creditors may regard the firm as less profitable and more risky and there-
fore increase its cost of debt.  Suppose that dividends reduce value by�
; 
that is, a firm’s value after paying dividends is ����
, � = G,B. 

In a separating equilibrium in which type-G firms pay dividends and 
type-B firms do not, two conditions must be met: 

First, type-G firms pay dividends because 

G ��
 � P(rG). (6.4) 

A type-G firm pays dividends because the price when the market be-
lieves a report of G net of the cost of dividends (weakly) exceeds the price 
when the market cannot distinguish between types of firms. 

Second, type-B firms do not pay dividends because 

B �   B�	��"� �P(rG)���
. (6.5) 

The price of a type-B firm that reports the truth and does not pay divi-
dends (weakly) exceeds the expected price conditional on reporting as 
type-G net of the cost of the dividend payment.  The expected price is a 
weighted average of its true value (when the auditor detects the truth) and 
the price when the market cannot distinguish between type-G firms and 
type-B firms that misrepresent. 
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Adding Eqs. 6.4 and 6.5 yields 

G+B  ���  B�	���� �P(rG). (6.6) 

Rearranging indicates that a separating equilibrium is feasible only if � 
� ½.  That is, if the proportion of type-G firms is low, a separating equilib-
rium with dividend payments is feasible.  The higher the proportion of 
good firms, �,�the higher the price for a report of rG when the market can-
not distinguish between the two types.  This increases the appeal of earn-
ings management with costly dividend payments to type-B firms.  Note 
that the probability that the truth is discovered,  , has offsetting effects on 
payoffs upon misrepresentation by type-B firms. On the one hand, a high- 
detection probability increases the chance of the discovery of the truth, 
which reduces the benefit from false signaling.  On the other hand, a high- 
detection probability increases the price achieved by successful misrepre-
sentation when the market cannot distinguish between the two types, 
which increases the benefit from false signaling. 

As simple as this example is, it illustrates that when the report is imper-
fectly audited, a reporting requirement in itself may not be sufficient to en-
sure a truth-telling equilibrium. 

6.1.3 Signal Jamming 

To the best of our knowledge, Stein (1989), was the first to establish that 
although firms manage earnings in order to affect the stock price, the mar-
ket is not fooled, and it interprets the message correctly.  In this case, truth 
revelation replaces truth-telling. Consider the case when the firm’s earn-
ings are a random variable that might take any non-negative real value.  
That is, denoting earnings by x, x �[0,#).  Furthermore, assume that a 
firm’s value is a multiple of accounting earnings; that is, V = k � x, where k 
is known to all, k > 0.  Hence, when the firm reports r, the stock price  
P = k � E(x|r).  The dynamics are those of a Stackelberg game.  After na-
ture chooses the earnings, x, the firm renders a report, r (the firm is the 
Stackelberg leader), and the market responds by setting the price, P (the 
market is the Stackelberg follower). 

We start to unravel the equilibrium by analyzing the market’s response 
first.  As Elitzur (1995), and others note, GAAP afford firms well-
understood flexibility in making their accounting reports.  For the purposes 
of this example, assume that the firm can inflate earnings at most by 10% 
within GAAP, and that this is common knowledge.  Consequently, when the 
market believes that firms wish to maximize the price by inflating reported 
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earnings, the market discounts the report by 10%, P(r) = k (r 1.10).  A 
firm that wishes to maximize its stock price solves the following program: 

 

Max P(r) = k( r 1.1) 
r 
s.t.  r $ 1.10x. 
 

The firm inflates the report by 10%.3  Yet this inflation does not mislead 
the market because it discounts the report by the correct amount of bias.  
This is a “signal-jamming” equilibrium (see Narayanan, 1985; Fudenberg 
and Tirole, 1986; Stein, 1989; Elitzur, 1995; Holmström, 1999; Bagnoli 
and Watts, 2005). 

6.1.4 Randomized Strategies 

John Nash, the 1994 Nobel Prize winner, proved that every game has at 
least one equilibrium in mixed strategies.4  In our context of truthful re-
porting of earnings, firms may sometimes report the truth as part of their 
overall reporting strategy. 

We illustrate truth-telling in a mixed-strategy equilibrium with the fol-
lowing example.  Suppose that there are only two types of firms, G and B, 
as discussed above, with an imperfect audit technology that allows some 
firms to manage earnings successfully.  Now assume that a firm that first 
reports itself a type-G firm and later is discovered to be B bears additional 
costs, such as an SEC investigation and the associated penalties and class 
action suits by investors.  Denote this expected incremental cost by 
.  Fur-
                                                      
3 The Lagrangian of this program is L = k( r 1.10) + ��1.10x� r), where � is a La-

grange multiplier, � � 0. Taking a derivative with respect to r yields the follow-
ing Kuhn–Tucker conditions: 

 k 1.10 ���  $  0 and (1) 
 r[k 1.10 ���]=0. (2) 
 Equation (1) holds only if � >0, that is, only if the reporting constraint is bind-

ing, r =1.10x. 
4 Game theorists are divided in their willingness to accept mixed strategies.  Some 

argue that an intelligent player does not choose an action based on a throw of a 
die.  Others argue that a mixed strategy makes perfect sense when a player 
wants to prevent the opponent from taking advantage of his predictability.  After 
all, who wants to play the same strategy all the time in a poker game?  Harsanyi 
(1973), offers a “purification theorem,” under which what seems a mixed strat-
egy to a external observer is in fact a pure strategy by the player in response to 
small random variations in the parameters of the game that are observed by the 
player alone. 
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thermore, suppose that 
 is sufficiently large to make misrepresentation 
that is discounted by the market too costly, but not large enough to deter 
misrepresentation believed by the market.  That is, 

if G > P(rG),  G ���B ��
 > P(rG) – B. (6.7) 

Consider now the strategies of the type-B firm and the market when the 
audit detects the truth with probability   (Table 6.1). 

Table 6.1 The expected price of a type-B firm’s shares 

The market  
Believes a report of rG Discounts a report of rG 

Truth-telling B B 

The 
firm 

Misrepresentation  B +(1� �G ��
  B +(1� �P(rG) ��
 
 
By Eq. 6.7, if the market believes the report, misrepresentation is supe-

rior to truth-telling, and if the market discounts the report, truth-telling is 
superior to misrepresentation.  Since the market’s best response to truth-
telling is to believe the report, this game does not have a pure-strategy 
equilibrium.  It does, however, have a mixed-strategy equilibrium in which 
the firm randomizes between truth-telling and misrepresentation, and the 
market randomizes between discounting and believing the report  (for an-
other such result, consult Ronen, Tzur, and Yaari 2006).5 

Guttman, Kadan, and Kendal (2006), also find an equilibrium with par-
tial truth-telling but in pure strategies.  They show that a reporting game 
might have an equilibrium with truth revelation when outcomes are ex-
treme (either very high or very low).  If the outcome lies in the intermedi-
ate range, the manager reports the same amount regardless of the truth.  
This semi-pooling behavior creates an endogenous discontinuity in the dis-
tribution of the reports. 

                                                      
5 Denote the probability that the market believes the report by % and the probabil-

ity of truth-telling by �. Then, if the market’s loss equals the difference between 
the firm’s true value and the price, the payoffs of the type-B firm and the market 
are as follows: 

 The firm:   
 %&�B�	�"���� B +(1� �G '(	��"�%�&�B�	�"���� B +(1� �P(rG)]}  ��
. 
 The market:   
 ���"�%��P(rG) ��G)]  	��"���(1� ��"����%�B��G��	��"�%��B � P(rG))]  ��
, 
 where � is the prior probability that the firm is type G.�
 Differentiating the objective function of the market with respect to % and that of 

the firm with respect to ��solves for the equilibrium strategies. 
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6.2 Governance 

The main model used to analyze governance issues has been the principal–
agent game between management (the agent) and shareholders (the princi-
pal).  On one hand, this game depicts management in an unfavorable light 
since it assumes that managers are averse to exerting effort.  (The agent’s 
disutility over effort explains the conflicting interests of the  principal and 
the agent.  The agent prefers to exert less effort, while the principal prefers 
more because higher effort increases expected profits.)  On the other hand, 
the game captures the reality that a firm’s shareholders neither observe nor 
can infer management’s unobservable actions from the financial reports 
and other observable variables. 

Since enforceable contracts must be based on observable variables, ac-
counting earnings have been used as a basis for the contract between 
shareholders and management.  As discussed in Chap. 3, possession of 
private information gives managers an opportunity to manage earnings.  
When earnings management is pernicious, managers earn “information 
rent” at the expense of shareholders.  Why, then, would managers report 
the truth? 

The answer is given by the Revelation Principle (RP).6  The RP is a tool 
for solving games with information asymmetry.  There may be too many 
ways to design the rules of the game in a given situation, some of which 
may yield non-truthful reporting strategies.  This creates a multiplicity 
problem, which the RP addresses.  The RP states that there is no loss of 
generality in restricting attention to a truth-telling equilibrium, in the sense 
that the players achieve the same payoff under a prespecified sequence of 
actions.  Specifically, when the game involves a principal and an agent 
who alone observes economic earnings (and the contract thus is based on 
the reported earnings), the sequence of actions proceeds as follows: 

 
1. The principal designs a truth-inducing contract. 
2. The agent exerts unobservable effort. 
3. Nature chooses the economic profits given the agent’s efforts. 
4. The agent alone observes the economic profits.  He submits a report. 
5. After the report is received, the agent is paid in accordance with his 

contract.  Later, the principal collects his residual share of the 
economic earnings. 

                                                      
6 We restrict our attention to a single-agent setting.  The Revelation Principle is 

problematic in multi-agent settings (Demski and Sappington, 1984; Mookherjee, 
1984; Ma, 1988; Ronen and Yaari, 2002). 
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The rationale of the Revelation Principle is that being truthful is benefi-
cial to privately informed players in general, and to the agent in particular, 
simply because no one can achieve a higher utility by being dishonest.  
That is, a truth-inducing contract solves the following program7: 

Max EW[x�s(r))�e] 
s,e 
s.t. 
EU[s(r)�e]  � V(e) � U, (IR) 
(e=e*, r*=x) � 

0
arg max

e
r X
)
�

EU[s(r)�e]�� V(e), (IC) 

where 
W = the principal’s utility function; 
U = the agent’s von Neumann–Morgenstern utility function; 
V = the agent’s utility over effort; 
U = the agent’s reservation utility, obtained in an alternative job; 
x = unobservable economic earnings, ;x X�  
s = the agent’s compensation8; 
r = reported earnings; 
e = the agent’s effort. 

 
The principal designs a contract, s(r), based on the report, r, that maxi-

mizes his expected utility over his share of the economic earnings, x�s(r), 
subject to the contract’s guaranteeing the agent his reservation utility, U 
(the individual rationality (IR) constraint) and the agent’s choosing effort 
and a report that maximize his utility (the incentive-compatibility (IC) 
constraints).9 

                                                      
7 Throughout this part, we assume that the players are rational in a Savage and von 

Neumann and Morgenstern sense.  For a study that links earnings management 
to the psychological variables of managers, consult Subrahmanyam (2003), and 
Yaari (2005). 

8 Compensation comprises base salary, a bonus based on earnings, and stock and 
options, whose value depends on market price.  In general, because we solve for 
the contract in terms of the agent’s utility, there are many contracts with differ-
ent portfolios that yield the agent the same payoff.  If researchers are interested 
in exploring this dimension of the contract, they will incorporate it into their as-
sumptions (see, e.g., Elitzur and Yaari, 1995). 

9 The RP requires a communication channel between the principal and the agent.  
When the report is submitted publicly, as in the financial reporting game, and 
shareholders’ activism is costly, the RP fails.  Still, the literature comes up with 
three different outcomes of the principal’s program: (1) It does not have a solu-
tion because the contract pays the agent more for higher outcomes, which, in 
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To illustrate the RP, we present an example of a renegotiation-proof 
contract in a setting that simplifies our analysis (Ronen and Yaari, 2001) 
and then show how the RP is applied to yield the same payoffs to both the 
principal and the agent. 

The firm is managed by a risk-averse manager who alone observes the 
true performance, which is realized from a binary set, {G, B}, where G 
stands for good performance and B for poor performance.  The greater the 
effort exerted by the manager in his production and investment decisions, 
the higher the probability of G, and hence the better the expected perform-
ance. 

At the beginning of the period, the compensation committee of the 
board of directors designs a contract that maximizes shareholders’ ex-
pected wealth.  Since the true outcome is unobservable, the contract is 
based on the firm’s imperfectly audited report, r.  As before, we assume 
one-sided audit technology: A truthful report is perfectly verified, and an 
attempt to misrepresent is detected with some positive probability,  , 1/2 < 
  < 1. 

The literature on incentives has established that an equilibrium contract 
awards the manager more for a report that indicates that the outcome is G, 
rG, than for a report that indicates that the outcome is B, rB. Imposing risk 
on the agent in that way induces him to expend more effort, which in-
creases the expected outcome (Holmström, 1979; Grossman and Hart, 
1983; Harris, 1987; Milgrom and Roberts, 1992, Chapter 7; Demski, 1994; 
Christensen and Feltham, 2005). 

The contract can be renegotiated after the outcome is realized but before 
the auditor examines the books and issues a report.10  Given that the man-

                                                                                                                         
turn, induces the agent to misreport (Hart, 1983b). (2) The contract is a piece-
wise contract.  It first increases, awarding 100% of outcomes to the agent, then 
it levels off, awarding the agent a fixed payment regardless of the report (Gjes-
dal, 1989).  The increasing part provides incentives.  The agent does not have 
incentives to bluff because either he gets everything or the payment is not af-
fected by the report.  (3) The contract coincides with the contract based on a 
mutually observable outcome; it is a strictly increasing schedule.  The agent, 
however, pays the principal first and then himself.  If there is a surplus when the 
outcome is realized and publicly observed, the principal receives it (Ronen and 
Yaari, 2002).  The increasing schedule provides incentives to exert effort.  
Truth-telling obtains, because if the report were inflated, the principal would get 
some of the agent’s share, and if the report were deflated, the agent would be 
paid less than for reporting the truth. 

10 Renegotiation before the outcome is realized has a destructive effect on effort 
because the renegotiation leads to imposing all the risk on the risk-neutral inves-
tors.  Anticipation that the risky incentive contract will be replaced by a fixed 
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ager at this point knows whether the outcome is G or B, the committee pre-
fers to screen the true outcome by offering him a choice between two op-
tions, OG and OB, designed so that the manager will choose OG when he 
knows that performance is G and OB when the performance is B. Since OG 
is likely to be more lucrative than OB, the committee also uses the audited 
report to either corroborate or refute the manager’s choice.  That is, rene-
gotiation replaces the original contract with four payments that are based 
on the possible combinations of the manager’s choice of an option and the 
audited report: 

 
SGG =  the payment for choosing the good-performance option when the 

financial reports corroborate it. 
SBB =  the payment for choosing the bad-performance option when the 

financial reports corroborate it. 
SGB =  the payment for choosing the good-performance option when the 

financial reports refute it. 
SBG =  the payment for choosing the bad-performance option when the 

financial reports refute it. 
 
The equilibrium subset is {SGG, SBB}, where the audited report corrobo-

rates the manager’s disclosure.  Since the incentive contract pays the man-
ager more for G than for B, it is clear that the manager will not misrepre-
sent G.  If, however, the outcome is B, the manager will be deterred from 
choose OG, because the audited report, rB, might reveal the “wrong” 
choice, with probability of  , which triggers a penalty for misrepresenta-
tion.  Specifically, when the outcome is B, the manager chooses OB if 

U(SBB) �  U(SBG) +(1� )U(SGG). (6.8)

The utility over the payment received with option OB when the outcome 
is B exceeds what the manager expects to obtain by choosing OG.  With a 
probability of  , the audited report reveals the truth, and the manager is 
penalized by obtaining (or paying) SBG, and with a probability of 1� , the 
manager succeeds and obtains the higher reward associated with earnings 
of G. 

Equation (6.8) dictates the penalty for misrepresentation: 

                                                                                                                          
salary provides the agent with disincentives to exert effort.  In some instances, 
the principal avoids such a scenario by committing not to renegotiate (Aghion, 
Dewatripont, and Rey, 1994).  Both are better off renegotiating, however, when 
unverifiable, non-contractible, information that can lead to a first-best allocation 
is available after contracting (Hermalin and Katz, 1991). 
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. (6.9)

To see the RP in action, think carefully.  Is there another way to achieve 
these same payoffs? The answer is affirmative.  You can ask the manager to 
report the outcome before the report is audited.  The truth can then be dis-
covered by comparing the unaudited report to the audited report (Ronen and 
Yaari, 2006).  Alternatively, you can ask the manager to report only one of 
the two possible outcomes.  The absence of a report indicates the other out-
come.  You might consider writing the renegotiation contracts into the origi-
nal contract—that is, designing a renegotiation-proof contract, so that no re-
negotiation takes place at a later date. In short, there are many ways to obtain 
the same payoffs in this setting.  The RP solves this dilemma by stating that 
there is no loss of generality in solving the game with the manager fully dis-
closing what he knows privately to the board, before the audit and the reim-
bursement take place.  We leave it as an exercise to the reader to establish 
that the program for the design of the incentive contract under the RP is 
identical to that for designing a renegotiation-proof contract.11 

6.3 Product/Factor Markets 

As Verrecchia (1990a), notes, private information in product markets is pro-
prietary.  That is, reporting the truth might lead to reactions from competi-
tors and other stakeholders that destroy the discloser’s value.  For example, 
revealing that production costs are low (or that demand is high) might 
prompt competitors to enter the market.  The phenomenon most studied in 
this context is the transmission of information in oligopolies when firms 
possess private information on their private unit cost, the unknown market 
demand, or both (e.g., Fried, 1984; Gal-Or, 1985; Wagenhofer, 1990; Dar-
rough and Stoughton, 1990; Darrough, 1993; Ziv, 1993; Sankar, 1995; 
Raith, 1996; Fischer and Verrecchia, 2004; Suijs, 2005).  Most studies ana-
lyze the choice between truthful disclosure and withholding disclosure.  
An exception is Ziv (1993), who observes that because proprietary infor-
mation is an asset, a firm has incentives to manipulate its revelation.  
Hence, an equilibrium with a truthful disclosure will also include mecha-
nisms to enforce truthful revelation. 

The effect of product/factor markets has not been much investigated be-
yond firms competing with regard to quantities or prices.  We make tenta-
tive steps toward filling this lacuna by identifying the following three fac-
tors that might explain why firms nevertheless report the truth: 
                                                      
11 For further discussion of the RP, consult Ronen and Yaari (2002). 
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� The firm regards its credibility as an asset, and the cost of damaging this 
asset by not adhering to a truth-telling strategy overwhelms any benefit 
from misrepresentation. 

� Earnings management may require cooperation from other firms. 
� The firm has multiple audiences, and their interests are in conflict with 

respect to managing earnings. 

6.3.1 Credibility as a Valuable Asset 

Credibility is important when losing it is costly.  Truth-telling then might 
be preferable even if undiscovered misrepresentation is more profitable 
otherwise. 

Consider the following example.  Two firms operate in the market.  
Their unit costs are random variables taking values on the interval [0,1] 
according to a mutually known distribution with mean c0 and variance 02.  
Each firm knows its own unit cost, and it announces this cost at the begin-
ning of the period, before the production of q units starts.  The firm’s fi-
nancial report at the end of the period must corroborate the disclosure lest 
the firm lose credibility.  The firms compete with regard to quantities 
(Cournot competition; see Christensen and Feltham, 2002).  The inverse 
demand function is given by the relationship P=a�Q, a>2, where Q is the 
total quantity produced by the two firms, Q=q1+q2. 

Under truth revelation, firm i chooses quantity qit after observing the 
disclosure of its competitor, by maximizing its expected profits, 
E[Ri],where Ri = (P�ci)qi=(a�qi�qj�ci)qi, i,j=1,2, i�j.  We assume that the 
threat of litigation deters the firms from forming a cartel. 

The profits of the truth-telling firms are Ri= 
2

2

3
j ia c c	 �1 2

3 4
5 6

, i, j=1,2, 

i�j.12  Suppose that a firm deviates from truth-telling and misrepresents its 

                                                      
12 Taking the first-order condition with respect to qit yields the response function 

of each firm: 

 qi =
2

,j ia q c� �
 i,j=1,2, i�j. 

 Solving a system of two equations in two unknowns, q1 and q2, yields the equi-
librium quantities: 

 qi
* = 

+ 2

3
,j ia c c�

 i,j=1,2, i�j. 
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cost by �, where the magnitude of � is a decision variable.  That is, the firm 
reports ci��.�  In order not to lose credibility, it must now produce as if this 

is indeed its cost; that is, qi = i2( ) 2
=

3 3
j T

i

a c c
q

� �� � 	
	 , where T

iq is the 

production level under truth-telling reporting.  The trusting competitor’s 

quantity is qj=
2

3 3
j i T

j

a c c
q

� �� 	 �
 � , and the profits under optimal mis-

representation, �
4
3 qt

T,13 are Ri= Ri
T + qi

T�/3 ���2/9= Ri
T + (qi

T)2/8 > Ri
T, 

where qi
T and Ri

T would be the quantity and profits under truth-telling.  
That is, if the firm has perfect flexibility,14 then the optimal misrepresenta-
tion is equal to half the truth-telling quantity, and the firm increases its 
profits by inducing its competitor to lower production. 

If the audited report reveals the true cost with probability  , ½<� �"� 
misrepresenting is equivalent to gambling.  With probability 1� , the de-
viator will succeed, and the competitor will not find out.  With probability 
 , however, the auditor uncovers the truth, and the firm loses credibility.  
Assume that the competitor’s retaliation reduces the misrepresenting 
firm’s expected profits by C.  If C � (a�2)2/8 , truth-telling is preferable.15 

                                                                                                                          

 The resulting price is P = 
3

,j ia c c	 	
 and the contribution margin P�ci= 

2

3
,j ia c c	 �
 which yields profits of Ri = 

2
2

3
.j ia c c	 �1 2

3 4
5 6

 

13 P = a – qi – qj = a – 
2 2

3
j ia c c �	 � 	

�
2

3
j ia c c �� 	 �

=
3

i ja c c �	 	 �
, with a 

corresponding contribution margin of P ��ci =
2

3
j ia c c �	 � �

.  Profits are 

 Ri=
2 2 2

3 3
j i j ia c c a c c� ��	 � 	 � 	1 2 1 2

3 4 3 4
5 6 5 6

=Ri
T+

22 2

9 9
j ia c c �

�
	 �

�
1 2
3 4
5 6

. 

 Taking a derivative with respect to � yields � = 3

4
qi

T. 

14 See Elitzur (1995), for a valuable discussion of the plausibility of such flexibility. 
15 The upper limit on C is derived from the condition that C be sufficiently large to 

deter deviation from truth-telling, Ri
T �  ��Ri

T + (qi
T)2/8 – C] + (1� ��Ri

T + 
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Although this example is simple, it illustrates that the concern about 
credibility may deter misrepresentation even though the proprietary value 
of private information calls for it. 

6.3.2 Tacit Cooperation Among Firms 

Some earnings management practices involve decisions that do not affect 
other firms’ profits, such as estimating a bad-debt expense (McNichols and 
Wilson, 1988) or the yield on the assets of pension funds (Bergstresser, 
Desai, and Rauh, 2005).  Earnings management through revenues, how-
ever, may require cooperation between buyer and supplier, as illustrated by 
the following example.16 

Consider a vertical industry with two monopolies, Upstream, U, and 
Downstream, D.  U sells an intermediate product to D , which transforms it 
into a final product that is sold to consumers.  The consumers’ inverse de-
mand function is P= a� �Q, where P and Q are the price and quantity of 
units sold, respectively, and a�  is a random variable that takes values on 
the interval [a, ],a  with known moments: mean, �, and variance, 02, 

2~ ( , ).a � 0�  The cost structure assigns a unit cost of c to the production of 
the intermediate good by U, c < a/3, and D incurs the cost of purchasing 
the intermediate product.  The following table summarizes the key features 
of the interaction between U and D (Table 6.2). 

Table 6.2 Key features of the model 
 Upstream (U) 

(supplier) 
Downstream (D) 
(buyer) 

Decisions The price of the interme-
diate good, Pw 

The volume of pur-
chases and sales, Q 

Private information The realized demand pa-
rameter, a� =a 

 

Profits 
UR = (Pw�c)Q RD = (P� Pw)Q 

P   = price of the finished good to consumers 
Pw = price of the intermediate good 
C   = unit cost of the intermediate good 

 
                                                                                                                          

(qi
T)2/8].  Rearranging, C � � �2

8

T
iq

�
 = � �2

+ 2

8
j ia c c

�

� .  Since, by assumption, 0 $ c $ 

1, the lower limit is obtained. 
16 We are grateful to Joseph Kerstein for pointing out this observation. 
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We assume that D observes the demand, ,a a�  before choosing Q.  
This assumption reflects the close relationships between suppliers and con-
sumers, whereby consumers submit forecasts of orders to their suppliers.  
In other circumstances, D observes key leading indicators that allow it to 
make an accurate forecast of sales. 

D chooses Q by maximizing its profits, RD, which (upon substituting the 
price [RD = (a� Q� Pw)Q] and deriving with respect to Q) yields the fol-
lowing quantity, price, and profits: 

P = 
2

wa P	
, Q = P� Pw  =

2
wa P�

 and 
2

2
.w

D
a P

R
�1 2 3 45 6

 (6.10) 

Since U chooses the price that maximizes its profits, 

(Pw�c)Q= � �
2

,w
w

a P
P c

�
�

* +
, -
. /

the price it charges, Pw, and the equilibrium 

are 
2 2

, , , 2 .
2 4 4 4w D U

a c a c a c a c
P Q R R

	 � � �
   

1 2 1 2
3 4 3 45 6 5 6

 (6.11)

Suppose that U applies for a private loan to finance expansion and that 
D is a public firm that is scrutinized by analysts and institutional investors 
and thus is concerned with not lowering its rate of return on its assets, A 
(ROA).  If sales contracts have already been signed, purchasing additional 
units increases D’s inventory and reduces its ROA.  It therefore will con-
sider purchasing more units only if offered a discount.  Denote the dis-
count by d and the additional purchases by I.  D is willing to “help” U if 
(a�Q�Pw)Q/A � (a�Q�Pw	d)Q/(A+I), where Q and Pw are determined as 
above.  Rearranging shows that the minimum ratio of discount to addi-
tional purchases is d/I � (a�c)/4A.  U is willing to sell more at a discount if 
(Pw�c)Q � (Pw�c�d)(Q+I).  Rearranging shows that the maximum ratio of 
discount to additional purchases is d/I� (a�c)/2(Q+I).  D therefore will 
“cooperate” with U only if 2A >Q.  Otherwise, U will not be able to man-
age earnings by this means. 

6.3.3 Multiple Audiences Exert Conflicting Pressures 

In some cases, a firm’s constituency imposes conflicting pressures to man-
age earnings, so that the firm’s best strategy is to report the truth and take 
actions that are consistent with its truthful report. 
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Consider the case of a firm that is a monopoly with unknown unit costs.  
The cost can be either high, H, or low, L, H > L.  The firm knows that after 
the release of its financial reports, it faces negotiations with the employ-
ees’ union and the threat of an entry of a competitor into its market.  We 
refer to the monopoly as the incumbent and the competitor as the entrant.  
The payoffs of both are summarized in Table 6.3. 

Table 6.3 The payoffs of the incumbent and the entrant 

 The incumbent’s type 
 L H 
The entrant enters the market -1,��  �,�  
The entrant does not enter 0, 7  0, � 	�89� 
The first term is the payoff to the entrant; the second term is the payoff to the 
incumbent. 
  is characterized in Table 6.4. 

 
Clearly, the entrant prefers not to enter the market if the incumbent has 

low costs because it then incurs losses (-1<0), and it prefers to enter the 
market if the incumbent has high costs because it then makes profits (2>0).  
If the entrant were its only audience, the incumbent would have incentives 
to take steps, including managing earnings, to appear to have low costs in 
order to deter entry. 

Before the competitor’s entry, the incumbent negotiates salaries with the 
union that represents its employees.  The payoffs of the employees and the 
incumbent are given in Table 6.4. 

Table 6.4 The payoffs of the incumbent and the employees 

 The incumbent’s type 
 L H 
The employees make high demands �,� 1�� –c,� –c 
The employees do not make demands 0,� 1 0,  " 
The first term is the payoff to the employees; the second term is the incum-
bent’s profit,  ,  ���8 

 
Clearly, the employees make high demands if the incumbent’s type is 

low (�>0) and make no demand if the incumbent’s type is high (–c<0).  
Consequently, if the union were the only audience, the firm would have 
incentives to pass as a type H in order to discourage a large salary increase. 

Next, let us combine the two tables and focus on the incumbent’s payoff 
for a given profile of reactions of the two audiences (Table 6.5). 
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Table 6.5 The payoffs of the incumbent given the actions of the employees and 
the entrant 

 The incumbent’s type 
 L H 
The entrant enters, and the employees 
make high demands 

�(1��) �c 

The entrant enters, and the employees 
make low demands 

2 1 

The entrant does not enter, and the em-
ployees make high demands 

7(1��) ��c +0.5 

The entrant does not enter, and the em-
ployees make low demands 

3 1.50 

 
As per Table 6.5, the second and third rows cannot occur in equilibrium 

since the employees make demands only when the firm reports L
entrant enters only when the firm reports H.  A comparison of the first and 
fourth rows indicates that the incumbent’s best response is to report the 
truth:  if it is type-L, it obtains 3 (3>�(1��)), and if it is type-H, it obtains 
1.50 (1.50>–c). 

For additional studies in the accounting discipline that involve multiple 
audiences, consult Darrough and Stoughton (1990), Wagenhofer (1990), 
and Hayes and Lundholm (1996). 

6.4 Regulation 

One of the institutions designed to curb earnings management is the man-
datory audit.  There is a rich body of literature on stochastic monitoring 
(e.g., Townsend, 1979; Evans, 1980; Gale and Hellwig, 1985; Baiman, 
Evans, and Noel, 1987; Border and Sobel, 1987).  This literature assumes a 
perfect, costly stochastic monitor.  Because it is costly, the monitor is used 
sporadically.  The mandatory audit, in contrast, is always used, but it is 
imperfect.  The analysis of the equilibrium is invariant with respect to 
whether a perfect audit is used stochastically, with probability  , or an au-
dit that detects the truth with probability   is always used.17 

In Introduction to Part 3, we presented a proposal to revise the audit 
market by letting auditors work for insurance companies that insure firms’ 
financial reports.  In this section, we illustrate that such a scheme can re-

                                                      
17 The only difference is that�  is determined endogenously when the monitor is 

costly. 

, and the 
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duce the intensity of earnings management when the quality of the ac-
counting report is uncertain. 

6.4.1 The Financial Reports Insurance Setting 

A basic model in the auditing literature considers a project whose value is 
random:  profitable, G, with probability �, or unprofitable, B, with prob-
ability 1��.  An audit verifies G perfectly and B with probability  , 
½< :<1. The quality of the audited report is measured by the detection 
rate,  :, which could be high, h, or low, �, where  :h>� :�.  The quality of 
the audit is a decision of the auditor.  The auditor must have incentives to 
choose  :h since it is more costly than  :�.  We denote his differential cost 
by CA. 

In the current state of affairs, the payment to an auditor is not contingent 
on the auditor’s opinion (report).  Hence, auditors are likely to expend just 
enough effort to secure the low detection probability of  :�.  At first 
glance, it seems that the new monitoring mechanism, the Public Company 
Accounting Oversight Board (PCAOB), which audits the auditors and has 
enforcement abilities, might ensure a higher probability,  :h.  Since it can 
test whether procedures conformed to some minimum standard, however, 
it cannot induce higher  : when the interim findings call for the kind of 
initiatives not covered by the PCAOB’s checklist.  Furthermore, after the 
Sarbanes-Oxley Act, clients are reluctant to share information about earn-
ings management attempts to their auditors in light of the requirement that 
auditors report their findings to the audit committee in great detail. 

When the firm has incentives to appear to have a good project, a B re-
port is credible.  The stock price then is B, P(B)=B, justified by the belief 
that the audit was successful.  A report of G triggers a price P(G( :�)), 
which is 

P(G( :�)) = !�G+(1�!�)B, (6.12) 

where  

!�
A(1 )(1 )

.�
�  �	 � ��

 

When auditors are employed by insurance companies, their allegiance 
shifts to the insurance company.  Clearly, any benefit from collusion with 
one client at the expense of the insurance company is outweighed by the 
loss of business once the insurance company severs its ties to the auditor.  
Thus, if the net present value of future profits exceeds C, auditors exert 
more effort.  The audit detection probability then is  :h.  This in itself im-
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proves the situation because more cases are reported as B, the increase in 
frequency of such reports is (1��)( :h �� :�), and the type-G firms’ price 
better approximates their true value: 

P(G( :h)) = !hG + (1�!h)B, (6.13) 

where  

!h 
A(1 )(1 )h

�
�  �	 � �

. 

The managers: Consider the incentives of management.  If the project’s 
value is G, management prefers to disclose the truth to reduce the cost of 
capital and increases bonuses.  On the other hand, if the project is B, earn-
ings management yields a payoff of  :iB + (1� :i)P(G( :i)) ��CM, where 
CM is the expected cost if the firm will not have future profitable projects 
to mask the poor one.  When there is no insurance, the cost results from the 
fact that discovery of the truth triggers investors’ lawsuits.  With insur-
ance, the cost is designed by the insurance company as part of the policy.  
The market learns the quality of the financial statements (such as the inci-
dence of earnings management) from the disclosed premium, which serves 
as a credible signal.  Thus, the cost imposed on management as a result of 
potential misrepresentation is both the premium and a lower expected 
stock price upon disclosure of a higher premium, if the insurer determines 
that there is a high probability of pernicious earnings management. 

The decision to manage earnings depends on whether the payoff from 
managing earnings,  :iB + (1� :i)P(G( :i)) ��CM, is larger than the payoff 
upon truth-telling, B.  Since we made scant assumptions on the model’s 
parameters, there are three possible cases: 

(1)   :iB + (1� :i)P(G( :i)) ��CM > B, i=h,�. 

(2)  :�B + (1� :�)P(G( :�)) ��CM > B >  :hB + (1� :h)P(G( :h)) ��CM. 

(3)  B >  :iB + (1� :i)P(G( :i)) ��CM, i=h,�. 

Note that the comparison can be streamlined into whether 
(1� :i)[P(G( :i))� B] ��CM is negative or positive. 

Case (1) occurs when earnings management dominates truth-telling re-
gardless of the audit’s accuracy.  This case, however, cannot be an equilib-
rium since the insurance company can increase the cost of the policy to 
such a level that the firm does not purchase a policy at all and chases in-
vestors away or it takes additional steps to reduce its perceived audit risks.  
Case (2) occurs when the improvement in detecting the truth by having 
auditors be hired by insurance companies deters earnings management that 
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takes place under the existing regime.  This case is the most interesting, as 
it shows how the insurance scheme eliminates earnings management.  Case 
(3) occurs when truth-telling dominates earnings management.  Although 
we cannot rule out that this is true for some managers, the avalanche of re-
statements and blatant earnings management fraud indicate that this case is 
not realistic. 

Appendix: The Disclosure Principle 

The dynamic that drives the disclosure principle is that when the receiver 
is aware that the sender is in possession of relevant information, he expects 
a message from the sender.  Non-disclosure is construed as bad news 
(Grossman, 1981; Milgrom and Roberts, 1986; Darrough and Stoughton, 
1990; Wagenhofer, 1990; Ronen and Yaari, 2002; Shin, 2006). 

To see the receiver’s expectations, consider the following example.  The 
firm’s value is a random variable.  That is, firm i’s value is Vi, Vi=�, where 
� is distributed uniformly on the interval [0,1].  The higher the value of �, 
the better the firm’s news.  The firm makes a disclosure if the stock price 
upon disclosure exceeds its price upon omission.  Thus, if there is a cutoff 
value, say �C, at which the firm is indifferent between disclosure and 
omission, then all firms whose value exceeds �C will certainly prefer dis-
closure, and all firms whose value is lower than �C will strictly prefer 
omission.  Under full disclosure, �C is set to the minimum �, ��C =0.  That 
is, there is no positive cutoff �C. 

Suppose, by contradiction, that some positive � is the cutoff equilib-
rium, �C >0.  The market then assumes that non-disclosing firms’ values 
lie in the [0,��C] range.  The average value of a non-discloser is 
(�C+0)/2=��C/2.18  This creates incentives for firms whose value exceeds 
�C/2, �C � Vi�>��C/2, to separate themselves from non-disclosers.  Hence, 
the interval [0,��C] of non-disclosure shrinks to [0,��C/2].  If the market 
now figures that all firms with news in this interval do not make a disclo-
sure, it assumes that the expected value of a non-discloser is �C/4, so that 

                                                      
18 Since � is distributed uniformly, the density function of � conditional on non-

discloser is 

C
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all firms with news higher than��C/4 will have incentives to disclose, and 
so on.  This dynamic ends when �C=0, that is, all firms prefer disclosure.19 

To see Dye’s (1985a) result that firms with bad news pool with firms 
without news,20 suppose that � firms are ignorant.  The critical �C is de-
termined at the level where a firm that is type �C is indifferent between re-
vealing its type and being evaluated as �C�and withholding information 
and pooling with ignorant firms.  Denoting non-disclosure as < , 

C C
C

i C C

1 (1 )
[ ]

(1 ) 2 (1 ) 2
.E V

� � � �
�

� � � � � �

�
<  � 	 � 

	 � 	 �
 (6.14)

Rearranging yields a quadratic equation in �C:  (1� ) � C)2
 + 2  C –  

= 0.  Solve for �C, noting that the solution must be nonnegative because C 
is nonnegative: 

C
2 (1 ) 1

1 1 (1 )(1 )

� � � � � � �
� �

� � � �

� 	 	 � � 	 �
   

� � 	 �

.
(1 )

�

�	
 

(6.15)

 

                                                      
19 We are grateful to Amir Ziv for valuable discussions of this sender–receiver 

game. 
20 Dye’s argument is based on the assumption that ignorant firms cannot separate 

themselves from firms with bad news.  When firms reveal their ignorance, the 
full-disclosure equilibrium is restored (Feng, 2004).   

� � � � �
�



7  Smoothing 

Earlier in the decade and during prior decades, earnings man-
agement was more a game of “smoothing out” the peaks and 
valleys in a corporation’s income flow in order to reduce the 
apparent volatility in the corporation’s returns. Thus, manage-
ments characteristically attempted to hide “excess earnings” in 
“rainy day reserves” in order to use such funds later to smooth 
out undesired declines in the firm’s earnings.  (Coffee, 2003a, 
pp. 22–23) 

 
An earnings management strategy that has survived the test of time is 

smoothing (Buckmaster, 2001).1  Smoothing is the dampening of fluctua-
tions in the series of reported earnings.  There are two types of smoothing: 
real and artificial.  Real smoothing involves making production and in-
vestment decisions that reduce the variability of earnings.  Artificial or 
cosmetic smoothing is achieved through accounting choices (see Chap. 2). 

                                                      
1  Smoothing has been studied extensively. For a survey of research before 1980, 

consult Ronen, Sadan, and Snow (1977); Ronen and Sadan (1981).  An incom-
plete list of later studies includes the following: Belkaoui and Picur (1984), 
Moses (1987), Greenawalt and Sinkey (1988), Brayshaw and Eldin (1989); 
Craig and Walsh (1989), Hand (1989), Albrecht and Richardson (1990), Bartov 
(1993), Ashari, Koh, Tan, and Wong (1994), Beattie, Brown, Ewers, John, 
Manson, Thomas, and Turner (1994), Fern, Brown, and Dickey (1994), Sheik-
holeslami (1994), Wang and Williams (1994), Michelson, Jordan-Wagner, and 
Wootton (1995), Bhat (1996), Bitner and Dolan (1996), Booth, Kallunki, and 
Martikainen (1996), Hunt, Moyer, and Shevlin (1996), Saudagaran and Sepe 
(1996), Subramanyam (1996), Carlson and Bathala (1997), DeFond and Park 
(1997), Chaney and Lewis (1998), Chaney, Coleman, and Lewis (1998), Oyer 
(1998), Barth, Elliott and Finn (1999), Godfrey and Jones (1999), Barth, Elliott, 
and Finn (1999), Hallock and Oyer (1999), Hwang and Ryan (2000), Payne and 
Robb (2000), Barton (2001), Gul, Leung, and Srinidhi (2002), Zarowin (2002), 
Elgers, Pfeiffer, and Porter (2003), Wan-Hussin Nordin and Ripain (2003), 
Kanagaretnam, Lobo, and Yang (2004), Cheng and Warfield (2005), Abdel-
Khalik (2006), Myers, Myers, and Skinner (2006), Tan and Jamal (2006), 
Tucker and Zarowin (2006), and Grant, Markarian, and Parbonetti (2007).  See 
Buckmaster (2001). 
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There are a number of differences between the two types.  First, because 
earnings are a random variable that depends on past production and in-
vestment decisions, real smoothing is likely to precede artificial smooth-
ing.  Second, real smoothing involves decisions that reduce the volatility of 
economic earnings.  In contrast, artificial smoothing involves both over-
statement and understatement of economic earnings:  It overstates low 
earnings and understates high earnings. In that way, the series of reported 
earnings has the same average as the series of economic incomes, but with 
lower variability.  Figure 1 depicts artificial smoothing. 

The reported earnings (Mt) are closer to the long-term average earnings 
line than the unmanaged earnings (Xt)—earnings that would have been 
publicized had the reporting strategy been neutral. 

 

                        t=1       t=2      t=3      t=4       t=5                                Date (t) 

Earnings 

Long-run average 
earnings 
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X i3 

 Mi5 
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X i2 
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X i4 
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X i1 

  Mi1 

M = reported 
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X= economic 
earnings  

 
Fig. 7.1 Artificial smoothing 

Smoothing can also be pernicious, in that reported earnings are made to 
be close to an earnings trend line that differs from what management truly 
believes it to be.  To the extent that smoothing is pernicious, the Sarbanes-
Oxley Act (SOX) is likely to affect the relative occurrence of real and arti-
ficial smoothing.  Intuitively, accruals management seems more appealing 
than real smoothing because it does not reduce the firm’s value as much.  
On the other hand, real smoothing has the added benefit that it is less 
transparent and thus much harder to detect and deter (Ewert and Wagen-
hofer, 2005). 

In this chapter, we describe the motivation to smooth along the four di-
mensions of capital markets, governance, competition, and regulations.  
The capital-market-oriented motivation centers on the informational value 
of smoothing and the demand for consumption smoothing.  The govern-
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ance motivation centers on the smoothing incentives of an agent in multi-
period principal–agent relationships.  Competition has received no atten-
tion in the literature, so we develop a signaling example.  The regulation-
based motivation centers on taxation.  Finally, we explain how reform in 
the market for auditors can enhance beneficial smoothing and deter perni-
cious smoothing. 

7.1 Capital Markets 

The capital-market incentives for smoothing can be divided into two cate-
gories.  The first concerns the stock market; the second concerns the bank-
ing system, which allows individuals to borrow and save funds in order to 
finance private consumption. 

7.1.1  The Stock Market 

The first question to be addressed is whether smoothing affects valuation.  
Practitioners seem to think that it does.  Graham, Harvey, and Rajgopal 
(2005), surveyed chief financial officers (and officers with similar finan-
cial reporting tasks but different titles, such as controllers, vice presidents, 
etc.).  They report that 96.9% of their respondents preferred a smooth earn-
ings path.  When asked to explain why smoothing is preferable, the re-
spondents gave the following explanations (see their table 8, panel A).  
Some support beneficial smoothing, and others support pernicious smooth-
ing (Table 7.1). 

Table 7.1 The response to the question on preference for smoothing 

Question: A smooth earnings path is preferred because it … 
Agree or 
strongly 
agree% 

(1) is perceived as less risky by investors 88.7 
(2) makes it easier for analysts and investors to predict future 

earnings 
79.7 

(3) assures customers and suppliers that business is stable 66.2 
(4) reduces the return that investors demand 57.1 
(5) promotes a reputation for transparent and accurate reporting 46.5 
(6) conveys higher future growth prospects 46.3 
(7) achieves or preserves a desired credit rating 42.2 
(8) clarifies true economic performance 24.3 
(9) increases bonus payments 15.6 



320      7  Smoothing 

7.1.1.1 Beneficial Smoothing 

By our definition of earnings management in Chap. 2, smoothing is bene-
ficial when it conveys valuable information on future results. As Ronen 
and Sadan (1981) Chapter 3, Suh (1990); Sankar and Subramanyam (2001)  
have noted, smoothing can be beneficial by reducing distortions in market 
prices.  To illustrate, suppose that the firm lasts two more periods.  At the 
beginning of the first period, its books value is $10,000.  By the end of the 
first period, it generates profits of $50,000.  It is known that the second-
period earnings are either $140,000 or zero with equal probabilities.  The 
firm alone learns the true second-period earnings before it reports the first-
period financials.  Suppose that the second-period earnings are $140,000.  
The valuation of a firm that reports the truth is $130,000, which is the total 
of its first-period book value, $10,000, the first-period reported earnings of 
$50,000, and the expected second-period report (=½ x 140,000 + ½ x 0).  
Since the second-period outcome is $140,000, this firm’s value is 
$200,000, so its value is underestimated by $70,000.  In contrast, a firm 
which smooths the first-period report by reporting half of its total reported 
earnings at the end of the first period, $95,000 (=½ x ($50,000 + 
$140,000)), is correctly valued at $200,000 (=10,000 + 95,000 x 2).  
Smoothing, then, improves the information content of its reports.2 

In our example, smoothing is accomplished by reporting the average 
earnings, which reduces the variability of reported earnings to zero.  Yet 
any first-period report between $50,000 and $95,000 dollars would reduce 
the variability of earnings!  This raises a question regarding the optimal 
degree of smoothing. 

Chaney and Lewis (1995), and John, John, and Ronen (1996), provide 
answers that rely on the costliness of signaling value through smoothing.  
Chaney and Lewis analyze a two-period reporting model with two types of 
firms: high value, h, and low value, �, h > �, where the market cannot dis-
tinguish between the two.  Since the first-period managed earnings must 
reverse in the second period, the reports of the two types in each period are 
as follows: 

                                                      
2  Under uncertainty, beneficial smoothing can backfire when management's ex-

pectations are not realistic.  In that case, smoothing increases the prediction er-
ror of the value of the firm (Hoogendoorn, 1985).  To illustrate, suppose that the 
managers of both firms in our example erroneously assume that the second-
period cash flows will be zero.  Hence, to smooth, the firm reports $25,000 
((50,000+0)/2).  The market's valuation now is $60,000, which underestimates 
the firm by $140,000, in contrast to the valuation of the truth-telling firm, 
$130,000, which is only $70,000 short. 



7.1 Capital Markets      321 

1 1 1

2 21 1

( ) , , .

( ) , , .
j j j j j j

j j j j j

R X X j h

R X X j h

� � !

� � !

 	 � 	 

 � � � 

� � � �

� � � �
 

(7.1) 

tjR�  is the report of a type j, j=h, �, in period t, t=1,2; jtX%  is the eco-

nomic earnings, generated by a mean-reverting process, jt j jX � � 	% , j�  

are the means, and j�  are white noise terms with known variance.  The re-
porting strategy is made up of two variables, the first-period smoothing 
variable, ,0 1,j j� �� �  and the first-period bias variable, j! . 

Clearly, if the market cannot distinguish between the two types, it un-
derstates the value of a type-h firm and overestimates the value of a type-� 
firm.  The type-h firm therefore has incentives to choose a report that sepa-
rates it from the type-�.  Chaney and Lewis prove that in a separating equi-
librium, type-� firms report the truth, and the type-h firms combine 
smoothing with a positive bias that is costly because it increases taxes.  Al-
though this study calculates the optimal bias in the first period, clearly, 
there are many profiles of � and ! that yield the same report.  The equilib-
rium therefore is not unique. 

In John, John, and Ronen (1996), smoothing results from signaling 
value to investors because of the tax implication of reporting profits ear-
lier.  The point is that a signal is valuable only if it is costly enough to de-
ter low-value firms from mimicking high-value firms.  Taxation provides 
such a signal, where shifting taxable income to an earlier period causes the 
series of reported numbers to exhibit a smoother path than the series of 
economic earnings.  To illustrate, consider a market with two types of 
firms, high value, which gross $450,000 during their life, and low value, 
which gross zero.  The tax rate is 30%, and the marginal borrowing rate 
(which affects the cost of cash paid as taxes) is 10%.  In the absence of in-
centives to use tax payments to signal, deferring tax payments is prefer-
able.  Suppose that both types accumulated losses of $100,000 and in this 
year earn $100,000.  The high-value firm anticipates earning another 
$200,000 next year and $250,000 in the following year.  The low-value 
firm anticipates zero earnings in the next 2 years.  In a signaling equilib-
rium, the low-value firm nets the accumulated losses against the net gain 
and pays nothing, saving $3,000 3,  while a high-value firm reports 
$150,000 each year and pays the tax.  That is, instead of reporting earnings 
of $100,000 in year 1, $200,000 in year 2, and $250,000 in year 3, the 
high-value firm reports $150,000 in each year, producing a smoother series 
                                                      
3 10% of $30,000 avoidable taxes. 
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of reported earnings.  It is, however, highly likely that the firm shies away 
from perfect smoothing because it wishes to minimize the signaling costs, 
which in turn dictate the reported earnings.  The exact earnings reported in 
the first period are set at a level that deters low-value firms from pooling 
with high-value firms.  The difference between this study and that of 
Chaney and Lewis is that the equilibrium here is unique because the re-
porting strategy comprises one variable only. 

As a final comment, note that when we calculated the smoothed re-
ported earnings, we aggregated the earnings of three periods and divided 
by three.  That is, smoothing requires an intertemporal aggregation.  The 
importance of aggregation in accounting has long been noted (Sunder, 
1997).  Hence, our discussion indirectly also touches on the issue of when 
aggregation provides more information and when it obscures the truth (see 
Indjejikian and Nanda, 1999; Christensen, Demski, and Frimor, 2002; 
Arya, Glover, and Liang, 2004; and Feltham, Indjejikian, and Nanda, 
2006). 

7.1.1.2 Neutral Smoothing 

Earnings management is neutral when it has no effect on cash flows.  In 
this section, we explore settings in which firms smooth but the market sees 
through the smoothing. 

Goel and Thakor (2003), describe neutral smoothing.  They analyze a 
stylized rational expectations equilibrium.  The firm’s shareholders are 
principally uninformed traders, who, for liquidity reasons, must sell their 
shares after the publication of the accounting reports.  They sell to in-
formed traders, who acquire costly value-relevant information that can nei-
ther be communicated by the firm nor publicly observed without cost.  The 
informed traders recoup the cost of the signal by trading with the unin-
formed traders, and the higher the variance of the firm’s income, the 
greater the informed traders’ profits and the higher the incumbent share-
holders’ losses.  Hence, a firm’s stock price is negatively correlated with 
its volatility.  This provides the firm with incentives to smooth to reduce 
volatility.  There are four possibilities along two dimensions: the firm 
smooths or does not smooth, and the market expects or does not expect 
smoothing.  Clearly, in equilibrium, either the firm smooths and the market 
correctly expects it to smooth, or the firm does not smooth and the market 
does not expect it to do so.  The latter profile cannot be an equilibrium be-
cause if the market does not expect the smoothing, the firm can increase its 
price by reducing the volatility of the series of reported earnings.  Hence, 
the only equilibrium profile is the former: (a) the firm smooths and (b) the 
market expects it to smooth. 
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Smoothing is neutral because the market undoes the smoothed report to 
learn the truth.  In other words, the payoffs to all players is the same as the 
payoffs had the firm reported the truth and the market believed the report.  
The reason that truth-telling equilibrium is not feasible is that the dynamics 
are those of the “signal-jamming” equilibrium in sender–receiver games:  
If a deviant firm (the signal’s sender) does not smooth, it is punished be-
cause the ignorant market (the receiver) evaluates its income stream at a 
lower price to “correct” for smoothing. (These dynamics also drive Dye, 
1988, discussed in Chap. 8; Stein, 1988; and Elitzur, 1995, discussed in 
Chap. 2). 

Another study with neutral smoothing is Elitzur and Yaari (1995).  The 
authors analyze multi-period decision making by a manager who times ac-
counting accruals and his trading strategy in the firm’s shares during his 
tenure with the firm (his compensation package comprises a base salary, a 
bonus based on accounting earnings, and stock).  Lifetime consumption 
considerations yield a smoothed series of reports.  Smoothing is neutral if 
the market is perfectly rational with sufficient information to know the 
truth.4 

7.1.1.3 Pernicious Smoothing 

Firms may have incentives to smooth without signaling management’s true 
expectations of future earnings5 because they perceive that a lower vari-
ance in the series of reported earnings affects valuation favorably.  (For an 
empirical documentation of the link between variance and the valuations 
based on reported accounting earnings, see, e.g., Bitner and Dolan, 1996; 
Hunt, Moyer, and Shevlin, 1996; Subramanyam, 1996; Hann, Lu, and
Subramanyam, 2007.)  The question is under what circumstances a firm can
perniciously smooth in a rational market. 

Pernicious smoothing can occur if the market lacks sufficient informa-
tion (see the discussion in Elitzur and Yaari, 1995).  It involves pooling 
equilibria in signaling games, where pernicious smoothers mimic firms 
with a genuinely smoother earnings series.  Trueman and Titman (1988), 
analyze the case in which firms take a loan.  Because of the risk of bank-
ruptcy, debt-holders require a higher rate of return for firms with more 
variable income.  The fact that some firms cannot smooth gives sufficient 

                                                      
4 Smoothing is not innocuous when the market is unable to filter the noise in the 

report to learn the truth. 
5 For empirical investigations that show that when opportunities for earnings man-

agement present themselves, earnings management is more likely to take place, 
see Part 2. 
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credibility to the smoothed reports of firms that can to make it worthwhile 
to smooth.  As Newman (1988), and others argue, it is not clear why firms 
with stable earnings will not take measures to distinguish themselves from 
those that try to pool with them to reduce their cost of capital.   

Pernicious smoothing can survive in a rational market in part because 
firms may smooth only conditionally upon good news.  Kirschenheiter and 
Melumad (2000), and Yaari (2005), provide a rationale for inconsistent 
smoothing.  To see the logic, consider the following simple example.  The 
value of the firm is a random variable, V; that is, 

V= ��+ �v, (7.2) 

where � is white noise, E(�v) = 0, and Var(�v) =1/h . 
The firm’s long-run economic value is �8��Investors learn the reported 

earnings y, which are a noisy and unbiased signal on V, y=V+�y , E(�y) =0 
and Var(�y) =1/g.  The reported earnings, y, are an unbiased estimate of the 
economic earnings. 

Suppose that V and y belong to conjugate family distribution functions 
where the posterior mean is a linear function of the prior mean and the sig-
nal (as is the case when all variables are normal).  Then, 

� �E ( ).h g gV y y y
h g h g h g

� � � 	  	 �
	 	 	

 (7.3)

Management’s objective function is to increase the valuation of the 
firm, E(V =y), given that investors do not know g.  Since it has discretion 
over the precision of reported earnings, g, its strategy is to set  g is as high 
as possible (i.e., g/(h+g)�1, and overstate the report when the accounting 
earnings covey good news, y > �.).  This strategy smooths out the variabil-
ity of the report relative to the true earnings.  When the news is bad, y > � , 
Kirschenheiter and Melumad, show that, under certain conditions, the firm 
prefers “taking a bath.”  This strategy takes the edge off from setting the 
precision g to be very high and is inconsistent with smoothing out the re-
ported earnings. 

Yaari (2005), shows that when firms wish to beat a target in future peri-
ods, the firm hoards reserves of reported earnings to beat the target.  When 
current earnings are high, the firm understates earnings, which is consis-
tent with smoothing.  However, when, earnings are low, the understate-
ment of earnings increases earnings variability (the opposite of smooth-
ing).   
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7.1.2 The Banking System 

Consumption smoothing can motivate smoothing of reports6 (e.g., Monsen 
and Downs, 1965; Dye, 1988; Suh, 1990; Christensen and Feltham, 1993;7 
Sivaramakrishnan, 1994; Boylan and Villadsen, 1998; Haas, 2000; Sankar 
and Subramanyam, 2001; Srinidhi, Ronen, and Maindiratta, 2001).  See 
the Appendix for a rigorous presentation of this type of smoothing. 

To illustrate the argument, assume that the firm lasts two periods, sto-
chastically generating earnings of xt, t=1,2, in each period.8  Because eco-
nomic earnings are unobservable, the manager’s compensation in period t, 
St, is based on the accounting report, mt: 

S1=S(m1),  S2=S(m2). (7.4) 

The only restriction on reported earnings, m, is that in the long run they 
equal the truth; that is, given the firm’s internal rate of discount, r, 

(1+r)m1 + m2 = y , (7.5) 

where 

y = (1+r)x1  + x2. (7.6) 

Suppose that the manager alone has perfect knowledge of the second-
period earnings, x2, when the firm issues the first-period report, m1.  The 
decision on m1 affects the timing of the recognition of the firm’s value, y, 
between the two periods, because once m1 is disclosed, m2 is determined: 
m2 = y �(1+r)m1. 

If the manager’s goal is to obtain a perfect consumption-smoothing 
path, c1=c2, then if S1=S2, perfect smoothing of the reports ensues, 
(1+r)m1=m2=y/2. 

The argument that consumption smoothing yields smoothed reports is 
based on two assumptions:  First, it is presumed that the capital market is 
imperfect, so smoothing the reports is the only vehicle to achieve con-
sumption smoothing.  If the capital market were perfect, the reporting 
strategy would maximize total compensation, and the manager would 
                                                      
6 A different way to express the consumption-smoothing explanation is to model 

the agent’s preferences as an indirect utility over the periodic income and then 
show that smoothing spreads risk across periods.  These explanations are 
equivalent because of the duality between direct utility over consumption and 
indirect utility over income for a given vector of consumption good prices. 

7 Christensen and Feltham (1993), are concerned with the value of communica-
tion, not with earnings management per se. 

8 For studies that derive smoothing in an infinite horizon model, consult Boylan 
and Villadsen (1998), and Srinidhi, Ronen, and Maindiratta (2001). 
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achieve his optimal consumption path through transactions in the capital 
market. 

Second, the argument assumes away the hoarding of compensation, 
which might affect the reporting strategy (Yaari, 1991).  In other words, 
what prevents the manager from reporting y and earning S(y) in the first 
period and zero in the second period, and dividing consumption between 
the two periods by hoarding a portion of S(y) in the first period?  Hoarding 
is optimal if the compensation is a sufficiently convex function of the re-
port. 

To see this point, suppose the manager can save unconsumed compensa-
tion.  The manager has a constant relative risk-aversion utility function, 
U(z) = Z-1/2, and his compensation contract is a piecewise schedule, if xt��,  
St = (xt��)2, and , if xt$�, St= 0, t=1,2,  where � is mean earnings.9  Let � 
=100, r=0, x1=200, and x2=400.  If the manager smooths by reporting 300 
in each period, he enjoys utility over consumption of 200 in each period.  
If he reports 600 in the first period and zero in the second, he can obtain 
total compensation of 250,000; dividing consumption between the periods 
yields him utility of 353.55 in each. 

This argument illustrates that smoothing can occur in perfect markets as 
well if the compensation is sufficiently concave (Dye, 1988; Yaari, 1993; 
Sivaramakrishnan, 1994; Demski, 1998) because in such cases the mar-
ginal dollar compensation decreases in the reported earnings.  Total com-
pensation is maximized by shifting reported outcome from the period with 
the low marginal compensation to the period with the high marginal com-
pensation, until 1 1 2 2( ) ( )S m S m� � .  This yields a smoothed series of ac-
counting reports, m1= m2.  In contrast, if the compensation is a linear func-
tion with the same marginal rewards in each period, earnings management 
does not take place in a perfect capital market regime (Liang, 2004). 

Realistically, capital markets are not perfect.  As Stiglitz (1969), and 
others notice, the capital market allows access to individuals, but it dis-
criminates between individuals and firms, because the latter are considered 
to be more profitable clients.  Yaari (1993), explores this fact in a study in 
which a firm's owners design the contract and the reporting strategy.  The 
owners solve the following program: 

� �� � � � � �� �

� � � � � � � �� �� �

1O
1 1 1 2 2 2

1M 1
1 2 2 1 1 1 0
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EU (1 ) EU 1 , (IR)

m S m m S m
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�
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�

��

� 	 	 �

	 	 	 	 � )

 

                                                      
9 For a derivation of such a contract in a one-shot game, consult Christensen and 

Feltham (2005, chapter. 16). 
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where m2 = y � (1 + r)m1, �> and �? are the discount factors of the own-
ers and the manager, respectively, and i is the manager's cost of capital. 

The owners maximize expected utility (V) over the stream of reported 
earnings � �ttt mSm � , subject to the constraint that the contract guaran-
tees the manager his reservation utility level, U0.  The second-period con-
sumption is determined by the budget constraint, 2c   

� �2 2S m 	 � � � �� �1
1 1 11 i S m c�	 � .  The manager’s cost of capital, i, is dif-

ferent from the firm's cost of capital, r.  When the manager borrows, his in-
terest payment is higher, r < i, and when the manager saves, his interest is 
lower,  r > i. 

Denote the Lagrange multiplier of (IR) by �.  The equilibrium contract 
satisfies the pointwise optimality condition: 

� � � �

1

1O
2

V ˆ: ,
U
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where � � 1M 1ˆ (1 ) 1 .i
 
 � �� 	 	   
The contract has two components: an optimal risk-sharing element, cap-

tured by V
U



�

�

, and a financial component that reflects the term rates and 

the discount factors of the two players, captured by 
� � � � � �11M 1 O(1 ) 1 1 1i i� �

���	 	 	 	 .  Yaari shows that smoothing is no longer 

uniform across firms.  Compared to the perfect smoothing that produces a 
series of reported earnings with zero variability, some firms smooth with 
an upward bias, while others smooth with a downward bias.  These results 
settle the issue of the multiplicity of possible smoothed reports discussed 
above.  That is, smoothing is a family of reporting strategies.  Firm-
specific characteristics determine the particular smoothing path chosen by 
a firm.    

Yaari (1993), does not capture the reality before the Sarbanes-Oxley Act 
of 2002 (SOX) because some managers then borrowed funds from the firm 
that they managed at rates that were even superior to the borrowing rates 
of the firm from which they took the loan (Nofsinger and Kim, 2003).  For 
example, Mattel Corp. gave a loan of $7.2 million to the CEO, Jill Barad; 
when she was ousted, the loan was absolved, and the company agreed to 
pay an addition $3.3 million to cover the cost of incremental taxes that 
arose from absolving the loan.  Section 402(a) of SOX prohibits such per-
sonal loans.  Public companies are not permitted “directly or indirectly,… 
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to extend or maintain credit, to arrange for an extension of credit, or renew 
an extension of credit, in the form of personal loan to or for any director or 
executive officer (or equivalent thereof) of that issuer.”  We conjecture 
that section 402(a) would increase the motivation to manage earnings to 
achieve consumption smoothing. 

7.2 Governance 

The relationships between smoothing and governance are captured by the 
principal–agent relationships between owners and managers.  Owners face 
the challenge of designing a mechanism—a compensation contract—that 
induces the manager to make the “right decisions.” 

A clue regarding the effect of moral hazard on smoothing is provided by 
the finite-horizon principal–agent literature, which documents that the cur-
rent-period compensation must be conditioned on the history of outcomes 
(Lambert, 1983; Rogerson, 1985a; Christensen and Feltham, 1993, 2005).  
If the agent has the option to choose the timing of the report that is the ba-
sis of the contract, he is likely to smooth the stream of reports when the to-
tal of the reported numbers and the sum of the outcomes are equal.  The 
question is whether the owners allow it.  Allen (1985b), proves that a long-
term contract dominates a series of short-term contracts because it allows 
intertemporal risk-sharing and provides additional information.  This result 
suggests that smoothing is likely to be desirable to the principal. On the 
other extreme, in the perfect capital market framework of Holmström and 
Milgrom (1987), for example, there is no difference between a contract 
that pays the manager periodically and a contract that pays the agent just 
once at the end of the contract’s period; in such a framework, artificial 
smoothing is valueless, since the timing of reported earnings is unimpor-
tant.10 

Admitting the manager’s actions into the analysis leads to dividing our 
discussion between real smoothing—actions that produce smoother ac-
counting reports—and artificial smoothing—smoothing merely the series 
of reported outcomes. 

                                                      
10 Additional studies that have dealt with a multi-period contract versus a series of 

short-term contracts include Townsend (1982), Fellingham, Newman, and Suh 
(1985), Fudenberg, Holmström, and Milgrom (1990), and Spear and Srivastava 
(1987), Malcomson and Spinnewyn (1988). 
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7.2.1 Real Smoothing 

Real smoothing involves production and investment decisions. Oyer 
(1998), who studies smoothing by salespeople, explains how it is done: 

Consider a company that sells parts to car manufacturers.  Car 
manufacturers are concerned with inventory costs and want to avoid 
buying materials they never use.  Also, they are likely to purchase 
parts at a contracted price, so threats of future price increases are not 
an effective way to rush orders.  Now consider a company selling 
complex and expensive computer systems to corporations. The sales-
person may be in a position to share or hide information about price 
and technology changes. Similarly, the executives of the computer 
company can share or hide information from the public and sometimes 
even from the salesperson. In this way, unlike agents at the parts com-
pany, the computer salesperson and the executives for whom he works 
can influence the date a computer is purchased and shipped. The com-
puter salesperson has more opportunity to attain quota in current and 
future years, while computer executives can move sales to the year 
where they have the most impact on their own compensation.   

This timing influence, which I will call ‘‘timing gaming,’’ can take 
two forms.  The salesperson can ‘‘pull in’’ potential business from the 
next fiscal year to make quota this year, or the salesperson, knowing he 
has achieved quota or giving up for the current year, can ‘‘push out” 
business to the next year. Without knowing salesperson turnover rates 
and the form of the sales distribution, it is not possible to determine for 
sure whether the pull-in or push-out effect dominates.  (p. 156) 

Although the literature on the finite-horizon repeated principal–agent 
game had detected intertemporal links in the choice of actions (Lambert, 
1983; Rogerson, 1985a), the first study that analyzes the connection be-
tween moral hazard and real smoothing is that of Lambert (1984). 

To illustrate, consider a two-period principal–agent game in which the 
manager takes unobservable actions at the beginning of each period that, 
together with nature, determine the economic earnings.  The utility func-
tion of the risk-averse, work-averse manager is separable in monetary re-
ward, S, and effort, e; that is, U(S,e)=U(S)�W(e), where U is a Von Neu 
mann–Morgenstern (VNM) utility function with risk aversion, 
U > 0, U <0,� �� and W is a strictly increasing, strictly convex function of ef-
fort, e, W > 0, W >0.� ��   The outcomes in each period, xi, are independent 
variables drawn from continuous distribution functions, with certain char-
acteristics, f(x�e).  The manager’s expected payoff in period 2 is 

� �� � � � � �1 2 2 2 2 2,U S x x f x e dx W e�; . 

The manager s actions at the beginning of the second period satisfy ,
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� �� � � � � � 0', 222221 2
�; eWdxexfxxSU e . (7.7)

2 2 2
( )ef x e is the derivative of the distribution function of outcome, x2, 

with respect to the second-period effort. 
Note that the compensation, S, depends on the history of outcomes, x1 

and x2.  The manager exerts effort at a level that equates the expected mar-
ginal utility over compensation to the marginal cost of expending effort. 

From Eq. 7.7, we obtain 

2

1

d 0.
d
e
x
�  (7.8) 

The higher the first-period outcome, the smaller the effort expended by 
the manager in the second period.  The intuition: a higher first-period out-
come gets the agent a higher monetary reward.  Since the marginal utility 
decreases with monetary compensation, the marginal benefit from expend-
ing more effort decreases.  At the same time, because the marginal cost of 
effort increases with effort, the marginal cost of effort decreases as less ef-
fort is expended. 

This dynamic introduces a negative correlation between the first- and 
second-period outcomes, even though the underlying stochastic variables 
are independent.  Consequently, the variability of the total outcome is re-
duced. That is, 

var(y)=(1+r)2var(x1)+var(x2)+2(1+r)cov(x1,x2) 

< (1+r)2var(x1)+var(x2). 

(7.9)

The question that is yet to be answered is whether real smoothing and 
artificial smoothing are complements or substitutes. 

Effort is shorthand for the unobservable actions of the manager.  To the 
best of our knowledge, Gavious, Ronen, and Yaari (2002), are the first to 
link effort to investment and hence to the firm's valuation.11  We analyze a 
model in which effort affects the growth rate of economic earnings, which 

                                                      
11 Narayanan (1996), examines the optimal compensation of a manager with un-

known ability who has the discretion of choosing between a long-term and a 
short-term investment.  He shows that a combination of cash flows and re-
stricted stock is required to ensure that the choice maximizes shareholders’ 
value, given that the manager is compensated on perceived ability alone (based 
on the cash-flow signal), while the market price depends on both the investment 
and the manager’s actual ability. 
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in turn affects valuation, since growth rate is a parameter in the firm's 
valuation model.12 

Our model builds on the standard valuation model.  The firm generates 
periodic earnings, ,tx  as a function of the permanent earnings generated in 

that period, P
tx , 

,P
t t tx x � 	  (7.10) 

where t�  is white noise.  The growth in permanent earnings is deter-
mined by the investment in excess of replacement capital, It, which, in 
turn, is determined by the manager’s choice of effort, et, and nature,  It ~ 
N(ntet, � 2

g ), where nt is a firm- or industry-specific parameter.13  The uncer-
tainty in net investment captures the potential divergence between planned 
investment—the effort expending stage—and the ex post actual invest-
ment, which depends on factors beyond the manager’s control.  Denote the 
rate of return on an incremental investment by r, 0 < r < 1.  The net in-
vestment in the (t-1) It–1, increases future permanent earnings, 

P ,tx by rIt .  The manager’s choice of effort thus affects the growth rate in 
permanent earnings, gt, defined as 

P P
-1 -1

P P
-1 -1

.t t t
t

t t

x x r Ig
x x
�

   
(7.11) 

If owners are decision makers who make the investment decision (a 
first-best scenario), they prefer the early investment to be as high as possi-
ble to accumulate its benefits.  If the manager makes the decision as a 
steward of owners (a second-best scenario), he might postpone the invest-
ment decision to defer the utility sacrificed in making the investment.  The 
consequence is that the path of the expected growth rate is strictly concave 
in the first-best and strictly convex in the second-best scenario. 

                                                      
12 An empirical investigation into the link between investment and earnings man-

agement is given by McNichols and Stubben (2005). They find overinvestment 
with earnings management and underinvestment following the period in which 
misreporting occurred. 

13 Effort affects the mean, and not the variance, in order to ensure that smoothing 
is not driven trivially by the risk-averse manager’s reluctance to bear risk, as 
measured by variance. For analytical one-shot studies that allow effort to affect 
the variance of a performance measure, see Meth (1996), and Demski and Dye
(1999). 

th period, 
–1
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An additional study that links earnings management to growth is Jevons 
Lee, Li, and Yue (2006).  They show that when the firm manages earnings 
to affect valuation, the intensity of earnings management increases in earn-
ings and decreases in growth. 

7.2.2  Artificial Smoothing 

The analytical literature offers insights into the incidence of artificial 
smoothing in principal–agent relationships.  The mechanics are similar to 
those presented in our discussion of smoothing under limited borrowing 
conditions (Penno, 1987; Sivaramakrishnan, 1994).  When the agent 
knows current earnings and has an imperfect signal on future earnings, the 
agent smooths the first-period report around the future signal when he is 
restricted to communicating only the current period’s outcome.  Hence, al-
though the current report is not truthful, it is forward-looking. 

Fudenberg and Tirole (1995), examine the reporting strategy of an in-
cumbent manager who is anxious to keep his job.  The manager has to 
cope with the reality of information decay, which implies that being suc-
cessful one period ago is less meaningful than being successful today.  
They prove that the agent smooths the report:  If it is very good news, de-
flating it by deferring reporting to the future “saves” it from the informa-
tion decay.  If the information is bad news, inflating the report ensures 
continuous employment.14 

One question that has plagued the principal–agent works on smoothing 
is whether it is beneficial or pernicious to the principal.  Demski (1998), 
formulates conditions for each case.  The harmful case is obvious, in that 
artificial smoothing reduces the quality of the accounting message in its 
role as a monitor of the agent’s effort because it garbles the message.  
Even here, however, there are different shades of gray, as, in some in-
stances, the principal (weakly) tolerates smoothing.  The beneficial case 
obtains when the opportunity for smoothing arises only if the agent exerts 
the high, desired level of effort.15  Arya, Glover, and Sunder (1998), prove 
                                                      
14 The importance of future earnings, emphasized by this model, motivates the 

empirical tests in DeFond and Park (1997), Elgers, Pfeiffer, and Porter (2000), 
and Payne and Robb (2000).  For recent corroboration of the theory, consult 
Ahmed, Lobo, and Zhou (2006). 

15 This issue applies to the single-period case as well.  Verrecchia (1986), analyzes 
the one-shot principal-agent game in which the principal does not observe eco-
nomic earnings but knows that the agent can acquire at a cost a signal that im-
proves the financial reporting so that it coincides with the economic earnings.  
Verrecchia shows that the principal may prefer to allow the manager to manipu-
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that smoothing can improve the welfare of a principal who cannot commit 
not to fire his manager in response to poor short-run performance.  The 
threat of early termination of employment is costly because the require-
ment that the contract guarantee the agent his reservation utility level can 
only be met with a higher compensation cost.  (This result depends on the 
parameters of the problem because earnings management is also costly; in-
flating the first-period report to cover up for poor performance delays the 
principal’s ability to infer that the incumbent manager is inefficient and 
should have been replaced by a more efficient manager sooner.)  Similar to 
Ronen and Sadan (1981), Suh (1990), and Sankar and Subramanyam 
(2001), show that the informativeness of smoothing is valuable, albeit 
costly, too.  The former notes that the cost of smoothing is that earnings 
are a less informative signal on the agent’s effort, and the latter observe 
that the cost arises from providing the privately informed, utility maximiz-
ing manager with more discretion over the choice of accounting treatment.  
Srinidhi, Ronen, and Maindiratta (2001), study the optimal reporting strat-
egy of a manager who cannot access the capital market, but who can use 
his private knowledge of future outcomes to smooth his consumption 
stream in an infinite horizon model, through the smoothed stream of re-
ports.  They show that the manager smooths and that smoothing is a policy 
that satisfies the GAAP requirements of consistency, unbiasedness, and 
cash-flow convergence. 

7.3 Product Market Competition 

We are unaware of any published analytical study that explains the de-
mand for smoothing in the context of the economics of the business and 
the product markets in which the firm operates, but the evidence is there.  
For example, smoothing is valuable to reassure suppliers and customers 
(Graham, Harvey, and Rajgopal, 2005, as cited above).  Smoothing is also 
useful as part of a firm's business strategy to reduce risk.  Barton (2001), 
who examines whether firms smooth earnings through accruals or through 
their financial derivatives, uses diversification as a control because “less 
diversified firms are more likely to use derivatives and manage accruals 
because they lack naturally smooth earnings and cash flows”  (p. 13). 

To get a taste of the usefulness of smoothing for profit maximization, 
consider a vertical industry that includes two monopolies, an upstream, U, 
and a downstream, D.  D purchases an intermediate product from U at a 

                                                                                                                          
late the report in order to obtain a better signal to monitor the agent’s unobserv-
able effort. 
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price wP�  and sells a finished good to customers for a price, P�  (like the 
situation in Sect. 6.3).  Each unit of the intermediate good is used to pro-
duce one unit of the finished good. 

It is common knowledge that the inverse demand function is P� = a� �Q, 
where Q is the quantity sold.  The price is a random variable because 
a� =�+��, where � is the mean demand, ��is determined by D’s sales ef-
fort, � ,[ , ]� �� 0,� � and �  is white noise with zero mean and a known 
variance, 0�.  The greater the effort D invests in creating clientele, the 
lower the riskiness of the demand. 

U and D first negotiate the price of the intermediate good.  D then ob-
serves the demand and chooses the quantity of purchases (and sales). 

We assume that D is risk-neutral.  Hence, it can be shown that after de-
mand is realized, the price of the good to the final consumers and the quan-
tity, given the price of the intermediate good, are determined by an equa-
tion similar to Eq. 6.10: 

P = 
2

wa P	�
 and Q = P� Pw  =

2
wa P��

. 
(7.12) 

We assume U is risk-averse with strictly increasing, strictly concave von 
Neumann–Morgenstern utility function over profits, henceforth denoted by 
V; that is, V >0, V <0.� ��   U agrees to an intermediate price that maximizes 
its expected utility over its profits, UR� : 

� � � �U(R )
2

w
w w

a PEV EV P c Q EV P c1 � 2* + �  � , -3 4. /5 6

%%% , (7.13)

which, upon denoting the absolute risk-aversion coefficient of U by rU 
yields the following price:16 

                                                      
16 � � � � � � .

2 2 2
w w

w w w
a P PEV P c EV P c P c� ��1 � 2 1 � 2* + * + * +�  � 	 � , -, - , -3 4 3 4. /. / . /5 6 5 6

%  

 The first-order-condition with respect to Pw yields 
 ( 2 ) ( ) 0.wP c EV E V� � �� �� 	 	   
 By Taylor’s expansion around the mean profits, 

� � � � � � � �
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 Taking expectations, 
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2 U 2

2 U 2

(1 / 2)
2 / 2w
c rP

r
� � 0

� 0
	 	


	

. 
(7.14) 

The profits of D, are 
22 U 2

2 U 2

( )(1 / 2) .
2 / 2

D a a c rR
r

� � 0
� 0

1 2� 	 � 	
 3 4	5 6

� �  
(7.15) 

Taking a derivative with respect to � shows that 

� 'Sign Sign 2
DR a c�
�

1 2A  	 �3 4A5 6
% . 

(7.16) 

If a 	� ����2c> 0, D can increase profits by taking actions to smooth the 
variability of the demand, which in turn reduces the variability of both 
firms’ reported earnings. 

7.4 Regulation 

Liang (2004), studies a two-period model wherein regulators design and 
enforce the accounting standard to be applied to reporting economic earn-
ings.  Some measure of smoothing is desirable to reduce agency costs be-
cause it allows the risk-averse manager to spread intertemporal risk opti-
mally.  In this case, a regulatory attempt to eliminate earnings management 
can reduce the firm’s value. 

Regulation has attracted more interest since the enactment of the Sar 
banes-Oxley Act, and we refer the readers to the Introduction to Part 2 for 
more discussion of this legislation. 

                                                                                                                          

 � � � � � � � � � �
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 Denoting the absolute risk-aversion coefficient of U by rU, rU = –V''/V', and rear-

ranging yields, 
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Appendix: Artificial Smoothing Motivated by 
Consumption Smoothing 

7.5.1 The Game 

Observe the contract between risk-averse owners and a risk-averse man-
ager in a two-period model.  The former are assumed to be able to diver-
sify their risk, and their objective is to maximize their expected total 
wealth.  The latter’s consumption stream depends on the temporal com-
pensation.  Hence, his objective is to maximize his expected income. 

The owners design a two-period contract, in which the first-period pay-
ment is based on the manager’s message, m1, because the manager alone 
observes the realized first-period economic earnings, x1, x1 �X1.  In addi-
tion to observing x1, the manager alone learns the second-period outcome, 
x2, x2 �X2, at the end of period 1.  Since total economic and reported earn-
ings must coincide (see, e.g., Sunder, 1997), the owners know the total ac-
tual earnings, y, y=x1+x2, at the end of the second period.  For each first-
period report, m1, the firm must report m2= y�m1 at the end of the second 
period (Fig. 7.2). 

The time-line of main events is as given in Fig. 7.2. 

Period 1 
 

Period 2 

Date 1 Date 2 Date 3 Date 4 
The owners 
and man-
ager con-
tract 

- Nature chooses x1 
- The manager ob-

serves x1 and a per-
fect signal on x2 

- The firm publicizes 
a message m1 

- The manager is 
paid and consumes 
what he earns 

- Nature chooses x2 
- The firm reports m2 
- The manager is paid 

… 
The owners 
collect liqui-
dating divi-
dends 

Fig. 7.2 The main events 

The question is twofold.  What is the optimal contract, given the man-
ager’s reporting strategy?  What is the manager’s optimal reporting strat-
egy in response to the contract? 

The fact that the owners are expected-wealth maximizers provides a 
clue to the first question, because it implies that the owners are interested 
only in the total net earnings, y�[s1(m1)+s2(m2)].  That is, for a given total 
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compensation of sy, sy=s1+s2, dependent on a given level of total earnings, 
y, the owners are indifferent to how it is divided between the two periods. 

In contrast, because the manager derives utility over periodic income, 
the division of the compensation between the two periods matters to him.  
For any given total payment, sy, he prefers a smooth payment schedule 
wherein the total compensation is divided equally, s1=s2=½sy. Moreover, 
the information available to the manager guarantees that the first-period 
message, m1, ensures an equal division of total payments between the two 
periods. 

One possible scenario that makes both the owners and the manager 
happy is having the owners design only one schedule by finding the opti-
mal total payments, S(y).  Then the manager is paid at the end of the first 
and second periods accordingly, s1=S(m1) and s2=S(m2).  In the off-
equilibrium event that s1�s2, the manager is penalized. 

The manager achieves his desired compensation stream by smoothing 
the report: 

m1 = ½y  and   m2 = y�m1 = ½y. (7.17) 

Characterizing the contract requires additional notation.  We denote the 
utility functions of the risk-averse owners and the manager by V  and U, re-
spectively, and the reservation utility level of the manager that can be ob-
tained in an alternative employment by û . 

The owners design a contract by solving the following program: 
 

EV [ ( )]max

. .
( ) ˆEU=2EU[ ] . (PC)
2

y S y
S

s t
S y u

�

)

 

 
The owners maximize their expected utility over the residual value, 

y�S(y), subject to the contract’s inducing the manager to participate 
(PC)because the contract guarantees that the manager's expected utility, 
EU, does not fall below the manager's reservation utility level. 

The Euler equation of this program yields a pointwise equilibrium con-
dition:17 
                                                      
17 Denote the density function of y by B. The Lagrangian is 

 ( ) ˆV ( ( )) 2U( )2
 ( )dS yy S y uL f y y


1 2* +� 	 �3 4, -
. /5 6

 ; , 

 and the accompanying Euler equation is 
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C y,    � �� �
� � ,

2
'
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-
/
+

,
.
*
�

ySU

ySyV  (7.18) 

where 
�is the Lagrange multiplier of (PC).  This equilibrium condition 
is also known as the Borch condition because Borch (1962), was the first 
to analyze the division of an uncertain outcome between risk-averse play-
ers. 

To find the slope of the contract, we totally differentiate the Borch con-
dition, denoting the absolute risk-aversion measures of the owners and the 
manager by RO and RM, respectively: 

4S = .
4

O

O M

R
R R

�
	

18 
(7.19) 

If, for example, both players have utility functions with constant risk-
aversion measures, � O and �M, respectively, the contract is a linear function 
of the total outcome, y.  For other utility functions, the relative change in 
the absolute risk-aversion measures determines the convexity of the con-
tract. 

This example illustrates that smoothing is valuable on three accounts.  
First, the manager achieves his desired consumption smoothing.  Second, 
the first-period report contains full information about the second-period 
report.  If we regress m2 on m1, 

                                                                                                                          

 ( )V ( ( )) U ( )2
( ) =0.S yy S yL f y dy
1 2� �� � 	3 45 6

 ;  

 The Euler equation obtains only if the argument in brackets is zero pointwise. 
18 Take a total derivative of the Borch condition with respect to y: 
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m2 = ��	� m1	�. (7.20) 

We obtain � =0, �"� and R2=1.  Since � is the persistence parameter of 
earnings, the results of the regression indicate that current earnings have 
high quality with an ability to predict future earnings in full. 

Third, smoothing reduces the observable variability of reported earn-
ings, which has a favorable effect on valuation (e.g., Bitner and Dolan, 
1996).  The variance of the series of economic earnings is 

2 21 2 1 2
21 2

1 2
[ ] [ ] [ ]2 2 0.

2 4

x x x xx x x x
	 	

� 	 � �
 )  

(7.21) 

Ordinarily, the variability is zero only in the highly unlikely event that 
x1 = x2, but under smoothing, the variability is zero for any realization of x1 
and x2.  To the extent that perceived variability affects the market's evalua-
tion of the riskiness of the firm, the firm enjoys a higher price.  This point, 
however, contains a sour note because although achieving optimal con-
sumption smoothing and informativeness through smoothing serves the 
manager’s greater good, the owners and investors in general are misled by 
the reduction in perceived variability, unless the earnings generation proc-
ess is mean reverting. 

7.5.2  Issues 

This example raises a number of issues.  The first concerns the validity of 
the smoothing phenomenon.  Smoothing is not the only option to obtain 
the optimal payoffs.  If the manager reveals x1 and x2 at the end of the first 
period, the owners can do the arithmetic themselves, y = x1+x2, find sy, and 
pay the manager half of sy.  That is, full revelation of the truth yields the 
same payoffs.  Note that the informativeness goal is served as well, with-
out embellishing the role of perceived riskiness.19 

This point has been recognized by several researchers (Dye, 1988; Ev-
ans and Sridhar, 1996; Lambert, 2001; Crocker and Slemrod, 2006; Ronen 

                                                      
19 This insight is universal.  For example, Suh (1990, p. 705), states, “Delegation 

of accounting method choice to the agent is shown to be an alternative Pareto-
equivalent mechanism to direct communication….”  Arya, Glover, and Sunder 
(1998), and Ziv (1998), note that a contract with a high severance payment can 
achieve the same outcome as earnings management. 
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and Yaari, 2007).20  The first four handle the issue by assuming that a 
truth-telling equilibrium does not exist (e.g., the manager cannot commu-
nicate all dimensions of his private information to the owners).  Our study 
employs a one-period model, but it is relevant to smoothing because it 
shows that limited liability renders truth-telling too costly to the principal.  
A truth-telling contract must be a penalty contract, but if liability is lim-
ited, penalties lose their effectiveness. 

Another answer that focuses on the principal–agent relationship between 
the owners and the manager is given by Ronen and Yaari (1993).  Since 
the second-period earnings depend on actions that the manager has yet to 
take, paying him for x2 at the end of the first period provides him with dis-
incentives to exert the costly second-period effort to achieve this outcome 
after being paid.   

Paying the agent an advance raises additional concerns, especially be-
cause the information on the second-period outcome may be uncertain.  If 
the manager is dishonest, he will report high m1 so that s1(m1)>y, take the 
first-period compensation, and divide it for consumption between the two 
periods himself.  Alternatively, suppose the manager is honest, but he has 
limited liability.  Although he exerts effort, nature nullifies his actions, re-
sulting in lower earnings than expected in the second period.  Although 
both principal and agent agree that the agent was overpaid and ought to re-
turn some of his first-period payment to the principal, the agent’s limited 
liability prevents the principal from recouping the advance. 

                                                      
20 See also Natarajan (2004), who studies reporting discretion from the perspective 

of the reporting set, which constrains the manager’s ability to manage earnings 
(at one extreme, the manager must report the truth only, and at the other, he can 
report any outcome).  Natarajan points out that reducing the agent’s discretion 
does not always increase the principal’s welfare. 



8  Maximization and Minimization 

Despite this earlier preference for income-smoothing, by the 
end of the 1990s, these same firms were robbing future periods 
for earnings that could be recognized immediately.  In short, 
“income smoothing” gave way to more predatory behavior.  In-
terestingly, restatements involving revenue recognition pro-
duced disproportionately large losses. (Coffee, 2003a, p. 23) 

 
In this chapter, we review studies on earnings-management strategies 

other than smoothing: maximization, minimization, and an extreme case of 
minimization—“taking a bath” (Scott, 2003).  In one-shot games, this list 
of strategies is exhaustive; in repeated relationships, it might not be.  Yaari 
(2005), for example, discusses “conservative smoothing,” which combines 
smoothing with “taking a bath.”  Others (Yaari, 1991; Demski and Frimor, 
1999; Koch and Wall, 2006) present a “maximizing variability” strategy in 
which the manager intends to dump all reported earnings in a single pe-
riod.  Demski and Frimor prove its optimality when the compensation con-
tract can be renegotiated after the release of the accounting report.  The 
other two link this strategy to the convexity of the contract. 

Definition:  The earnings-management strategy is maximization 
(minimization) if the report inflates (deflates) earnings.1  Let a firm 
that earns x, x�X, adopt a reporting strategy, M, M: X	 M

�
.  Then, 

given a report m, ,Mm
�

�  the report resulting from maximization 
(minimization) exceeds (is lower than) earnings, m > (<) x. 
This definition assumes that truth-telling is unique and thus serves as a 

cutoff: higher (lower) reported earnings constitute maximization (minimi-
zation).  The well-known strategy of “taking a bath” is minimization that 
sets the report to a very low level, by recording, for example, unusually 
large write-offs. 

                                                      
1 Our terminology draws on Scott (2003, pp. 383–384).  That is, maximization is a 

strategy of inflating reported earnings and minimization is the strategy of deflat-
ing reported earnings.   

Although we lump maximization and minimization together, two char-
acteristics separate them.  First, minimization transfers the reported out-
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come to future reports, while maximization either depletes past reserves of 
reported outcome or borrows from future reports.  Hence, previous aggres-
sive behavior might lead to accounting scandals when economic conditions 
deteriorate.  Becht, Bolton, and Roell (2003), state, 

As we are writing, a series of scandals and corporate failures is sur-
facing in the United States….  Many of these cases concern account-
ing irregularities that enabled firms to vastly overstate their earnings.  
Such scandals often emerge during economic downturns: as John Ken-
neth Galbraith once remarked, recessions catch what the auditors miss.  
(p. 13) 

The dynamics of this reporting strategy have been used to link fraud and 
fraud detection to the conditions of the economy (see Kedia and Philippon, 
2005; Povel, Singh, and Winton, 2005; Goldman and Slezak, 2006). 

Second, there is evidence that firms prefer to maximize rather than 
minimize.  For example, Kinney and Martin (1994), who analyze nine sets 
of audit-related adjustments from more than 1,500 audits across 15 years, 
conclude that such adjustments are overwhelmingly negative.  In other 
words, audits correct a positive bias in pre-audit earnings and assets.  (See 
also Nelson, Elliott, and Tarpley, 2003.)  In this chapter, we largely focus 
on maximization.  Minimization has been studied not as a local reporting 
strategy that specifies a report after the true earnings are realized but rather 
as the product of choosing accounting conservatism.  That is, conservatism 
specifies an accounting system that produces lower signals with a higher 
probability than high signals (Gigler and Hemmer, 2001; Venugopalan, 
2004; Bagnoli and Watts, 2005).  

As a general comment, note that the distinction between maximization 
and minimization in repeated relationships is problematic.  Because the to-
tal reported earnings and total cash flows are equal, present minimization 

 For additional studies on conservatism, consult Kwon, Newman, and Suh (2001), 
and Kwon (2005), who study conservatism from the perspective of a principal 
who has to design the accounting information system and the contract of an 
agent with limited liability.  Bagnoli and Watts (2005), look at conservatism 
when the firm wishes to meet expectations.  For valuable discussions of conser-
vatism in general, see Watts (2003a, b). 

will lead to future maximization, and vice versa.   Consequently, the re-
search into maximization and minimization deals mostly with one-shot 
games, restricting attention to deliberate interference in reporting current 
earnings. 

  Lin and Shih (2002), address the effect of the intertemporal aspect of earnings 
management on the timing of maximization and minimization.  Following 
Hayn s (1995) finding of a smaller market response to loss than to profit, they ,

2

2

3

3
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We divide the discussion in accordance with the following considera-
tions: the capital market, governance, competition, and regulation.   

8.1 Capital Market 

As discussed in Part 2, firms have numerous reasons to maximize their 
share price in the short run.   For example, the share price determines the 
cost of financing a new project (Bebchuk and Bar-Gill, 2003) and the prof-
itability of insider trading by management that holds shares (Benabou and 
Laroque, 1992; Bebchuk and Bar-Gill, 2003; Kadan and Yang, 2006).  In 
short, the motivation for inflating prices exists.  Yet motivation is not 
enough; vehicle and opportunity are important, too.  As several researchers 
(Elitzur and Yaari, 1995; Dye, 1988; Fischer and Verrecchia, 2000; 
Fischer and Stocken, 2004; Crocker and Slemrod, 2006; Goldman and 
Slezak, 2006; Kadan and Yang, 2006; Elitzur, 2007) have noted, earnings 
management is such a vehicle.  A firm can maximize its share price be-
cause the firm's valuation by the market increases in reported earnings.  
The opportunity is provided by imperfect audit technology because audits 
cannot with certainty detect an earnings-management attempt. 

In Chap. 6, we presented a simple example of maximization, which we 
consider again here.  Our binary example includes high- and low-quality 
firms.  The low-quality firms attempt to pool with the high-quality firms 
by publicizing the same report, and some may succeed.  Since audits lend a 
measure of credibility to the reports, inflating the report successfully re-

                                                     
 

 Our presentation is based on the assumption that firms wish to maximize share 
price.  Some studies have analyzed earnings management when firms wish to 
meet or beat the market’s expectations (e.g., Dutta and Gigler, 2002; Bagnoli 
and Watts, 2005; Yaari, 2005; Guttman, Kadan, and Kandel, 2006).  The interest-
ing facet of such an objective function is that it might induce firms to engage in 
minimization. 

suggest that “shifting income from a loss quarter during a recession to a profit 
quarter in the future may boost the share price in the profit quarter more than it 
depresses the share price in the loss quarter, thus giving an overall positive 
boost to the share price in the long run” (p. 6). 

wards the low-quality firm with a stock price that is higher than the price 
under truth-telling.   As the capital-market facet of earnings management is 

 This basic dynamic is used in Tzur and Yaari (1999); Ronen and Yaari (2002, 
2007), Ronen, Ronen, and Yaari (2003), Kedia and Philippon (2005), and 
Bergstresser and Philippon (2006). 

4
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well understood, in this chapter we take the analysis one step further by 
examining the repercussions of earnings management on the response of 
the stock price to an earnings surprise. 

The basic framework postulates that the price is set in Noisy Rational 
Expectations Equilibrium (NREE).  That is, the market includes a market 
maker and the following three types of participants: firms, informed trad-
ers, and liquidity traders (Bhattacharya and Krishnan, 1999). 

Firms: Each firm generates unobservable earnings, x, �x���&x"� x2(, � x"�� 
x2.�The prior probability that earnings are high, %, % = Pr(x2), is common 
knowledge.  Firms decide whether to manage reported earnings, r, 
r�{r1,r2} = {x1,x2},  when they give a rough draft of the financial reports 
to the auditor.  The audit technology is imperfect; the audit verifies a truth-
ful draft perfectly and detects the truth with some positive probability,  , 
0.5 <   < 1, when the draft misrepresents it (see, e.g., Schwartz, 1997).  
Denote the firm’s reporting strategy by R, R: {x1,x2}	{x1,x2}.  The audit 
technology implies that Pr[ri|xi,R(xi) = xi] = 1; Pr[rj|xi,R(xi) = xi,j�i] = 0, 
Pr[ri|xi,R(xi) = xj, j�i] =  , and Pr[rj|xi,R(xi) = xj,j�i] = 1� , i,j, = 1,2. 

Informed traders: Informed traders receive a perfect signal on economic 
earnings, x.  Because the stock price does not fully reflect the information 
they possess, they maximize profits by choosing low demand, t� , when 
their information indicates x1 and high demand, t ,h when their information 
indicates x2. 

Liquidity traders:  Some investors buy and sell shares for liquidity rea-
sons.  Their trading introduces noise into the market-making price because 
the observable market demand aggregates the demand of informed and li-
quidity traders.  Denote the market demand by w, which can be low, � , or 
high, h, { , }, .w h h� �� �   The market demand is a noisy signal of the in-
formed’s demand; that is, ttPr[ ] Pr[ ] ;h h � � �  t tPr[ ] Pr[ ]h h� � =1��; 

0.5 < ����". 
The noise in the price implies that the price is not transparent with re-

spect to the informed traders’ private information.  Specifically, the market 

                                                      

 Note that we constrain r to coincide with x, but this restriction is innocuous if a 
report ri is associated with xi. 

demand is a noisy signal of the outcome; Pr[x1|�] = Pr[x2|h] = � and  
Pr[x1|h] = Pr[x2|�] =�"�������� 0.5. 

The market maker: The price is set by a market maker who owns shares 
and cash.  The assumption in the literature is that the market maker s ob-
jective is to make normal profits, which are assumed to be zero.  Hence, he 

,

6
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sets the price to the firm’s expected value, where expectations are based on 
all available information: the firm’s financial reports and market demand. 

We assume that the relationship between earnings and the firm’s value 
is captured by a multiplicative firm-specific scalar, �.��That is, the firm’s 
value equals �x, �� = (1 + g)/(k s– g), � > ���where ks is the risk-adjusted 
equity cost of capital and g is the earnings growth rate.   Henceforth, � is 
referred to as the multiplier.  Bartov, Lynn, and Ronen (1999), and Kothari 
(2001), calculate that a typical � approximates 11 and that it might range 
from 8 to 20. 

The summary of the notation is as follows: 
x = economic earnings, x���&x"� x2(, � x"� x2. 
r = the firm's financial reports, r���&x"� x2(. 
� = a multiplier that translates short-term earnings to long-run 

value.  The firm’s value equals �x. 
%� = the prior probability of high earnings, % = Pr(x2). 
w = the market demand, { , }, .w h h� �� �  
P = the stock price, P=��E(x|r,w). 
� = the probability that the market demand correctly reflects earn-

ings, 1 2 1 2Pr[ ] Pr[ ]; 1 Pr[ ] Pr[ ],x x h x h x� �  �  � �  0.5 < ���< 1. 
r = the firm’s reporting strategy, R: {x1,x2}	{r1,r2}. 
  = the probability that an audit detects misrepresentation, �

  = Pr[ri|xi,R(xi)=xj,j�i], i,j=1,2, 0.5 <  �< 1. 
Figure 8.1 summarizes the four stages of the model: 

 
Date 1  Date 2 Date 3 Date 4 
- Nature chooses the 

firm’s earnings 
- Informed traders 

receive privately a 
signal on the earn-
ings 

The share 
price, P2, is 
set by a 
market 
maker 

The firm observes 
its economic earn-
ings and submits a 
draft of its financial 
report to the auditor 

- The firm pub-
licizes the au-
dited report. 

- A price, P4, is 
set 

Fig. 8.1 The main events 

                                                      
 The economic earnings, then, are permanent earnings.  For a derivation of the 

multiplier in the general case, consult, e.g., Gavious, Ronen, and Yaari (2002). 

8.1.1  The Equilibrium 

Our assumption that the market maker is rational implies that he updates 
his beliefs about the firm’s value after observing market demand and the 

7

7
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firm’s report.  In what follows, we denote his prior belief that the firm’s 
value is �x2 by �wt, w = �,h, t = 2, 4.  If firms with low earnings, x1, attempt 
to pool with firms that have high earnings by reporting r2, the price system 
is as follows : 

2 2 2 1 1 1( ) ( )wP w x x x x� � � � � 	 � ; (8.1a) 

P4(r1,w) = �r1 = �x1,  w = �,h; (8.1b) 

4 2 4 2 1 1 1( , ) ( )wP r w r x x x� � � � � 	 � , (8.1c) 

where 

2 2
(1 ) ; ,

(1 ) (1 ) (1 )(1 )h
� % �%� �

� % � % �% � %
�

 
� 	 � 	 � ��

 

4
(1 )

(1 ) (1 )(1 )
� %�

% �  % �
�


� 	 � ��

 and
4 .

(1 )(1 )(1 )h
�%� �

%�  % �
 �

	 � � � �
 

On Date 2, the price equals the firm’s expected value, given the market 
demand.  The report on Date 4 allows the market maker to better estimate 
the firm’s value relative to Date 2.  The Date 4 price system supports the 
motivation for the maximization strategy because the price for r2 is higher 
than the price for r1.  The price for r2 is discounted because of the uncer-
tainty regarding whether the report of r2 is truthful.  Since the optimal re-
porting strategy is maximization, a report of low earnings, r1, reveals the 
truth because the only plausible explanation for such a report is that the 
audit detected an attempt to manage earnings. 

Earnings management is clearly pernicious.  It introduces distortion into 
the price system because the price of firms that truly earn x2 is discounted, 
and the price of firms that earn x1 and successfully misrepresent is inflated. 

A numerical example illustrates our arguments. 
EXAMPLE 1:  Suppose that x1=10,000, x2=20,000, %=0.5,  =0.75, 

��=0.8, and � = 10.  Then, P2(�) = 120,000, P2(h) = 180,000, P4(r1,�) = 
P4(r1,h) = 100,000, P4(r2,�)=150,000, and P4(r2,h) = 194,118.  The Date 4 
prices associated with reporting r2 are lower than 200,000 and exceed 
100,000.  Note that a report of low (high) earnings on Date 4 triggers a 
price decline (increase), which shows that the earnings-management strat-

                                                      
 To simplify the presentation, note that instead of writing the price as 

(1��)x1+�x2, we can present it as �(x2�x1)+x1. 

egy of maximization is optimal.  Consequently, the Date 4 price for a high 
earnings report understates the value of firms with x2. 

8

8
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8.1.2 The  Earnings  Response  Coefficient  

The earnings response coefficient, ERC, is the coefficient of the earnings 
surprise in the regression of returns on the earnings surprise: 

4 2

2 2

*P P r ErA ERC noise
P P
� �

 	 	 , (8.2)

where A is the intercept and (r�Er) is the earnings surprise.  The expected 
earnings, Er, are the expected Date 4 report, given the information avail-
able at Date 2.   If the firm reports low (high) earnings, r1 (r2), the earn-
ings surprise is negative (positive). 

Note that the earnings surprise is deflated by the price at the beginning 
of the period, P2, a practice that originated with Christie (1987).  This de-
flator has the added advantage of always being positive.  We note that 
some research overcomes the problem of measurement error in earnings by 
using an inverse equation, in which returns are the independent variables 
and earnings are the dependent variables.  The R2 of the inverse regression 
measures the timeliness of earnings (see, e.g., Basu, 1997; Engel, Hayes, 
and Wang, 2003). 

Mathematically, Eq. 8.2 indicates that the ERC is also the derivative of 

the Date 4 price with respect to the report, r, 4 .PERC
r

A

A

  Hence, the fol-

lowing ERCs obtain: 

ERC(r1, �) =��; (8.3a) 

                                                      
 Once again, the analytical research does not suffer from the problems that 

plague the empirical research: unobservable variables.  Consider the measure-
ment of an earnings surprise.  If the stochastic process is a random walk, last 
year's earnings are the basis to calculate the earnings surprise, but if earnings 
develop by a mean-reverting process, then some cross-sectional constant is a 
proxy for expected earnings (see the discussion in Easton and Harris, 1991).  
Some studies use analysts  forecasts (e.g., Brown and Kim, 1993; Baber and 
Kang, 2001, 2002a, b; Abarbanell and Lehavy, 2002; Baber, Chen, Kang, 2006; 
Williams, 2006).  The fact that results are sensitive to how one measures ex-
pected earnings is indisputable.  Abarbanell and Lehavy (2002), for example, 
show that the market s response to a non-GAAP earnings surprise is higher than 
its response to a GAAP earnings surprise. 

,

,

ERC(r1,h) =��; (8.3b) 

9

9
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4 4( , ) .hERC r h � �  (8.3d) 

Note that when the report is unmanaged, the ERC that measures the 
valuation effect of a dollar report, r, coincides with the valuation effect of 
one dollar of earnings, x; that is, ERC=� (as in Eqs. 8.3a and 8.3b).  Earn-
ings management reduces the ERC because a report of r2 is suspected of 
being managed.  Consequently, the ERC for reporting high earnings is 
lower than the ERC for reporting low earnings. 

Because a report of r1 is truth revealing, the market-demand signal is re-
dundant.  Hence, the ERC is unaffected by this additional signal.  In con-
trast, since the market compensates for the earnings management in the 
high reported earnings by considering the market’s demand signal, the 
ERC for high reported earnings is sensitive to the market’s demand.  In 
particular, high demand that supports high earnings generates a higher 
ERC.  Hence, For each level of market demand, the ERC for high earnings 
exceeds the ERC for low earnings. 

The effect of earnings management on the ERC has been the object of 
several studies (Sankar, 1999; Gigler and Hemmer, 2001; Fischer and 
Stocken, 2004; Bagnoli and Watts, 2005; Crocker and Huddart, 2006).  
Most note that earnings management might reduce ERC (and explains 
non-linear relationship between earnings and market’s response).  An ex-
ception is Fischer and Stocken (2004), who study the effect of a specula-
tive trader’s private information on the intensity of earnings management 
and its impact on price.  Like us, they show that earnings management de-
creases the quality of earnings; for some parameters, however, earnings 
management increases the ERC because it generates a greater earnings 
surprise. 

A numerical example illustrates our arguments. 
EXAMPLE 2:  Proceeding with the same parameters as in Example 1, 

ERC(r1,�)= ERC(r1,h) =10; ERC(r2,�)=5.0; ERC(r2,h)=9.41.  Had the firm 
reported the truth, ERC(r,w) would be 10 for each combination of market 
demand and report. 

Empirical evidence of the discount of the ERC due to earnings man-
agement is provided in, for example, DeFond and Park (2001), and Cohen, 
Dey, and Lys (2005a).  Indirect evidence for the effect of this discount is 
provided by Lougee and Marquardt, 2004, and Marquardt and Wiedman 
(2004b).  They find that pro forma earnings figures have significantly 
greater information content when earnings surprises are positive. 

2 4 4( , ) ;hERC r � � � � � � ���  (8.3c) 



8.1 Capital Market      349 

If r2 is profit and r1 is loss, our insight seems inconsistent with Hayn 
(1995).  She finds that the response to positive earnings is larger than the 
response to losses.  Hayn explains her finding in this way: 

Losses are likely to be considered temporary since sharehold-
ers can always liquidate the firm rather than suffer from indefi-
nite losses. In other words, equity holders have a put option on 
the future cash flows of the firm whereby they can sell their 
shares at a price commensurate with the market value of the net 
assets of the firm.  (p. 126) 

The abandonment option is corroborated by Subramanyam and Wild 
(1996), who show that the informativeness of earnings is inversely related 
to various characteristics that proxy for the likelihood that the firm will be 
terminated.  Our result differs because we do not vary the valuation multi-
plier � with the reported earnings, which is apparently an unrealistic as-
sumption. 

One of the alarming puzzling phenomena in recent years has been the 
decline of the ERC over time (see, e.g., Lang, 1991; Sinha and Watts, 
2001; Kothari, 2001; Ryan and Zarowin, 2003; Dontoh, Radhkrishnan, and 
Ronen, 2004).  This finding has been interpreted as indicating a decline in 
the value relevance of accounting, but other explanations have been of-
fered.  One is that earnings management is recognized by the market and 
discounted.  This argument implies that the level of earnings management 
has increased over time.  Empirically, however, the evidence is conflicting.  
Cohen, Dey, and Lys (2005a), find that earnings management was on the 
rise between 1987 and 2001, but other studies show that discretionary ex-
penditures have declined (see Lang, 1991, and citations therein). 

Additional explanations are that the noise of the price (e.g., Dontoh, 
Radhakrishnan, and Ronen, 2004) or the richness of alternative sources of 
value-relevant information has increased over time (e.g., Lang and Lund-
holm, 1993; Ryan and Zarowin, 2003).  The increase in the noise of the 
price is explained by the reduction in the transaction costs of trading by 
small investors and other traders whose trading decisions may not be 
driven by information about a firm’s fundamental value.10 

                                                      
10 A variation of this explanation is based on the relationship between size and the 

ERC.  If the benefits associated with information collection are increasing in a 
firm's size, then the fact that the size of sample firms tends to increase over time 
implies that the amount of information collected about firms from non-
accounting sources (see, e.g., the speculative trader in Fischer and Stocken, 
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So far, we have dwelt on maximization.  Sometimes, however, capital 
markets induce “taking a bath”—an extreme case of minimization—or 
prompt a conservative reporting strategy (only bad news are fully recog-
nized).  In a one-shot game or myopic relationship, there is no room for 
this.  In repeated relationships, though, such minimization might be opti-
mal, since earnings not reported today can be added to reported earnings 
tomorrow (Benabou and Laroque, 1992; Kirschenheiter and Melumad, 
2000; Yaari, 2005; Ewert and Wagenhofer, 2005). 

Benabou and Laroque (1992), argue that the release of information to 
the market when the manager wishes to engage in profitable insider trading 
induces him to increase the market's misperception of the firm’s true value.  
If the market overestimates the firm’s value, the manager is better off in-
flating the report and selling shares at the inflated price, and if the market 
underestimates the value, the manager is better off minimizing and buying 
shares at a deflated price. 

The fact that repeated relationships are important for a minimization 
strategy is evident in Ewert and Wagenhofer (2005), which extends the 
one-shot game of Fischer and Verrecchia (2000), to a two-period model.  
(In Fischer and Verrecchia’s paper, minimization is determined arbitrarily 
by nature.)  The model features firms whose shares are traded in a market 
with risk-neutral investors.  The terminal value of the firm, x� , is a nor-
mally distributed random variable with mean x , x  > 0, and known vari-
ance, 2

x0 .  The price at the beginning of the game, P0, equals the expected 
value, x .  The accounting system provides a noisy signal, yt, of the firm's 
value, x� ; that is, yt = x� + t�� , where t��  are independent white noise vari-
ables.  The firm’s manager alone observes the realized accounting signals, 
and the firm issues reports mt.  If the manager engages in cosmetic earn-
ings management, the report deviates from the truth by bA.  If the manager 
engages in real earnings management, the report deviates from the truth by 
bR.  The difference between the two types is that although both reverse in 
the second period, accounting manipulation is costless, but real earnings 
management is costly.  To derive an interior solution, the authors assume 
that real earnings management reduces the second-period earnings propor-
tionally to the square of the first-period bias, by c(bR

2)/2, where c is a cost 
parameter.  The managed reports are 

m1 = x + 1��  + bA + bR (8.4a) 

                                                                                                                          
2004) before their earnings announcements would also be expected to increase, 
so the information content of earnings is already included in the price. 
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and 

m2 = x + 2��  – bA
 – bR
 – c(bR
2)/2. (8.4b) 

The reader might wonder why real earnings management reverses.  
Ewert and Wagenhofer assume that real smoothing concerns the timing of 
a transaction, rather than a lost opportunity that cannot be recouped.  Be-
cause they show that regulation can shift earnings management from one 
type to the other, this assumption enhances the comparability between the 
two types. 

Similar to Sankar and Subramanyam (2001), the manager's compensa-
tion depends on the earnings and stock price of the firm.  The precise form 
is assumed to be a linear function of the reports and the first-period price 
net of the disutility from engaging in both types of earnings management: 

U= sm1 + m2 + pP1(m1) – r(bA
2)/2 – (bR

2)/2, (8.4c) 

where s is the weight of m1 in the manager’s utility function relative to m2, 
s > 0, p is the weight of the first-period price in the manager’s payoff, and 
r is a parameter that represents the effect of regulation, such as the Sar-
banes-Oxley Act, on the relative cost of managing earnings through ac-
counting treatment rather than real transactions.  (That is, the last two ar-
guments represent the manager’s disutility from engaging in cosmetic and 
real earnings management, respectively.) 

The price at the end of the first period is a linear function of the report, 

P1(m1) = ��+ � m1.11 (8.4d) 

Earnings management is not neutral in this setting because the market 
does not know the weight, p.  The market is aware that p is a draw from a 
normal distribution with known moments.  Different pairs of first-period 
signal and weight of the price, p, thus could yield the same first-period re-
port. 

Since firms release earnings as an input to the stock price, the equilib-
rium is a Stackelberg equilibrium wherein the leader is the firm and the 
follower is the market.  Given the manager’s conjectures about the price, 

                                                      
11 This assumption is justified by the statistical properties of the model.  Since un-

certain variables are drawn from a normal distribution, the posterior beliefs are a 
linear combination of the prior estimate and the accounting report.  Denote by 
hats the conjectures of the market regarding earnings management.  Then, 

 � �2 21
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1 1
ˆˆ ˆ ,P m� � 	 the first-order conditions of the manager’s objective function 

with respect to the earnings management variables are as follows: 

ˆ1 0;

ˆ1 0.

A
A

R R
A

U s p rb
b
U s cb p b
b
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(8.4e) 

Hence, 

bA = ˆ1
;

s p
r

�� 	  (8.4f) 

bR = 
1

ˆ1
	
	�

c
ps � . (8.4g) 

Note that if r =1, cosmetic smoothing is preferable to the costly real 
earnings management.  Hence, owners can induce a lower level of real 
earnings management by designing a compensation function that decreases 
s.  Thus, if s + ˆp� < 1, the firm might deflate the report in the first period.12 

Kirschenheiter and Melumad (2000), find that “taking a bath”  when 
economic earnings are low is preferable to smoothing because it is a means 
of hoarding accounting earnings for future reports (see Chap. 7 for details). 

In general, the capital market is the villain because it induces earnings 
management rather than disciplining it.  Fischer and Stocken (2004), ac-
knowledge the role played by informed traders who wish to make specula-
tive gains (although they too portray the capital market as a motivating 
force in earnings management).  In particular, if these traders obtain pri-
vate information about a firm’s earnings management, the firm responds 
by managing earnings more.  If, however, these speculators have superior 
information on a firm’s economic value, they reduce the scope of earnings 
management because their trades affect the stock price set by a market 
maker.  The better the price as a signal of value, the less beneficial earn-
ings management is to the firm. 

                                                      
12 For a study that models trade-off between real and cosmetic earnings maange-

ment in order to analyze the timing of each type, consult Zang (2007). 
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8.2 Governance 

We illustrate the role of governance in earnings management by first ex-
tending the model in the previous section by adding a principal–agent rela-
tionship between shareholders and senior management.   

For the sake of clarity, we continue the scenario studied in the previous 
section.  Figure 8.2 summarizes the five stages of the principal–agent 
model: 

     
Date 1 Date 2 Date 3 Date 4 Date 5 
The own-
ers design 
the man-
ager’s 
contracts, 
C. 

- The man-
ager 
chooses 
unobserv-
able effort, 
a. 

- The market 
opens, and 
the market 
maker sets 
the price 

The un-
observ-
able true 
earnings, 
x, are re-
alized 

- The manager 
observes the 
outcome and 
communicates 
it to the auditor 

- The firm publi-
cizes the au-
dited report 

- The manager 
is paid 

- The firm 
liquidates. 

- The owners 
collect net 
liquidating 
dividends 

Fig. 8.2 Timeline of the principal–agent model 

The principal–agent relationships are depicted in Fig. 8.2 in boldface.  
On Date 1, the shareholders contract with the manager and design his con-
tract.  On Date 2, the manager exerts unobservable effort in production and 
investment decisions that will determine the true earnings jointly with na-
ture.  The outcome is realized on Date 3.  To allow for earnings manage-
ment, we assume that the manager alone observes the true earnings.  The 
firm reports the outcome on Date 4, and the manager is paid in accordance 
with the Date 1 contract.  On Date 5, the owners collect liquidating divi-
dends. 

We inject effort into the model by assuming that the manager chooses 
between a poor-performance effort, ap, and a good-performance effort, ag, 
a�{ap,ag}, where ap < ag.13  The expected outcome is higher if the manager 
exerts ag, since the probability that the outcome is x2 conditional on effort, 
a, denoted by ,a%  a% = Pr[x = x2|a], is higher when the manager exerts the 

                                                      
13 Having a binary choice set entails little loss of generality since “much of the 

general insights from studying hidden action models can be conveyed in the 
simplest setting, where the agent has only two actions to choose from” (Hart and 
Holmström, 1985, p. 79). 
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good-performance effort, %g > %p.  The manager is risk-averse and work-
averse, with preferences that are separable between compensation and ef-
fort: a von Neumann-Morgenstern utility function over compensation, U, 
and a strictly convex disutility function over effort, V; that is, U(C,ag) = 
U(C) ��V(ag).  Shareholders are risk-neutral; they prefer to pay more to in-
duce the manager to exert the good-performance effort. 

The owners design a contract that solves the following program: 
min E[C(.)] 
C 
s.t. 
E[W(C(.))] –V(ag) �Wo. (PC) 
ag  � argmax   E[W(C)] – V(ag). (IC) 
a�{ap,ag} 
Since the optimal effort is unique, owners maximize value by minimiz-

ing the manager’s expected share, E[C].  The contract must guarantee the 
manager his reservation utility level, (PC), where if the manager manages 
earnings, 

E[W(C(.))�ag] = [�%g+ (1��)(1��)(1�%g)]W(C(P(r2,h,ag))) + 

[(1��)%g+ (1��) �(1�%g)]W(C(P(r2,�,ag))) + �(1�%g)W(C(P(r1))). 

(8.5) 

The contract must also provide the manager with incentives to exert the 
good-performance effort, (IC), by ensuring that the manager’s expected 
utility is at least as high as that obtained by exerting the poor-performance 
effort, E[W(C(.))�ag] –V(ag) � E[W(C(.))�ap] –V(ap).14 

E[W(C(.))�ag] � E[W(C(.))�ap] = (%g�%p){QW(C(P(r2,h,ag))) + 
[�� Q]W(C(P(r2,�,ag))) � � W(C(P(r1)))}, 

where Q = ��(1��)(1��); �� Q =.1���(1��)�8 

(8.6) 

When the report is r1, the contract is independent of the price.  This is a 
special case of the informativeness criterion of Holmström (1979).  A re-
port of a low outcome fully reveals the actual outcome, r-1(r = x1)= x1, 
eliminating the need for additional information that garbles the actual-
outcome signal. 

To see that this earnings management is also pernicious because it in-
creases the cost of the contract and decreases shareholders’ value, contrast 
the first-order conditions (FOC) for truth-telling with the FOC for earnings 

                                                      
14 The prices corresponding to ap are the same as for ag because the Nash equilib-

rium considers only unilateral deviations. 
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management.  Denote the Lagrange multipliers of (PC) and (IC) by 
�and 
� respectively.  The FOC are as follows: 
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(8.7c) 

The comparison between the contract under earnings management and 
the contract under truth-telling is easily made, as a truth-telling equilibrium 
is mathematically equivalent to a scenario with perfect audit technology, 
 �= 1.  Under truth-telling, the first-order conditions are 
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(8.7d) 

The shareholders do not need the additional signal of market demand to 
undo the noise in a managed report.  Since the payments’ schedule dic-
tated by an earnings management contract is feasible with truth-telling, 
the fact that the earnings management contract is not adopted indicates 
that it is more costly to the shareholders. 

A numerical example illustrates our argument. 
EXAMPLE 3: Suppose that the manager has a constant relative risk-

aversion coefficient utility function, U(z)=Z1/2, and that his disutility over 
good-performance effort and poor-performance effort is 0.75 and 0, re-
spectively, and also that his reservation utility is 9.25.  The probability of 
x2 is 0.50 with good-performance effort and 0.25 with poor-performance 
effort.  The remaining parameters are the same as in Examples 1 and 2. 

The optimal contract under earnings management is the following: C(r1) 
= 62; C(r2,�) = 100; C(r2,h) = 141, with expected costs of 103; the share-
holders’ payoff is 149,897. 

The optimal contract under truth-telling is C(r1) = 72; C(r2,�) = C(r2,h) = 
132, with expected costs of 102; the shareholders’ payoff is 149,898. 

If the contract does not induce the good-performance effort, C(r1) = 
C(r2,�) = C(r2,h) = 100, with expected costs of 100, and the shareholders’ 
payoff is 124,900 < 149,897. 
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The example indicates that earnings management is costly to the princi-
pal, but the cost relative to the expected outcome is almost negligible.  
Still, earnings management is pernicious because it both distorts the mar-
ket price and reduces shareholders’ value.  Why, then, would the principal 
not take measures to curb it?  The literature offers three answers: either the 
alternative to earnings management is too costly, or earnings management 
is beneficial, given other frictions in the contracting environment, or the 
self-interested principal prefers earnings management (Dye, 1988; Evans 
and Sridhar, 1996; Dutta and Gigler, 2002; Demski, Frimor, and Sapping-
ton, 2004; Gao, 2006; Goldman and Slezak, 2006; Ronen, Tzur, and Yaari, 
2006; Goel and Thakor, 2007; Hermalin and Weisbach, 200715). 

In several studies (Dye, 1988; Evans and Sridhar, 1996; Crocker and 
Slemrod, 2006; Goldman and Slezak, 2006), the only alternative to design-
ing a contract based on the managed report is offering the agent a flat 
wage, which creates disincentives to exert effort.  Such an alternative is 
costly to the principal.  Since the managed report is informative (on the ef-
forts of the agent) because the reporting technology sets a limit on how 
large the gap between the truth and the managed report may be, a contract 
with earnings management is preferable to a contract that induces truth- 
telling.  Preventing earnings management may also be costly because it di-
verts the effort of either the agent (Demski, Frimor, and Sappington, 2004) 
or the board of directors (Gao, 2006) from productive activity.  Thus, in a 
world of second best (the outcome is unobservable costlessly), earnings 
management is optimal.  According to Dutta and Gigler (2002), earnings 
management can be beneficial.  This is the case when earnings manage-
ment reduces the cost of inducing managers to issue forecasts in the face of 
uncertainty.  Managing earnings allows managers to meet the forecasts un-
der adverse conditions.  In Ronen, Tzur, and Yaari (2006), we study the 
firm is a hierarchy of principal–agent relationships between shareholders 
and the board of directors, and between the board and management.  The 
principal that designs management’s incentives is the board.  Preventing 
earnings management is costly to the board because it wishes to avoid con-
flict with management.  Still, neutral earnings management is feasible be-

                                                      
15 Goel and Thakor (2007), are not concerned with earnings management per se.  

Yet, because earnings management could be the result of poor internal control 
and lower information in general (see Part 2), their study contributes to the earn-
ings management literature by showing that an overconfident manager invests 
less in information production.  They show that up to a point, having an over-
confident manager rather than a rational one maximizes firm’s value.  Hence, it 
is in the self-interests of shareholders to hire overconfident managers and bear 
the consequences of earnings management. 
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cause the board can use the manager’s compensation to signal when the 
report is managed.  We show that the informed board encourages perni-
cious earnings management because it thus can make insider trading 
gains.16   

We have thus far restricted attention to maximization.  Maximization is 
largely a single-period phenomenon, but managers usually have multiyear 
incentive contracts.  Healy (1985), observes that minimization is also logi-
cal for some economic earnings.  If an inflated report does not increase the 
manager’s reward, because performance is either above the maximum 
threshold or below the minimum threshold, then the efficient strategy is to 
deflate reported earnings in order to hoard them for future use.17  Demski 
and Frimor (1999), find that when the contract can be renegotiated, the op-
timal reporting strategy is to issue a garbled report.  An informative report 
destroys the manager’s advantage in renegotiating the contract.  In addi-
tion, because both parties are interested in the total payoff, any division of 
the total output between the two periods is innocuous as long as the total 
remains intact (by the definition of earnings management in Chap. 2, earn-
ings management  is neutral.  See also the comments of their discussant, 
Rick Lambert, 1999).  Christensen, Demski, and Frimor (2002), study the 
effect of the accounting system chosen by the principal on the equilibrium 
effort choices of the agent in a two-period model with renegotiation, under 
five regimes: truth-telling, aggregate reporting (the agent reports once at 
the end of the second period), conservative reporting (which allows either 
the truth or a minimization strategy in the first period with reversal in the 
second), aggressive reporting (which allows either the truth or maximiza-
tion in the first period with reversal in the second), and a liberal system 
that allows both conservative and  aggressive strategies.  Their results 
seem to corroborate Demski and Frimor (1999), since the accounting sys-
tems that allow the aggregate strategy dominate the others.  Gao (2006), 
derives conditions for maximization and minimization.  She studies a two-
period model in which the manager has access to a perfect capital market.  
The two-period contract is not based on the total outcome of both periods 
because of the correlation between the first- and the second-period 

mation for the second-period compensation.  Gao shows that there are 

                                                      
16 Sing (2005), examines how the board of directors can design an inefficient com-

pensation scheme to falsely signal to investors that the board has high quality 
and thus enhance the directors’ reputation for running a well-governed firm.  
(This result is consistent with the scenario of the board as a facade, as discussed 
in Chap. 5.) 

17 We consider Healy’s study at length in Chaps. 3 and 10. 

outcome.  That is, the first-period report contains valuable contracting infor-
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equilibria where the board prefers to divert effort from monitoring to pro-
ductive activity, which thus allows the manager to manage earnings.  The 
linear contracts in each period have a different slope (Proposition 2), 
which induces the wealth-maximizing manager to shift reported earnings 
intertemporally.  Minimization occurs when the marginal reward in period 
2 is higher than the marginal reward in period 1.   

We end this section with the following comments.  First, we have so far 
analyzed earnings management at the level of the individual firm.  Murphy 
(1999), and others report that bonuses are often based on relative perform-
ance, where the benchmark is the performance of other firms in the indus-
try.  Hence, relative performance evaluation provides new incentives to 
manage earnings.  Bagnoli and Watts (2000), prove that relative perform-
ance induces each firm to appear to be outperforming the others.  In equi-
librium, then, each firm is a maximizer.  Nagar and Petacchi (2005), solve 
for the optimal earnings management at a country level. The greater the 
number of firms engaging in earnings management, the smaller the benefit 
to a single firm but the likelihood of enforcement declines as well. 

Second, our discussion has revolved around a principal–agent game 
with a costless, post-outcome, public signal (the market demand).  We note 
that the principal–agent literature examines the optimal contract when the 
agent also possesses private pre-decision information (see, e.g., Baiman 
and Evans, 1983; Demski, 1994; Gigler and Hemmer, 2001; Lambert, 
2001; Ronen and Yaari, 2001; Christensen and Feltham, 2005). 

8.3 The Competitive Environment 

Given the proprietary value of information in product markets, firms have 
many reasons to manage earnings.  In Fischer and Verrecchia (2003), for 
example, disclosing news that is better than the truth in a Cournot competi-
tion with unknown demand is preferable to telling the truth when the firm 
can commit to produce according to what it discloses, not according to the 
truth.  Such a setting is another instance of the well-known game-theoretic 
phenomenon, the “tyranny of the weak.”  Pretending to be irrational forces 
the other rational players to adapt their behavior in such a manner that the 
payoff of the pretender is larger than it would be if it behaved rationally. 

We present another example, which involves a vertical market with two 
monopolies.  The upstream firm produces an intermediate product at a unit 
cost of c� per unit, where c�  is a random variable with mean c and variance 
s2, taking values in the interval [ , ].c c   The upstream firm alone learns its 
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unit cost and communicates this cost (via its financial reports) to the 
downstream firm before they negotiate the contract between them. 

The contract between the firms specifies the quantity, q, and the inter-
mediate product’s price per unit, pw.  The downstream firm purchases the 
intermediate product after observing the final demand and communicating 
it to the upstream firm in its own financial reports.  The inverse final de-
mand is � ', ,p a q a a a � �� � � , where p�  is the price to consumers and q is 
the quantity sold.  Without loss of generality, assume that each unit of the 
intermediate good is transformed into one unit of the final product. 

Since each firm can bias its own report, we denote the bias by bj, j = u, 
d, where u represents the upstream firm and d represents the downstream 
firm.  The upstream firm’s message is c+bu; the downstream firm’s mes-
sage is a+bd. Truth-telling obtains if bj=0; maximization obtains if bj>0; 
minimization obtains if bj<0. 

Figure 8.3 summarizes the four stages of our model: 
 
Date 1 Date 2 Date 3 Date 4 
Each firm learns 
its own uncertain 
parameter. The 
upstream firm 
learns its unit cost, 
c� , and the down-
stream firm learns 
the demand, a�  

Each firm pre-
pares accounting 
reports based on 
its estimate of fu-
ture perform-
ance.  The report 
might include a 
bias of bj, j=u,d 

The upstream and 
downstream firms 
set the price, pw, 
and quantity, q, of 
the intermediate 
good 

The firms re-
alize their 
profits 

Fig. 8.3 The main events 

What will each firm’s earnings management strategy be?  To make this 
scenario interesting, assume that the two firms have infinite-horizon rela-
tionships, so that if a firm reports a certain variable, it is expected to act 
upon it.  If not, the receiver of the report punishes any deviation from a 
strategy that is consistent with the report by ignoring messages from then 
on.  That is, the Date 1 financial report is a commitment mechanism for a 
certain activity level. 

The downstream firm chooses the quantity by maximizing  d = (p�pw)q 
= (a+bd�q�pw)q.  The latter expression derives from substitution of the 
price of the final product, given its biased report, p = a+bd�q.  Taking the 

first-order condition with respect to q yields  w .
2
da b pq 	 �

   The up-

stream firm maximizes its profits,  u =(pw�c�bu)q = 
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� ' w
w u .

2
da b pp c b 	 �

� �   Taking the first-order condition with respect to 

pw yields u
w .

2
da c b bp 	 	 	

 18 

The reported profits of both firms, as a function of their biased reports, 
are as follows: 

 d = 2
2

44 46
2

35
1 �

	
� ud bbca . 

(8.8a) 

 u= 
2

44
2 46

2
35
1 �

	
� ud bbca . 

(8.8b) 

The profit functions indicate that if the upstream firm deflates its cost 
and the downstream firm inflates the demand, the reported profit per unit 
declines but the quantity sold and profits of each firm increase.  The intui-
tion is clear when one considers the equilibrium in the absence of earnings 
management.  As Tirole (1988), and others have shown, the industry out-
put and revenues are lower than the optimal level (for the industry) when 
each firm is a monopoly that maximizes its own profits.  Hence, an expan-
sionary earnings management strategy increases total reported profits.  By 
deflating (inflating) its reported unit cost (demand), the upstream (down 
stream) firm sells (buys and sells to consumers) more.  We leave to the 
reader the exercise of finding the cash flows effect of managing the re-
ported earnings. 

It seems that there are rich opportunities to characterize how competi-
tion in product markets induces earnings management.  We hope to see 
more such work in the future. 

                                                      
18 Solving the equilibrium yields the following:  
 

4 4
d ub ba cq ��

 	 .   

The reported contribution margins of the downstream and the upstream firms are 
2w u w dp c b p p b q� � � 	  . 
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8.4 Regulation 

8.4.1  The Effect of Voluntary Disclosure on the ERC When the 
Firm Manages Earnings 

In this section, we analyze how earnings management affects the value of 
regulation.  Specifically, we study its effect on Rule 10b-5 of the 1934 Se-
curities and Exchange Act in inducing firms to make honest voluntary dis-
closure. 

Rule l0b-5 of the 1934 Securities Exchange Act states: 
It shall be unlawful for any person, directly or indirectly... 
(a) [t]o employ any device, scheme, or artifice to defraud, 
(b) [t]o make any untrue statement of a material fact or to omit to 

state a material fact necessary in order to make the statements 
made, in light of the circumstances under which they were 
made, not misleading, or 

(c) [t]o engage in any act, practice, or course of business which 
operates or would operate as a fraud or a deceit upon any per-
son, in connection with the purchase or sale of any security.  
17 C.F.R 240.l0b-5. 

This rule has played a major role in investors’ class action suits because 
it allows them to sue for damages caused by a deviation of the price they 
paid (or sold) from the correct price.  The majority of cases involve earn-
ings management by maximization, but, in recent years, suits have alleged 
other earnings management strategies.  Still, common law indicates that 
failure to correct previous disclosures comes under this rule.   Here we will 
restrict our attention to misrepresentation in a one-shot model.  For an 
analysis that considers both misrepresentation and omission, consult 
Ronen and Yaari (2002). 

8.4.2 The Analytical Model 

Consider the principal–agent game studied in the previous section with the 
following modifications:  First, each firm observes a private signal s, s 
�{u,f}, that is indicative of the economic earnings x, x�{x1,x2}, x1<x2.  The 
notation for s is nemophonic: u stands for “unfavorable”—bad news—and 
f stands for “favorable”—good news.  The expected economic earnings 
when the signal is favorable are higher than when the signal is unfavor-
able.  Denoting by % s the probability of x2 conditional on a signal s, %s = 
Pr[x=x2|s], we assume that % f >�%u.  The prior probability of a favorable sig-
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nal, �, is common knowledge, ����Prob[s=f].  Consequently, each firm 
makes two decisions: whether to make voluntary disclosure on s on Date 2, 
m, s �{u,f}, and whether to manage earnings in the financial report, r, 
r�{r1,r2}={x1,x2}.  None of these disclosures has to be truthful. 

Second, there are two types of firms, reflecting their different dominant 
clientele (e.g., Hart, 1995): a fraction ! of the firms maximize the expected 
earnings, E(x), and "�! maximize the expected price, P.  In what follows, 
we refer to the first type as VM and to the second as PM.  We assume that 
the market cannot distinguish between the two types. 

The application of Rule 10b-5 is based on the comparison between the 
expectations raised by the voluntary disclosure and the subsequent re-
ported earnings and the price.  Given that investors’ information also in-
cludes the market-demand signal, the following cases are plausible: 

Table 8.1 Incidence of Rule 10B-5 recoveries under different prices and disclo-
sures  

The firm  
discloses  
(m) 

The 
Price 
(P) 

Report of a 
high outcome 
(r=x2) 

Report of a low 
outcome 
(r=x1) 

Favorable news P2(f,h) 01 Purchasers claim Df 
Favorable news P2(f,l) 01 02 
Unfavorable news P2(u,h) 02 01 
Unfavorable news P2(u,l) Sellers claim Du 01 
Non-disclosure P2(<,w), w=l,h 03 03 
1   Rule 10b-5 is not invoked because the report is consistent with the disclo-

sure 
2   Rule 10b-5 cannot be invoked because the conflicting market-demand signal 

implies that there was “information on the market” 
3   Rule 10b-5 cannot be invoked because the information is not subject to an 

“affirmative duty to disclose” 
 
Table 8.1 makes use of the “information on the market” doctrine.  The 

premise of this doctrine is that the market is rational, in that the price cor-
rectly reflects all available information.  Specifically, the market price is 
higher when demand is high than when demand is low because high mar-
ket demand indicates a high likelihood of reporting r=x2, while low de-
mand is associated with reporting r=x1.  If the firm reported favorable (un-
favorable) news and the market demand was low (high), the court will take 

                                                      
 We do not consider partial disclosure (i.e., the firm truthfully discloses only the 
favorable signal or truthfully discloses only the unfavorable signal).  Proposition 
3 in our paper addresses this family of strategies. 

19

19
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it for granted that the market knew the truth in advance that the report was 
going to be low (high).  As the only source of information for the market is 
the firm itself (and its agents), conflicting signals of voluntary disclosure 
and market demand are treated by the court as indicating that the market 
receives information that allows it to correct the potential misconception 
induced by a misleading voluntary disclosure. 

8.4.3  The Effect of Earnings Management on the Value of Rule 
10b-5 

We focus on the verifiability of the disclosure.  If a disclosure is verifiable 
ex post, numerous mechanisms can be employed to induce truthful disclo-
sure, such as enforceability in court. Alternatively, the market can induce 
truthful disclosure by treating non-disclosure as a cover-up of bad news.  
Hence, the firm is better off making a disclosure, which is truthful, because 
it is verifiable.  In this case, Rule10b-5 is just one of many feasible mecha-
nisms to elicit the truth and hence has no marginal value. 

If disclosure is unverifiable, the equilibrium depends on the incentives 
of the owners to induce the manager to disclose the truth.  If the firm did 
not manage earnings, the manager’s private communication to the owners 
has no contracting value (Holmström, 1979) because it is a noisy signal of 
the truthfully reported outcome.  Clearly, in this case Rule 10b-5 is redun-
dant.  Being indifferent to disclosure, some firms might voluntarily dis-
close the private signal, s.  If they do, they will disclose the truth because 
they have no incentives to misrepresent. 

The math shows that when the firm manages earnings, both a signal on 
market demand and voluntary disclosure are valuable, since they reduce 
the expected contracting cost.  Hence, VM firms will disclose the truth.  In 
equilibrium, PM firms pool by disclosing good news.  This equilibrium in-
volves a distortion in the market price because the good-news firms are 
underpriced.  The question is whether Rule 10b-5 can improve the equilib-
rium. 

Our answer is negative.  The improvement requires deterring PM firms 
from making false disclosures.  However, PM shareholders can benefit 
from pooling with VM firms and from the feasibility of class action suits 
based on Rule 10b-5.  Because they sell their shares, they have a right to 
sue if the price is deflated.  If the price is inflated, they are not required to 
disgorge their excessive proceeds because the defendants in the lawsuit are 
the firm and its directors and officers, not the shareholders.  The buyers of 
their shares will not discount the price to account for the possibility that 
the price is inflated because they too can sue the firm.  The only possible 
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change is that the cost to the incumbent shareholders might deter VM 
firms from making disclosures.  In this case, the regulation actually de-
presses a valuable mechanism that reduces the effect of earnings manage-
ment on the quality of the financial reports as a signal of a firm’s value.  
(For additional analysis, consult Ronen and Yaari, 2002; Ronen, Ronen, 
and Yaari, 2003.) 

As a final comment, note that the analysis in this section is based on a 
principal–agent model with voluntary disclosure of private information.  
As a research topic, voluntary disclosure has attracted a great deal of inter-
est, both theoretical (Verrecchia, 2001; Dye, 2001) and empirical (King, 
Pownall, and Waymire, 1990; Healy and Palepu, 2001; Core, 2001).20  The 
topic of earnings management cum disclosure has several aspects.21  As 
just discussed, research (Fischer and Verrecchia, 2000; Dutta and Gigler, 
2002; Ronen, Ronen, and Yaari, 2003) has shown that disclosure reduces 
the pernicious scope of earnings management.  Indeed, in some cases, it 
can eliminate it altogether because the market can compare the two signals 
and penalize the firm or manager if the signals do not agree. 

                                                      
20 The consensus is that disclosure is a strategic decision (Dechow and Schrand, 

2004).  This does not necessarily imply that the disclosure strategy is consistent 
over time.  For example, Jaggi and Sannella’s (1995) sample comprises 274 
forecasts from 209 forecasters: 146 firms disclosed forecasts only once during 
the study period, 1979–1988; 62 firms disclosed twice, and one disclosed four 
times. Miller and Piotroski (2000), in contrast, find that a prior disclosure choice 
is a strong predictor of current disclosure decisions, which suggests that a firm’s 
disclosure policy is independent of current economic conditions and that the 
market disciplines firms to make disclosures.  A plausible explanation is that 
creating expectations for future disclosure might depress current disclosure in 
order not to create unrealistic expectations; see the survey by Harvey, Graham, 
and Rajgopal (2005), of CFOs’ decisions to provide guidance. 

21 King, Pownall, and Waymire (1990, p. 114) identify three stages in disclosure: 
 Stage A: The firm deliberates between no disclosure and the information to be 

disclosed: earnings forecasts, sales forecasts, and so forth. 
 Stage B: The firm chooses the channel: public disclosure or private disclosure. 
 Stage C: Tertiary choices regarding public disclosure.  The firm chooses the 

quality of the signal, ranging from a precise point estimate to a vague qualita-
tive forecast. 

 The second stage has not existed in U.S. markets since the SEC issued Regula-
tion FD (2000), as private communication with select analysts and money man-
agers is now illegal. 
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8.4.4  The Effect of Regulation on Earnings Management 

In several studies, regulation determines the institutional setting for the 
earnings management phenomenon.  In some, regulation is the reason that 
the revelation principle does not apply (Ronen and Yaari, 1993).  For ex-
ample, the revelation principle requires that the agent sends a message 
confidentially to the principal (Myerson, 1979, 1991).  In some instances, 
however, this could violate insider trading regulations that bar receipt of 
private information by the trader at the time of the trade (see Chap. 3). 

Other studies make a direct connection between regulation and earnings 
management.  Dye (2002), examines the issue by modeling a firm’s type 
as a continuous random variable, where accounting regulations identify a 
cutoff point, such that the accounting treatment of all types with a higher 
value is different from the accounting treatment applied to all types below, 
and each firm prefers to appear as belonging to the high end.  Earnings 
management enters the picture by the assumption that firms can spend 
costly resources to appear in a better light.  Because these costs are com-
mon knowledge, readers of the reports can distinguish between the official 
regulatory cutoffs and the one actually used (a shadow cutoff), which is 
much lower.  Dye’s study explores the relationship between these cutoff 
points.  He shows that because the cost of earnings management is propor-
tional to the gap between the truth and the actual classification, the two 
cutoffs are not independent.  That is, regulators cannot choose both; the 
choice of one dictates the choice of the other.  Moreover, if manipulation 
cost is low all firms attempt to report as if their type exceeds the regulatory 
cutoff. 

In Ewert and Wagenhofer (2005), regulation determines the cost of 
managing earnings.  If regulators increase the cost of managing earnings 
through accounting treatments, the firm may substitute the cosmetic earn-
ings management strategy for real smoothing that consumes cash flows.   

Nagar and Petacchi (2005), study the link between earnings manage-
ment and regulation on the economy level, in that the proportion of firms 
managing earnings, and its effect on the capital market, is different in dif-
ferent economies.  They find that the greater the number of firms that 
manage earnings, the greater the difficulty a regulator faces in punishing 
them, but their results indicate that the rewards of earnings management 
decline as well.  As a result, the profile of earnings management in differ-
ent economies varies with the regulatory regime. 

Goldman and Slezak (2006), consider regulation as expressed through 
the penalties imposed on those caught managing earnings.  If penalties are 
sufficiently large, the regulator can induce truthful reports.  If not, regula-
tion might instead increase earnings management (or decrease firms’ 
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value).  The intuition of this result lies in the effects of incentives on the 
manager’s effort and the likelihood of earnings management.  Stronger in-
centives induce the manager to exert more effort but they also induce him 
to manage earnings more intensely.  This creates a trade-off because 
higher effort increases the expected firm’s value and earnings management 
reduces firm’s value because it consumes economic resources.  

Recent research has examined the effect of certain provisions of Sar-
banes-Oxley Act (SOX) on earnings management.  Friebel and Guriev 
(2005), for example, discuss the effect of whistle-blower regulations on the 
collusion between middle management with senior management to manage 
earnings.  Since whistle-blowing regulation increases the number of insid-
ers whom upper management has to bribe to overlook its earnings man-
agement attempt, the benefit of earnings management declines.  The added 
effect of the SOX of inducing auditors to monitor earnings management 
more carefully implies that the SOX is effective in reducing earnings man-
agement.  Goldman and Slezak (2006), delineate the effect of improved 
monitoring by auditors resulting from the SOX prohibition on audit ser-
vices, which decreases earnings management but also decreases firms’ 
value. 

8.5 Summary 

We summarize Part 3 with a numerical example that illustrates how dif-
ferent reporting strategies yield different series of reported earnings.  The 
example features a four-period horizon, and the total economic and ac-
counting earnings must coincide at the end of the horizon.  Hence, the av-
erage report is the same across categories, but the variability of the reports 
is zero when the firm smoothes.  Since the example features growth in 
earnings, a minimization strategy yields the highest variability, and this 
variability exceeds the variability of the series of truthful reports (Table 
8.2). 
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In this part, we deal with the mechanics of the empirical research on earn-
ings management.  As noted below, most of the research has identified 
earnings management with the detection of discretionary accruals.  Hence, 
we first offer a short discussion of accruals. 

Accruals 

Accruals arise when there is a discrepancy between the timing of cash 
flows and the timing of the accounting recognition of the transaction.  One 
notable example involves the recognition of revenues.  Revenues may be 
recognized after customers advance cash and before total collection is as-
sured (Table 1). 

Table 1 The accruals process 

Period 1 2 3 
Event An advance 

from a cus-
tomer 

Shipment of the 
merchandize to the 
customer 
 

The customer set-
tles his account 

Cash flows Inflow of ad-
vance 
 
 

None Inflow of the fi-
nal payment 

Accounting 
recognition of 

revenue 
 

None Recording of reve-
nues 

None 

Accruals Increase in 
“unearned 
revenues” 

Decrease in “un-
earned revenues” 
and/or 
increase in “ac-
counts receivable” 

Decrease in “ac-
counts receiv-
able” 
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The advance creates a liability termed “unearned revenues.”  The final 
payment decreases the asset termed “accounts receivable.” 

Over the firm’s lifetime, reported revenues must equal total (gross) cash 
inflows, and total accruals must equal zero; that is, accrued balances of as-
sets and liabilities reverse.  In our example, the unearned revenues liability 
is reduced to zero upon the shipment of the merchandize, and the accounts 
receivable asset is reduced to zero when the customer pays his debt. 

The research on accruals management attempts to distinguish between 
accruals resulting from managed earnings and normal accruals. 

Definitions:  Non-discretionary accruals are accruals that arise 
from transactions made in the current period that are normal for the 
firm given its performance level and business strategy, industry con-
ventions, macro-economic events, and other economic factors.  Dis-
cretionary accruals are accruals that arise from transactions made or 
accounting treatments chosen in order to manage earnings.1  rever-
sals are accruals originating from transactions made in previous peri-
ods. 

Note that this definition is consistent with our definition in Chap. 2 in 
that we wish to distinguish between normal transactions and accounting 
treatments and abnormal transactions and accounting treatments aimed at 
managing earnings, and we allow for beneficial and neutral earnings man-
agement. 

In some cases, discretionary accruals may be quite large.  Beneish 
(1997), finds that in his sample of 43 firms that were subject to enforce-
ment actions by the SEC between 1987 and 1994, the mean overestimation 
of earnings was 42.5% of retained earnings and 11.5% of total assets (table 
2, panel B).  Richardson, Tuna, and Wu (2002), whose accruals encompass 
both working-capital and asset acquisition accruals, find that total accruals 
amount to 8.7% of average total assets in their sample of 440 firm-years 
(of 225 firms) that restated earnings between 1971 and 2000, as compared 
to 3.9% of the average assets for the control group of non-restatement 
firms (t-statistic = 4.50).2 

                                                      
1  In this definition, accrued balances are all non-cash assets and all liabilities that 

are not borrowings (such as bank debt, bonds, etc.). 
2  Beneish’s 64-firm sample contains firms with missing data.  Hence, the statistics 

applies to 43 firms only.  Beneish's sample can be criticized on the ground that it 
is composed of young firms, so perhaps the percentages should be attributed to 
size.  McNichols (2000), reports that the median net income before extraordi-
nary items for Compustat firms for the 1988–1998 period is 3.8% of the begin-
ning of the period total assets.  She observes that an average earnings manage-
ment of even 1% of total assets would be material to most firms’ earnings.  
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Our definition implies that the total accrued balances of firm i in period 
t break down as follows: 

EBTAit = DAit + NAit + Reversalit + EBTAi,t–1, (1a) 

where 
EBTAik = ending accrued balances of firm i in period k, k=t,t-1; 
DAit = Discretionary accruals of firm i resulting from transac-

tions and events occurring in period t; 
NAit = non-discretionary accruals of firm i resulting from 

transactions and events occurring in period t; 
Reversalit = reversal in period t of balances accrued by firm i in 

previous periods. 
To illustrate Eq. 1a, consider this example.  Suppose that the firm makes 

a $200 sale.  The normal credit period is 30 days.  Unable to make the sale 
without relaxing the credit policy, the firm boosts earnings by agreeing to 
50% payment in 30 days, and the remaining 50% in 60 days.  The break-
down of account balances and accruals is as follows: 

Month  
1 2 3 Total 

EBTAi,t-1 0    
EBTAit  +200   100      0  
DAit + 100   +100 
NDit + 100    +100 
Reversalit  –100 –100 – 200 
Total         0 

==== 
In the first month, the non-discretionary accrued balance increases by 

100, and the discretionary accrued balance increases by 100.  In the second 
month, the non-discretionary accrued balance decreases by 100, and in the 
following month, the discretionary accrued balance decreases by 100.  The 
payments of 100 in months 2 and 3 are the reversals.  The reversals ensure 
that the changes in accrued balances add up to zero. 

The reversal of accrued balances limits the ability to manage earnings.  
To illustrate, consider a case in which revenues are boosted in the current 
year by shipping unsolicited merchandise to customers.  The merchandize 
is expected to be returned in the next accounting period (see Chap. 2 on 

                                                                                                                          
Similarly, Kothari, Leone, and Wasley (2005, table 1) show that the discretion-
ary accruals measured by the Jones model are –0.19 of total assets, as compared 
to average total accruals of –3.03% of total assets in their 122,798 firm-year 
sample collected for the 1963–1999 period.  The negative value is explained by 
depreciation. 
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“channel stuffing”).  The revenues of the next period are thus lowered by 
“sales returns,” and the “accounts receivable” accrued balance thus re-
verses.  Suppose, for the purpose of the example, that in the next year un-
managed earnings and the expected reported earnings remain the same.  
The firm then must double the size of managed earnings to offset the nega-
tive impact of the reversal of the previous year’s earnings management.  In 
the following year, the firm must triple the managed sales, and so on. 

Although reversals are important, it seems that most empirical research 
ignores them (in Chap. 11, we detail studies that attempt to deal with re-
versals), largely because they are unobservable.  The studies equate total 
accruals with the difference between the ending and the beginning accrued 
balances.  Unfortunately, this injects a measurement error into the accruals, 
as in the following example. 

The beginning balances (BB) of cash and accounts receivable are 50 and 
80, respectively.  The firm conducts two sales transactions, a normal sale 
of $2,000, which increases non-discretionary accruals, NDA, by $200, and 
an aggressive “channel stuffing” that increase sales and discretionary ac-
cruals (DA) by $50.  The beginning accrued balance of accounts receiv-
able was paid in the current period. 

The change in the balances of accruals is $170 ($250–$80), which also 
equals the difference between earnings and cash flows ($2050–$1880), 
but the total of NDA and DA is $250 ($200+$50). 

Cash  Accounts receivable  Sales 
BB     50   BB        80     

1,800   (NDA) 200    2,000 
   (DA)      50    50 

80    80 (Reversal)    
EB 1,930   EB       250    2,050 EB 
 
A reversed BB of $80 created this difference.  If, however, the BB was 

not paid in the current period, the difference between the beginning and 
ending balances correctly reflects the sum of NDA plus DA, as would the 
difference between earnings (revenue) and cash flows ($2,050–$1,800).3 

                                                      
3  As we shall see, empiricists ignoring reversals implicitly correct for the omis-

sion by relating their measured accruals to the difference in sales rather than to 
sales. However, a measure of accruals that ignores the reversals fails to reflect 
all what management purposefully accrues during the current period. Conse-
quently, such a procedure fails to calibrate the full magnitude of purposeful dis-
cretionary accruals. 
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The Plan of Part 4 

Chapter 9 presents an analytical model of the accruals generation process 
in the absence of earnings management.  We expand on this model and ex-
amine the effect of earnings management on the statistical properties of 
accruals.  This framework underlies the research on both earnings man-
agement and the relationships between accruals and cash flows. 

Chapter 10 describes the evolution of the empirical research in accruals 
management up through the publication of the Jones model in 1991.  The 
second half of Chap. 10 evaluates the efficiency of the Jones model. 

Chapter 11 details the progress since 1991, ending with the synthesis 
model of Ye (2006).  We also discuss alternative methodologies: the ac-
counting choices approach and the distributional approach.  The former fo-
cuses on certain accruals that are known to have a material impact on earn-
ings.  The latter assumes that a deviation of the distribution of earnings 
from the normal distribution indicates earnings management.  A special 
case is the penny approach, which tests whether firms manage the penny in 
earnings per share to round the number in the preferred direction. 



9  The Accruals Process 

In the Introduction to Part 4, we separated accruals into three components: 
discretionary accruals, non-discretionary accruals, and reversals arising 
from transactions that took place in previous periods.  The unobservability 
of the composition of accruals poses a challenge to the earnings manage-
ment research.  Elgers, Pfeiffer, and Porter (2003, p. 406), state,  “A fun-
damental issue in assessing earnings management is the unobservability of 
the managed and un-managed components of reported earnings.”  

Apart from mistakenly ignoring reversals, a reason for this difficulty is 
that non-discretionary accruals vary with performance.  A change in total 
accruals is consistent with both a change in non-discretionary accruals that 
is induced by varying performance and the accumulation of discretionary 
accruals produced by managing earnings.  Hence, researchers need to un-
derstand what to expect of normal accruals in order to identify managed 
accruals and strengthen the power of their empirical tests of earnings man-
agement (see, e.g., Guay, Kothari, and Watts, 1996; Jiambalvo, 1996; 
Dechow, Sabino, and Sloan, 1998; McCulloch, 1998a; Black and 
McCulloch, 2003).  As a discussant of Dechow and Dichev (2002; dis-
cussed in Chap. 11), McNichols (2002, p. 67), states,  “[T]his paper sug-
gests several future research directions.  The first direction is to enrich the 
modeling by specifying the process generating cash flows, ….” 

We turn our attention, then, to non-discretionary accruals.  In the fol-
lowing section, we explain how earnings management can affect observ-
able accruals by introducing discretion in the firm’s report. 

9.1 Non-discretionary Accruals 

9.1.1 The Non-discretionary Accruals Generation Process 

It is customary to start with an assumption about the behavior of sales over 
time for two good reasons.  First, as in budgeting processes, sales deter-
mine a firm’s production and inventories, which, in turn, determine the 
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cost of sales, other operating costs, and investment decisions.  Second, 
sales have the highest persistence of any component of the income state-
ment, where persistence measures the effect of increasing a certain vari-
able by $1 on the future value of the same variable.1  Dechow and Schrand 
(2004, table 2.1, p. 13), summarize 56,940 firm-year observations between 
1987 and 2002  and find that sales have the largest persistence, 0.85; oper-
ating income (before and after depreciation) comes next, 0.76, then pretax 
earnings, 0.72, and finally earnings before special items, 0.71 (all variables 
are deflated by assets).  It therefore seems that the sales variable is an effi-
cient statistic for describing the characteristics of a firm. 

A characterization of the sales process follows: 

St = �"	
��� + K (St-1��)] + �t, (9.1) 

where 
St = sales in period t; 

 = growth; 
� = mean sales; 
K = a persistence parameter that measures the effect of the previous 

period's drift on this period's sales, 0$K$1; 
� = serially independent white noise, E(�)=0, E(�2)=�0 2 >0, and 

Cov(�t,�t–1)=0. 
The sales generation process encompasses the most often used stochas-

tic processes in the accounting literature:  If K =0, the process is mean-
reverting.  If K=1, the process is a random walk, and if 0 < K < 1, the proc-
ess is a random walk with a drift. 

Mean reversion characterizes mature large firms and firms with extreme 
performance (Fama and French, 2000).  It is a property of performance 
measures such as the rate of return on assets (Barber and Lyon, 1996; 
Sloan, 1996) in long windows.  Several authors note that the reversion to 
the mean tends to require more than one fiscal accounting period, and the 
reversion is faster when a firm’s performance is extreme (Finger, 1994; 
Sloan, 1996; Dechow, Sabino, and Sloan, 1998; Fama and French, 2000; 
Nissim and Penman, 2001 Feng 2004 Richardson, Sloan, Soliman, and 
Tuna, 2005). 

Other authors have adopted the assumption that �K=1 (and 
 =0), that is, 
that the process is a random walk (Finger, 1994; Dechow, Kothari, and 
                                                      

1 Mathematically, for a given variable, Z, its persistence is 1 .t

t

Z

Z
	A

A
  Empirically, 

Zt+1 is regressed on Zt, Zt+1=a0 + a1Zt+noise, and a1 is the measure of persis-
tence. 
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Watts, 1998; Barth, Cram, and Nelson, 2001; Kothari, Leone, and Wasley, 
2005).  This characterizes the sales generation process of an average firm 
in a short window.  In a test of the validity of the random walk, Dechow, 
Kothari, and Watts (1998), find that the serial correlation of the white 
noise in sales, before they make the required adjustment for a small sam-
ple, is just 0.17 in their quarterly earnings sample. 

Sales determine the change in working-capital accrued balances: ac-
counts receivable on credit sales, and change in inventory and accounts 
payable on credit purchases.  We proceed with the special case in which 
the inventory is zero (See the Appendix for a model with inventory).  If we 
assume that beginning accrued balances reverse in full in the current pe-
riod, total accruals in our model are the difference between the change in 
accounts receivable, �ARt,, and the change in accounts payable, �APt , 
that is, TAt = �ARt ���APt.  We assume that ��% of sales, S, are on credit, 
0 < � < 1.  The accrued balance of accounts receivable, AR, at the end of 
period t is 

AR t=��St. (9.2) 

Similarly, ��% of purchases, P, are on credit, 0 < ����".  The accrued 
balance of accounts payable, APt, at the end of period t is 

APt =��Pt,  (9.3) 

where 

Pt = (1� )St.  (9.4) 

  is the gross profit as a percentage of sales.  Denote by ! the increase in 
total accruals per dollar of sales, ! = ����� �"� �.  The total accruals in any 
given period, TAt, are the sum of non-discretionary accruals, !St, and the 
reversal of the beginning accrued balance  in period t–1, �!St-1,  and the 
corresponding ending accrued balance, EBTAt, is 

TA t = !�St, (9.5a)

EBTA t = !St, (9.5b)

where �St =St�St-1.  With such a sales generation process, �St is deter-
mined by the growth rate, �St=�
St-1.  The growth rate can differentiate be-
tween a growth industry, 
 > 0, and a declining industry, 
����8�  An ex-
ample of the latter is the airline industry after 9/11. 
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9.1.2  The Statistical Properties of Accruals 

At the beginning of period t, all sales and expenses, and the gross margin 
up to period t-1, are known history, Ht-1, but the current-period sales inno-
vation, �t, and future sales innovations are unknown.  In what follows, we 
restrict attention to conditional moments, expectations, variance, and co 
variance. 

The conditional expectation, variance, and serial covariance of the un-
managed accrual changes are as follows: 

1 1 1[ ] , where (1 )(1 )( ) .t t t t t tE TA H E S E S S S! 
 K � 
� � � � �  	 � � 	  (9.6) 

2 2
1[ ] .t tVar TA H ! 0�   (9.7) 

2 2
1 1[ , ] [(1 ) 1] .t t tCov TA TA H ! 
 K 0	 �  	 � 2 (9.8) 

The conditional expected accruals given the history depend on the 
growth in sales, 
, the type of the sales generation process, K, and the rela-
tive size of accruals, !.  If the process is a random walk with zero growth, 
the expected accruals are zero. 

The conditional variance of accruals depends on the variability of the 
sales innovation, 02, and the intensity of accruals,�!.  For growth firms 
with 
�>1/�K �1, accruals are positively correlated despite the negative im-
pact of reversals on intertemporal correlation.  For lower growth rates, 
however, the effect of reversals dominates and accruals are negatively cor-
related intertemporally. 

We next examine whether accruals have predictive power for future 
earnings, X, and the net cash inflows, CF: 

2
1 1( , ) (1 ) .t t tCov TA X H ! 
 K0	 �  	  (9.9)

Since 1 1 1 1( )t t t t tCF X TA S S ! !	 	 	 	 �  � 	 , 

2 2 2
1 1( , ) ( )(1 ) .t t tCov TA CF H !  ! 
 K0 ! 0	 �  � 	 	 3 (9.10)

Accruals are correlated with future earnings when current sales have 
some persistence, K>0, and thus with future cash flows.  The correlation of 

                                                      
2 Note that St+1 – E(St+1)  = (1+
�K�t +� t+1.  Hence,  
 Cov[TAt,TAt+1|Ht-1] = E[!�t(!(1+
)K�t�
�t)] = !�2[(1+
�K��1]0�2.   
3 Cov[TAt,CFt+1|Ht-1] = !E[�t(( �!)(1+
)K+!)�t]  = ! ( �!)(1+
)K 0�2+�!�20�2. 
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current accruals with future cash flows reflects the reversal of current ac-
cruals.  In sum, accruals are value-relevant. 

9.2 The Effect of Earnings Management on Accruals 

The injection of earnings management into our model is problematic 
because there are many earnings-management strategies.  The common 
denominator of all of them is that the firm makes a report Xr that is 
different from the truth, X.  It stands to reason that the decision on the gap 
between the reported and true earnings is made close to the date of the 
report, depending on its audience and the firm’s accounting flexibility (see 
Chap. 2).  Since Part 3 discusses such games, we here just aim to show the 
impact of DA on the statistical properties of earnings and accruals. We 
narrow the discussion to two strategies that involve the timing of the 
recognition of the innovation in sales, �.  One strategy defers recognition 
(SD), and the other accelerates it (SB).  Each strategy intertemporally 
shifts the innovation in sales, �. 

Deferral is attractive, for example, to a firm that plans an IPO and 
wishes to show a steep growth in sales in order to generate a higher valua-
tion due to a higher growth rate.  In contrast, a firm that plans to raise capi-
tal may accelerate recognition because it wishes to show stronger financial 
health to lower its cost of capital. 

Suppose that the firm reports the truth until period t-1 and manages 
earnings in period t alone (i.e., the firm does not manage earnings in period 
t+1).  Consequently, no reversal of discretionary accruals takes place in pe-
riod t.  SD defers reported earnings by setting DAt = �%� �t), 0 < % <1.  SB 
accelerates reported earnings by setting DAt = �� �t+1), 0 <�<1. 

For notational purposes, we combine the two types in the analysis be-
low.  The earnings-management strategy produces the following report, Xr, 
in period t: 

& (1(1 ,r
t t t tX S % � � � 	 � 	 �1 1)  (9.11a) 

where 1 is an indicator function that takes the value of one under SD and 
zero under SB.  Since the firm adopts either strategy, Eq. 9.11a indicates 
that under SD, & (r

t t tX S %� �  and under SB, & (1 .r
t t tX S �� 	 	  

Because of the reversal of accruals, the following period's reported earn-
ings are 

& (1 1 1(1 .r
t t t tX S % � � �	 	 	 	 � �1 1)  (9.11b) 
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A comparison of Eqs. 9.11a and 9.11b confirms that earnings manage-
ment concerns the timing of the recognition of sales.  Under our assump-
tion that accruals change by !�per one unit of sales, the corresponding ac-
cruals are 

tTA = � '1(1 ;t t tS! % � � � 	� � 	 �1 1)  (9.12a) 

1tTA 	 = � '1 1(1 .t t tS! % � � �	 	� 	 � �1 1)  (9.12b) 

9.2.1 The Statistical Properties of Managed Accruals 

From Eqs. 9.12a and 9.12b, we derive the following statistical properties 
of total accruals conditional on history up to period t-1: 

1[ ] .t t tE TA H E S!�  �  (9.13)

2 2 2 2
1[ ] (1 ) (1 .t tVar TA H ! % � 0� 1 2 � 	 �5 61 1)  (9.14)

2 2
1 1[ , ,]t t tCov TA TA H M! 0	 �   

where M = 2(1 ) (1 (1 ) (1 )(1 )
 K % % � �	 � � � 	 � �1) 1 1 .4 

(9.15) 

Our assumption that the instrument of earnings management is the sales 
innovation implies that, in expectation, the expected total accruals are the 
same as when the firm does not manage earnings (the expected sales inno-
vation is zero).  The effect of earnings management on the conditional 
variance is sensitive to the strategy used.  If the firm defers earnings to pe-
riod t+1, it reduces variability.  This strategy smoothes earnings.  Backdat-
ing sales has the opposite effect.  The effect of earnings management on 
the temporal covariance of accruals is sensitive to the type of earnings 
management.  Under SD, two competing effects take place.  On the one 
hand, deferring reported sales innovation implies obscuring the effect of 
current sales innovation on future earnings, and hence on future accruals; 
that is, SD lowers the covariance between successive accruals.  On the 

                                                      
4 The deviation of TAt from their mean is 1(1 (1t t% � � � 	� 	 �1) 1) . 

 The deviation of TAt+1 is 1(1 ) (1 (1 (1 )t t t
 K� % � � � 		 � � 	 � �1) 1) . 
 Cov[TAt, TAt+1] is the expectations of the product of these deviations. 
 Note that �(1�1)[1��(1�1)] =�� (1���)(1�1). 
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other hand, a smaller amount reverses in period t+1, which mitigates the 
negative correlation introduced by the reversal and increases the covari-
ance.  The net effect depends on (1 ) (1 )
 K %	 � � .  If it is negative (posi-
tive), the temporal covariance decreases (increases).  Under SB, however, 
the temporal covariance increases because the current accruals also signal 
future sales innovation. 

By construction, future cash flows are 1 1 1
r

t t tCF X TA	 	 	 �    

� �1 1( ) (1 .t t t tS S ! % � � � !	 	� 	 � � 	1 1)   The cash-flow effect stems from 
the restructuring of the revenue transaction designed to manage earnings 
(see Chap. 2).  Hence, parallel to Eqs. 9.9 and 9.10, respectively,  

2
1 1( , ) .r

t t tCov TA X H M! 0	 �  5 (9.16) 

1 1 1 1 1 1( , ) ( , ) ( , ).r
t t t t t t t t tCov TA CF H Cov TA X H Cov TA TA H	 � 	 � 	 � �  (9.17) 

Given that the term in brackets in Eq. 9.16 is the same as that in Eq. 
9.15, a discussion of the informativeness of the change in current accruals 
with regard to future reported earnings (Eq. 9.16) and future cash flows 
(Eq. 9.17) would echo the discussion of the temporal covariance.  The sig-
naling strategy, SB, improves informativeness, and smoothing, SD, has an 
ambiguous effect. 

Finally, we examine the relationships between discretionary accruals, 
tDA , 1(1t t tDA % � � � 	 � 	 �1 1) , and non-discretionary accruals, 

t tNDA S! �  

2( , ) .t tCov DA NDA !% 0 � 1  (9.18) 

As in McCulloch (1998a), and Black and McCulloch (2003), smoothing 
out sales innovation (SD) introduces a negative correlation between the 
two types of accruals.  The signaling strategy (SB) still maintains no corre-
lation between the two types. 

Managing earnings to adjust the timing of the recognition of sales 
changes the contemporaneous statistical properties of accruals and earn-

                                                      
5 Since the deviation of TAt from their mean equals ![("�%")�t +���"�"��t+1], 

1 1

.1 1

( , ) E[A B],

where A (1 ) (1 (1 ) (1 ) (1 (1 ))= .

r
t t t

t t t t t

Cov TA X H

B

! 

% � � � 
 K� % � � �

	 �

	 	

 �

� 	 � 	 � � 	 � �1 1) 1 1
 

 Since (1 (1 (1 ) (1 (1 ),� � � �� � �  � �1) 1) ) 1  

 2 2
1 1( , ) [(1 ) (1 ) (1 ) (1 (1 )] .r

t t tCov TA X H ! 
 K % % � � 0	 �  	 � � � 	 � �1 1 ) 1  



384      9  The Accruals Process 

ings, while leaving expected accruals intact.  The qualitative effect de-
pends on the strategy.  If earnings management uses forward-looking in-
formation, it is beneficial because it increases the predictability of accru-
als.  If, however, earnings management attempts to hide information on 
current sales innovation by smoothing it out, earnings management might 
be pernicious, in that it reduces the correlation between changes in accru-
als and current and future performance.  We will use the insights of this 
chapter in the following one. 

We conclude with the following comment.  In the Introduction of Part 4, 
we presented accrued balances, but in the analysis in Chap. 9, we used 
changes in accrued balances.  The difference between the two approaches 
is not perfunctory.  It is easier theoretically to focus on balances because 
reversal then is salient.  As we shall see in Chaps. 10 and 11, however, the 
empirical research largely employs changes in accrued balances. 

9.3 Accruals and Cash Flows 

9.3.1 Accruals Mispricing 

It is worth noting that the modeling of accruals is relevant to investigations 
beyond earnings management.  For example, research has been concerned 
with the persistence of accruals and cash flows and whether the market 
correctly evaluates them.  Persistence of each variable is defined as the 
weight of current variable in predicting the same variable one year ahead 
(see footnote 1)  (see Dechow, 1994; Subramanyam, 1996; Guay and 
Sidhu, 1996; Dechow, Kothari, and Watts, 1998; Dechow and Schrand, 
2004). 

The perception that accruals reverse and hence are less persistent than 
cash flows gave rise to a literature dealing with “accruals mispricing” (or 
accruals anomalies) that started with Sloan (1996).  Studies examined 
whether the stock market can distinguish between accruals and cash flows 
when valuing earnings and found that it could not  (see Pfeiffer, Elgers, 
Lo, and Rees, 1998; Pfeiffer and Elgers, 1999; Ali, Hwang, and Trombley, 
2000; Bradshaw, Richardson, and Sloan, 2001; DeFond and Park, 2001; 
Xie, 2001; Burgstahler, Jiambalvo, and Shevlin, 2002; Beneish and Var-
gus, 2002; Fairfield, Whisenant, and Yohn, 2002; Hribar and Collins, 
2002; Collins, Gong, and Hribar, 2003; Sun, 2003; Zach, 2003; Ahmed, 
Billings, and Morton, 2004; Desai, Rajgopal, and Venkatachalam, 2004; 
Ahmed, Nainar, and Zhou, 2005; Atwood and Xie, 2005; Beneish and 



Nichols, 2005, 2006; Dopuch, Seethamraju, and Xu, 2005; Levi, 2005; 
Melendrez, Schwartz, and Trombley, 2005; Richardson, Sloan, Soliman, 
and Tuna, 2005; Wei and Xie, 2005; Barone and Magilke, 2006; Cham-
bers, 2005; Core, Guay, Richardson, and Verdi, 2006; Dechow, Richard-
son, and Sloan, 2006; Cheng and Thomas, 2006; Louis, Robinson, and 
Sbaraglia, 2006; Mashruwala, Rajgopal, and Shevlin, 2006; Papanas-
tasopoulos, Thomakos, and Wang, 2007). 

9.3.2 Highlights of the Research 

Sloan (1996), finds in his 40,679 firm-year sample that the market does not 
distinguish between accruals and cash flows in annual reports even though 
the accrual component of earnings is less persistent than the cash-flow 
component.  Specifically, he shows that firms with high levels of current 
accruals experience systematic reductions in future earnings and that stock 
prices behave “as if” investors do not anticipate the declines.  Collins and 
Hribar (2000), and Core, Guay, Richardson, and Verdi (2006), extend this 
result to quarterly data, showing that it is distinct from the post-earnings 
drift phenomenon. 

Collins, Gong, and Hribar (2003), observe that large firms with high in-
stitutional ownership experience less mispricing of accruals than smaller, 
less profitable, and less liquid firms. 

Bradshaw, Richardson, and Sloan (2001), Ahmed, Nainar, and Zhou 
(2005), study analysts  forecast errors, finding that analysts do not differen-
tiate correctly between the persistence of accruals and cash flows.  Brad-
shaw, Richardson, and Sloan (2001), show that auditors, who are expected 
to be sophisticated users of accounting information, also misprice extreme 
accruals.  In contrast, Mashruwala, Rajgopal, and Shevlin (2006), find that 
the mispricing of accruals is not arbitraged away by sophisticated risk-
averse arbitragers because it is too risky for them to do so. 

Xie (2001), observes that the abnormal accrual component is less persis-
tent than the normal accrual component, which in turn is less persistent 
than the cash-flow component.  Beneish and Nichols (2005), also show 
that earnings management can explain mispricing.  Since investors cannot 
pierce the veil of accruals, they perceive the inflated earnings (as reflected 
in high accruals) as a signal of future high earnings instead of a warning of 
a reversal that will lead to a decline in reported earnings.  Inspired by 
Fama (1998), Mitchell and Stafford (2000) and Chambers (2005) com-
plements the tests in Sloan, (1996) and Xie, (2001) by formulating new tests 
and by controlling for risk factors in the test of abnormal returns. 

9.3 Accruals and Cash Flows      385 
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Beneish and Vargus (2002), link accruals and earnings persistence to in-
sider trading.  After finding that income-increasing accruals and unex-
pected accruals have lower (higher) persistence when managers engage in 
abnormal selling (buying), they show that the mispricing is attributable to 
the mispricing of positive accruals.  That is, investors make the mistake of 
pricing all positive accruals without paying attention to the information.  
Beneish and Vargus conclude that earnings management to support insider 
trading may explain mispricing (see the discussion in Chap. 3). 

Fairfield, Whisenant, and Yohn (2002), note that earnings performance 
is typically defined as 1-year-ahead operating income divided by 1-year-
ahead average total assets (which transforms operating income into return 
on assets).  They therefore examine the relationships between accruals and 
cash flows and assets.  Their findings that accruals are less persistent than 
operating cash flows in predicting 1-year-ahead return on assets, while ac-
cruals and cash flows have equivalent associations with 1-year-ahead op-
erating income, lead them to question whether mispricing is to be attrib-
uted to measurement issues (see also Pfeiffer and Elgers, 1999), or whether 
there is a broader growth anomaly.  Similarly, Desai, Rajgopal, and 
Venkatachalam (2004), present evidence that is consistent with mispricing 
disguising the overpricing of glamour stock (stocks that are overvalued in 
the wake of a history of high growth).  Papanastasopoulos, Thomakos, and 
Wang (2007), find that the accruals anomaly is a special case of the anom-
aly of the market s mispricing of retained earnings.6 

Sun, (2003), observes that mispricing occurs only in firms that report 
profits.  Dechow, Richardson, and Sloan (2006), question the existence of 
the accruals mispricing anomaly.  They show that the persistence of cash 
flows is driven by payments to equity holders, which account for a small 
portion of cash flows.  Otherwise, cash flows are not persistent. 

Atwood and Xie (2005), examine the finding of Burgstahler, Jiambalvo, 
and Shevlin (2002), that the market does not take full account of the nega-
tive correlation between special items and (standardized) earnings sur-
prises.  They show that this is special case of mispricing.  Special items af-
fect the extent to which the market overprices accruals: negative special 
items aggravate overpricing, and positive special items alleviate it. 

Levi (2005), finds that accruals mispricing disappears when assessed 
within a short window of about 90 days, starting 6 days after the 10-Q fil-
ings with SEC.  That is, the accruals information of firms that voluntarily 
disclose such information in a 10-Q filing is fully impounded into stock 
prices upon the disclosure. 
                                                      
6 For further research on the connection between known anomalies and the mis-

pricing of accruals, consult Zach (2003), and Wei and Xie (2005). 

,
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Richardson, Sloan, Soliman, and Tuna (2005), extend Sloan’s (1996) re-
sults by decomposing accruals into accruals from operating activities, ac-
cruals from non-operating activities, and financing accruals.  They show 
that when the reliability of accruals is taken into account, the relationship 
between the persistence of accruals and their mispricing is aggravated: the 
market does not distinguish among accruals, although accruals with lower 
quality have lower persistence (see also Richardson, 2003).7 

Appendix: Accruals when the Firm Carries Inventories 

The Model 

We adopt the approach of Dechow, Kothari, and Watts (1998), Barth, 
Cram, and Nelson (2001), and Kothari, Leone, and Wasley (2005), who 
apply a random walk model to a framework with a mean-reverting process 
with zero growth.  That is, 

St=� +�t. (9.19a) 

The expected sales in period t+1, ESt+1 = �, and the difference between 
consecutive sales, �St, �St = St ��St-1, equal the change in consecutive sales 
innovations, �St = ��t. 

We assume that the firm holds a target ending inventory, where the op-
timal level, *T

tI , is a percentage 1�  of the expected cost of goods sold, 
COGSt+1, where 0 < 1� < 1.  Specifically, 

*
1 1 1 1( ) (1 ) .T

t t tI E COGS H� �  �	 �  �  (9.19b)

Purchases are either sold, as is manifested in the COGS, (1� )St, or not, 
as manifested in a change in inventory, It-It-1.  Ending inventory might dif-
fer from the target level because of uncertain COGS.  For example, a sup-
plier may offer a hefty discount for increasing the volume of purchases, or 
a supplier may fail to ship the goods because of truck drivers  strike, and so 
on.  We assume that the deviation from the optimal purchase level is a per-

                                                      
7 This paper is also valuable for a discussion of the realism of assumptions under-

lying the modeling of the accruals process outlined in the first part of this chap-
ter. 

,
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centage 2�  of the innovation in the COGS in period t, 0 < 2� <1.  That is, 
the actual ending inventory is 

1 2(1 )[ ]T
t tI �  � � � � �  and  (9.20a)

1 1 2 1(1 )[ ].T
t tI �  � � �� � � �  (9.20b)

Hence, for a given level of inventory, It-1, purchases, P, are 

� '1 1 2(1 ) (1 ) .T
t t t t t tP S I I S  � � �� � 	 �  � � �  (9.21a) 

The corresponding change in accounts payable, AP, since the firm does 
not pay �L until the following period, is given by 

� '1 2 1(1 ) ( )t t t tAP S�  � � � � ��  � � � � �� . (9.21b)

Accruals 

The change in total short-term (working-capital) accruals in period t equals 
the sum of the changes in ending inventory, ,tI�  and accounts receivable, 

,tAR�  less the accounts payable, ,tAP�  

.t t t tTA I AR AP � 	 � ��  (9.22) 

By Eqs. 9.A2a, 9.A2b, 9.A3b, and our assumption on accounts receiv-
able, 

� '
& (

1 2 1 2 1

1 2 1

(1 ) (1 ) ( )

(1 ) (1 ) , (1 )
t t t t t t

t t t

TA S S

S

 � � � � �  � � � �

!  � � � � � � ! � �  
�

�

 � � � 	 � � � � � � � �

 � � � � � � �  � �
. 

We see now that inventory creates a dependence on the innovations in 
sales in periods t-1 and t-2. 



10  The Accruals Methodology 

In Chap. 9, we laid the foundation for this chapter by presenting a stylized 
model of the earnings generation process.  Here, we introduce the 
empirical approach that examines earnings management through abnormal 
accruals. 

The milestone in the accruals approach is the study of Jones (1991).  
Hence, we divide the discussion into two parts.  The first details the evolu-
tion of research up to and including the Jones model.  The second presents 
an evaluation of the Jones model. 

Because of the importance of earnings management to accounting, a few 
literature reviews have been published in recent years (Beneish, 1999b; 
Healy and Wahlen, 1999; McNichols, 2000; Stolowy and Breton, 2000; 
Beneish, 2001; Fields, Lys, and Vincent, 2001; Dechow and Schrand, 
2004).  The focus of a typical review is the Jones model, and its 
implementation in event studies, similar to Part 2 of this book.  We expand 
this literature by providing a comprehensive review of the evaluation of 
the empirical research design and of recent developments. 

10.1 The Evolution of Accruals-Based Research1 

Milestones in research that attempted to model normal accruals before 
Jones's study include the following: 
� Ronen and Sadan (1981); 
� Healy (1985); 
� DeAngelo (1986, 1988b); and 
� Dechow and Sloan (1991). 
The merits of presenting these early works are threefold.  First, they 

provide a benchmark against which we can evaluate the Jones model.  For 

                                                      
1 Acknowledgments: We are grateful to Jimmy Ye, Pete DaDalt, and Hila Yaari 

for their invaluable input to this chapter.  In addition, the organization of this 
section was inspired by presentation by Bill Baber in a seminar at the University 
of Maryland in 2003. 
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example, Ronen and Sadan’s model considers only the sales regressor for 
estimating non-discretionary accruals; the Jones model considers sales and 
PP&E.  We elaborate on this difference below.  Second, they contain a ker-
nel of thinking about modeling normal accruals that can be incorporated into 
contemporary research to gain new insights.  For example, Ronen and Sadan 
(1981), focus on classificatory smoothing (in addition to intertemporal 
smoothing) whereby net income is not affected by earnings management, 
but items are moved “above the line” and “below the line.”  Third, these 
studies offer research opportunities.  Readers could redo the earlier studies 
in “modern” ways.  For example, Gaver, Gaver, and Austin, (1995), repli-
cate Healy (1985), for a later sample using Jones’s methodology. 

10.1.1 Ronen and Sadan (1981) 

10.1.1.1 The Research Question 

Ronen and Sadan investigate the smoothing of ordinary income, as defined 
in Chap. 7.2  In this setting, the firm deliberately smoothes out fluctuations 
in its reported earnings “above the line,” which are presumed to carry more 
weight in valuation.  Smoothing can be achieved by any (or any combina-
tion) of the following means: 

                                                      
2 Previous researchers had already tested smoothing (e.g., Beidleman, 1973; 

Ronen and Sadan, 1975; Barnea, Ronen, and Sadan, 1976.  See Ronen, Sadan, 
and Snow, 1977; Ronen and Sadan, 1981), and smoothing has been tested in 
subsequent studies as well (Belkaoui and Picur, 1984; Moses, 1987; Greenawalt 
and Sinkey, 1988; Brayshaw and Eldin, 1989; Craig and Walsh, 1989; Hand, 
1989; Albrecht and Richardson, 1990; Bartov, 1993; Ashari, Koh, Tan, and 
Wong, 1994; Beattie, Brown, Ewers, John, Manson, Thomas, and Turner, 1994; 
Fern, Brown, and Dickey, 1994; Sheikholeslami, 1994; Wang and Williams, 
1994; Michelson, Jordan-Wagner, and Wootton, 1995; Bhat, 1996; Bitner and 
Dolar, 1996; Booth, Kallunki, and Martikainen, 1996; Hunt, Moyer, and Shev-
lin, 1996; Saudagaran and Sepe, 1996; Subramanyam, 1996; Carlson and 
Bathala, 1997; DeFond and Park, 1997; Chaney and Lewis, 1998; Chaney, 
Coleman, and Lewis, 1998; Oyer, 1998; Barth, Elliott and Finn, 1999; Godfrey 
and Jones, 1999; Hallock and Oyer, 1999; Hwang and Ryan, 2000; Lim and 
Lusgarten, 2002; Payne and Robb, 2000; Barton, 2001; Buckmaster, 2001; Gul, 
Leung, and Srinidhi, 2002; Elgers, Pfeiffer, and Porter, 2003; Wan-Hussin, 
Nordin, and Ripain, 2003; Kanagaretnan, Lobo, and Yang, 2004; Cheng and 
Warfield, 2005; Abdel-Khalik, 2006;  Liu and Ryan, 2006; Tan and Jamal, 2006; 
Tucker and Zarowin, 2006). 
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� Real smoothing—smoothing through production or investment 
activities, which affect cash flows; 

� Intertemporal smoothing—cosmetic smoothing through allocating 
total accruals strategically among a few accounting periods; and 

� Classificatory smoothing—cosmetic smoothing through choosing 
where to place a certain item: above the line (in ordinary outcome) or 
below the line (as an extraordinary item).  For example, at the time 
their sample was collected, non-recurring revenues and expenses 
could be classified as either ordinary or extraordinary.3 

Ronen and Sadan estimate the long-run earnings first.  Since firms must 
report, in total, the true earnings, smoothing involves the timing of the 
recognition of the income-statement items.  To decrease the variability of 
its series of reported earnings, firms report an income figure that is closer 
to the long-run average income—the “trend income”—than the truth (Fig. 
10.1). 

 
 

Period 

$ 
         x               x           
                 x                    � 
                           �         
   x    �      �                    x 
     
   � 

x– True earnings 
� – Reported earnings  

– The direction of 
earnings management   
 

 
Fig. 10.1 Smoothing around a “Trend Income” 

The straight increasing line is the “trend income.”  The smoothed 
earnings are closer to this line than the true earnings. 

Ronen and Sadan base the modeling of expenses on the following 
classified income statement: 
(1) Sales L 
(2) Cost of goods sold and operating  

expenses 
X0 

(3) = (1)– (2) Operating income OP 
(4) Non-operating expenses related to 

continuing operations 
X1 

(5) = (3)– (4) Ordinary income OP–X1=L–XX 
(6) Extraordinary expenses X2 
(7) = (5)– (6) Net income L–XX–X2 
                                                      
3 In recent years, classificatory smoothing is also reflected in pro forma earnings. 
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10.1.1.2 The Design of the Empirical Test 

Ronen and Sadan estimate the trend of operating income with the 
following two-stage procedure: 

Lt = a0L + a1Lt + u t (10.1) 

and 

OPt= a0P + a1Pt + a2Put + st, (10.2) 

where s is the deviation of reported income from the long-run trend—
abnormal income, also referred to as abnormal operating income. 

The model relates operating income, OP, linearly to time (i.e., year) and 
to abnormal sales, u, where normal sales are also estimated as a linear 
function of time.4  The main motivation for the two-stage estimation is that 
the abnormal operating income, s, indicates the demand for smoothing 
(since OP is the object of the earnings management).  If s is positive, the 
firm is likely to manage income downward, and vice versa.  At this point, 
one wonders how one can be sure that this is the correct dynamic.  After 
all, the unmanaged earnings are unobserved.  The answer lies in the 
reasonable assumption that if economic earnings are below the trend, then 
the firm increases the reported earnings but never overshoots; if above, the 
firm decreases its earnings likewise.  To illustrate, suppose that the “trend 
income” is 100 and the firm's pre-management earnings are 90.  The firm 
then attempts to report more than 90, but no more than 100.  If it reports 
95, the gap between the reported earnings and the target is –5, which is 
smaller than the true gap, –10, but both are negative. 

An advantage of the two-stage procedure is that it addresses the relation 
between performance and accruals.  One issue with the standard OLS 
estimation of accruals is that the relation between normal accruals and 
performance might be non-linear.5  By regressing operating income on 
abnormal sales, u, one controls for the exceptional performance (for a non-
linear model, consult Ronen and Sadan, 1975). 

Ronen and Sadan run the following regressions: 

X2t = f0+f1tt+f2tut+qt; (10.3) 

X0t= c0+c1tt+c2tut+c3tqt + error; (10.4) 

                                                      
4 Both the sales growth model and the operating income growth model are quite 

simple.  Since estimating an exponential model did not change their results 
qualitatively, Ronen and Sadan keep to this specification. 

5 We consider this issue at some length below, when discussing studies by 
Dechow, Sloan, and Sweeney (1995), and Kothari, Leone, and Wasley (2005). 
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X1t= b0+b1tt+b2tut+b3tqt+b4t st + error; (10.5) 

XX t = d0+d1tt+d2tut +d3t qt + error, (10.6) 

where ut, qt, st, are abnormal sales, abnormal extraordinary expenses, and 
abnormal ordinary income, respectively. 

In the introduction to Part 4, we presented abnormal accruals as 
discretionary accruals.  Ronen and Sadan, too, regard abnormal expenses, 
q, as an indicator of earnings management.  That is, any expense is the sum 
total of cash flows, discretionary accruals, and non-discretionary accruals.  
The cash flow component and the non-discretionary accruals of X2t are 
captured by f0+f1tt+f2tut, and the residual, qt, is discretionary. 

10.1.1.3 The Findings and Alternative Methods to Detect 
Smoothing 

Artificial intertemporal smoothing implies that b4t > 0.  The higher the ab-
normal operating income, s, the higher the demand for dampening ordinary 
income by increasing non-operating expenses.  Classificatory smoothing 
occurs when abnormal extraordinary items are used as substitutes for ex-
penses in other slots on the income statement.  Hence, classificatory 
smoothing implies that b3t, c3t, and d3t are negative. 

Ronen and Sadan successfully present evidence of intertemporal and 
classificatory smoothing.  For further discussion of their research methods, 
consult their work. 

Alternative indicators of smoothing have been employed: earnings vola-
tility (e.g., Hunt, Moyer, and Shevlin, 2000; Abdel-Khalik, 2006); the se-
rial correlation of earnings, which is expected to be negative under 
smoothing (e.g., Guay, Kothari, and Watts, 1996); the ratio of the coeffi-
cient of variation of pre-managed earnings to the coefficient of variation of 
reported earnings, where pre-managed earnings are defined as net income 
minus discretionary accruals (Barton, 2001, table 7; and Pincus and Ra-
jgopal, 2002); in cross-sectional design, the ratio of the standard deviation 
of operating earnings to the standard deviation of cash flow from opera-
tions (e.g., Leuz, Nanda, and Wysocki, 2003; Zarowin, 2002; Bhatta-
charya, Daouk, and Welker, 2003; Cohen, Dey, and Lys, 2005a); extreme 
negative contemporaneous correlation of a change in accruals and a 
change in cash flows (e.g., Leuz, Nanda, and Wysocki, 2003; Myers, 
Myers, and Skinner, 2006); the negative correlation of a firm’s change in 
discretionary accruals with the change in its pre-managed earnings (Tucker 
and Zarowin, 2006); and accounting choices opposite the boom or reces-
sion in the industry, such as banks’ accelerating provisions for losses  (e.g., 
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Liu and Ryan, 2006).  For a discussion of the methodologies that use target 
income as a benchmark for testing for smoothing, consult Lim and Lusgar-
ten (2002). 

10.1.2 Healy (1985) 

10.1.2.1 The Research Question 

Healy analyzes the incentives of management to manage earnings 
downward when its marginal bonus is “out of the money.”  Graphically, 
the compensation package of a manager who receives a base salary and a 
bonus is a piecewise contract as depicted in Fig. 10.2. 

 
  

Earnings 

Payment 

A'  A                  B       O 

 
Fig. 10.2 The manager’s compensation 

The compensation is based on reported earnings, with a bogey at A and 
a cap at B (Scott, 1997).  If accounting flexibility allows the manager to in-
flate earnings by the difference between A' and A, this compensation 
schedule can be divided into three zones6: to the left of A', between A' and 
B, and to the right of B.  If the true earnings fall in the second zone (A'-B), 
the manager can increase his current bonus by inflating the report.  If the 
true earnings fall in the interior of the first or in the third zone, inflating the 
report will not yield higher compensation.  The manager can create a “re-

                                                      
6 We present the argument somewhat differently than Healy, consistent with 

Gaver, Gaver, and Austin (1995).  Healy does not distinguish between A' and A.  
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serve” of reported earnings that can be used to earn a bonus in the future 
by deflating the report through such means as recognizing future expenses 
immediately (i.e., by “taking a bath”).   

10.1.2.2 Healy’s Research Design 

Healy defines DA as follows: 

DA= ��DEP – X2 D1 + �WORK – (TP + D1) � D2, (10.7) 

where 
DA = discretionary accruals, which are equated with Total 

accruals (denoted by ACC); 
DEP = depreciation; 
X2 = extraordinary items (denoted in the paper by XI); 
D1 = dummy variable; 1=1 (0) if bonus plan earnings are 

defined after (before) extraordinary items; 
�WORK = the change in select accruals from working capital: the 

increase in accounts receivable (�AR) plus the increase 
in inventory (�INV) plus the decrease in accounts 
payable (�AP); 

�TP = the change in income tax payable; 
D2 = dummy variable; D2 =1 (0) if bonus plan earnings are 

defined after (before) income tax. 
Healy collected data from a population of the 250 largest U.S. industrial 

corporations listed in the 1980 Fortune directory, which yielded 1,527 
firm-year observations (from 94 firms with sufficient disclosure of their 
bonus plan and with no disclosure of their long-term incentive plan) 
between 1930 and 1980.  Healy then categorizes each observation into 
LOW, MID, and UPP portfolios, depending on whether the income that is 
defined as the basis for calculating the bonus is below A, between A and 
B, or above B, respectively.  In addition, Healy distinguishes between 
firms with a formal cap, B, and firms that do not disclose B, classified for 
lack of better information as firms with no cap.  (He and Holthausen, 
Larcker, and Sloan, 1995, observe that such a threshold exists and that it 
might not be disclosed or be unofficial.) 

Healy compares the frequency of firms with negative discretionary 
accruals to the frequency of firms with positive discretionary accruals, and 
his table 2, panel b shows that the evidence supports his hypothesis, since 
the frequency of firms with negative accruals below A (and to a lesser 
extent above B) is higher than the frequency of firms with positive 
accruals. 

His test is based on total accruals, TA.  One interpretation is that all ac-
cruals are discretionary—that is, TA = DA, because NDA = 0.  (We discuss

D
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studies that employ this assumption below, in Sect. 10.1.2.2.)  This 
holds for zero growth mean-reverting or random-walk processes.  Other-
wise, this is a questionable interpretation, because normal accruals might 
have non-zero expectations, say, K, K�0.  Then, the cutoff point for classi-
fying firms is K, where firms with accruals that exceed K are “positive,” 
and firms with accruals less than K are “negative.”  Yet K might also vary 
with performance; that is, there is one K at A' and another, K0, at B.  If 
both K and K0 were positive, then Healy’s results would be stronger, be-
cause they underestimate the true magnitude of the “taking a bath” phe-
nomenon.  Critics of Healy’s work are willing to concede that K0 is posi-
tive at the cap, B, but not that K at the bogey, A.  Negative accruals at A 
may be attributable not to firms’ taking a bath to manage earnings but to 
low performance; that is, TA=NDA, and DA=0.  (See, e.g., Kasznik, 1999, 
who finds positive [negative] discretionary accruals with high [low] earn-
ings.)7 

Healy was aware that total accruals aggregate discretionary and non-
discretionary accruals.  He states, “Total accruals (ACCt) include both 
discretionary and non-discretionary components (ACCt = NAt + DAt), and 
are estimated by the difference between reported accounting earnings and 
cash flows from operations” (p. 94).  Hence, another interpretation is that 
NDA is not zero, but TA =NDA +DA, with positive DA for only the 
performance subset between A’ and B and negative DA in other subsets.  
Still, the same critique applies, as NDA can be sensitive to performance, so 
a comparison across performance subsets is tainted by potentially 
identifying accruals that are normal for an abnormal level of activity as 
discretionary accruals.  We discuss this interpretation further in the next 
subsection, in our account of Healy’s contribution to earnings management 
studies. 

As for the first interpretation, that TA=DA, we note that although using 
total accruals is not in vogue nowadays, still, some studies use them as a 
proxy for the quality of earnings and to detect earnings management (see 
Aharony, Lin, and Loeb, 1993; Chan, Chan, Jegadeesh, and Lakonishok, 
2004; Dechow and Dichev, 2002; Richardson, Tuna, and Wu, 2002, table 
5; Leuz, Nanda, and Wysocki, 2003; Phillips, Pincus, and Rego, 2003; 
Ahmed, Billings, and Morton, 2004; Bergstresser and Philippon, 2006; Li, 
Xie, and Wu, 20058; Yan, 2006).  

                                                      
7 Even with this comment in mind, Healy's study is notable for refuting the hy-

pothesis that managers always inflate earnings in order to collect higher bonuses 
and for being a seminal paper that identifies compensation as an incentive to 
manage earnings (Kothari, 2001). 

8  Li, Xie, and Wu test the association between trading volume—a signal of infor-
mation asymmetry among a market’s participants—and the absolute values of 
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10.1.2.3 The Contribution to Earnings Management Research 

The methodology that is associated with Healy defines normal accruals as 
the deflated long-run accruals: 

NDAt+1 =  
1

1 ,
t

i

i t n i

TA
n A � �
M  (10.8) 

where Ai–1 are the lagged assets.  In most applications, the average is 
calculated over 5 years, n=5 (see, e.g., Dechow, Sloan, and Sweeney, 
1995; Dechow, Sabino, and Sloan, 1998; Thomas and Zhang, 2000; Ye, 
2006).  Equation 10.8 coincides with Healy’s 1985 design when the sales 
generation process is mean reverting with zero growth, since in 
expectations, NDAt+1=0, and DAt+1=TAt+1; that is, discretionary accruals in 
the event year equal total accruals. 

Healy’s methodology is consistent with the second interpretation of 
Healy’s (1985).  Discretionary accruals are those accruals that differ from 
the long-run average, DA=TA–NDA, and NDA may not be zero.  Dechow, 
Sloan, and Sweeney (1995), explain the motivation: 

Healy (1985) tests for earnings management by comparing mean 
total accruals (scaled by lagged total assets) across the earnings 
management partitioning variable.  Healy’s study differs from most 
other earnings management studies in that he predicts that systematic 
earnings management occurs in every period.  His partitioning variable 
divides the sample into three groups, with earnings predicted to be 
managed upwards in one of the groups and downward in the other two 
groups.  Inferences are then made through pairwise comparisons of the 
mean total accruals in the group where earnings is predicted to be 
managed upwards to the mean total accruals for each of the groups 
where earnings is predicted to be managed downwards.  This approach 
is equivalent to treating the set of observations for which earnings are 
predicted to be managed upwards as the estimation period and the set 
of observations for which earnings are predicted to be managed 
downwards as the event period.  The mean total accruals from the 
estimation period then represent the measure of nondiscretionary 
accruals.  (p. 197) 

Note that because accrued balances reverse, the average accrued 
balances over a 5-year period might be zero, and the difference between 
the two interpretations disappears. 

                                                                                                                          
accruals around quarterly earnings announcement dates.  They argue that trading 
volume indicates information asymmetry regarding a firm’s value (e.g., Dontoh 
and Ronen, 1993) and that pernicious earnings management increases informa-
tion asymmetry.   
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To illustrate Eq. 10.8, we conduct a 1,000-trial simulation, assuming a 
mean-reverting process with a mean of 10,000.  Sales innovations are 
drawn from the Beta distribution with a minimum of –10,000, a maximum 
of 10,000, and parameters ��= ��= 7�8��Since earnings are serially 
correlated (Kothari, 2001), we set each sales innovation to be correlated 
with the previous year’s random component, with the following 
coefficients (Table 10.1). 

Table 10.1 The assumptions on the serial correlation coefficients of earnings 

Year Correlation coefficient Year Correlation coefficient 
1 0.49 4 –0.34 
2 0.44 5 0.72 
3 0.67 6 0.27 

 
Changes in accrued balances of working-capital accruals are assumed to 

be 0.144 of the change in sales in each year.  The average accruals in years 
1–5 are a measure of year 6’s NDA (net of reversals).  Figure 10.3 presents 
the results of our simulation. 

 

 
Fig. 10.3 The discretionary accruals under Healy’s methodology 

Since the symmetric Beta distribution when � = �  is Gaussian, and since 
we assume that the minimum equals the negative of the maximum, the 
mean is zero.  The derived simulated curve has a t-student distribution with 
a mean –14.06; the standard deviation is 268.06.  DA range between a 
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minimum of –740.15 and a maximum of 714.02.  It is not a priori clear 
that this result generalizes to smaller and non-homogenous samples.  How-
ever, it is interesting to note that we do not get zero DA (i.e., the distribu-
tion does not collapses to a mass around zero DA) although there is no 
earnings management in the simulation.  That is, this methodology identi-
fies normal accruals for abnormal performance as discretionary. 

10.1.3 DeAngelo (1986, 1988a) 

10.1.3.1 The Research Questions 

DeAngelo sets out her approach in her 1986 and 1988a studies.  In the 
1986 study, she examines the accounting decisions made by managers of 
64 public firms who attempted a management buyout during 1973–1982.  
In the 1988a study, she considers the earnings behavior of 42 firms en-
gaged in 43 proxy contests during 1971–1982.9 

In both studies, managers of the sample firms have incentives to manage 
earnings.  In the 1986 study, management and investors have to agree on 
the transaction price.  The price-setting is obscured by uncertainty regard-
ing the firm’s value, which is likely to increase after the buyout is com-
pleted.10  The observable, reported earnings are a valuable input into the 
negotiations process.  From the management’s perspective, the situation is 
a zero-sum game wherein they have incentives to manage earnings down 
ward in the periods preceding the leveraged buyout in order to reduce the 
price. 

In the 1988a study, the dissident shareholders attempt to gain the sup-
port of other stockholders by quoting poor earnings as an indicator of poor 
performance.  DeAngelo finds that the market price is unlikely to be cited, 
or is cited only together with poor earnings, because the price tends to rise 
before the contest, indicating that the market anticipates that the firm will 

                                                      
9 A proxy contest is a political campaign in which stockholders who disagree with 

managerial policies (dissident shareholders) seek election to the firm's board of 
directors, with the intent to replace the incumbent manager. 

10 Even if the market price were a perfect signal of future events, it still would un-
derstate the future value.  To illustrate,  suppose that the firm’s value is zero be-
fore a buyout and one after the buyout.  Then, if there is 25% chance that the 
buyout will not be completed, the expected value of the firm is 0.75 � 1 + 0.25 � 
0 = 0.75 < 1.  The market price understates the value, conditional on a buyout.  
Not surprisingly, buyout prices are known to exceed the market price of the 
shares prior to the buyout event. 
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improve its performance regardless of whether the dissident shareholders 
succeed.  Clearly, the incumbent managers have incentives to manage 
earnings upward, to disprove the allegation of poor performance.  (See also 
DeAngelo, 1988b.) 

10.1.3.2 The Contribution to Earnings Management Research 

DeAngelo’s model calculates normal accruals as the previous period’s 
accruals deflated by lagged assets: 

NDAt+1 = 1

1

,t

t

TA
A

�

�

 
(10.9) 

where At–1 are the lagged assets.11 
This characterization fits a constant growth mean reverting or random-

walk processes.  The expected accruals this year are equal to those of last 
year, and thus all changes in accruals are discretionary.12 

To illustrate DeAngelo’s model, we conduct a 1,000-trial simulation, 
assuming the same parameters as in our simulation of Healy’s model.  
Figure 10.4 presents the distribution of discretionary accruals, DA = TA–
NDA, after we drop four extreme observations. 

                                                      
11 For a variation on DeAngelo’s model, consult Friedlan (1994).  He deals with 

non-stationarity by deflating variables by sales. 
12 Consider the accruals generation process studied in Chap. 9 (Eq. 9.5): 

& (1 1 1 1[ ] 1 )[ ( )](t t t t t t tCAB S S S S S! ! 
 K � �� � � � �  	 � 		 � , 
 where 

CAB t+1  =  the change in accrued balances in period t; 
!� = intensity of accruals as a fraction of sales, 0 <�! < 1; 
K� = persistence of the drift of sales from the mean;   
�� = mean sales. 

  When the sales generation process is a random walk, K=0, and the growth rate is 
zero (i.e., �St+1 = St + �t–1 � St), the expected change in accrued balances is zero, 
because tE[ ] 0.�    Since research equates accruals with CAB, such a process 
justifies DeAngelo’s definition of DA.   
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Fig. 10.4 The discretionary accruals by DeAngelo’s methodology 

We use the same data as in Sect. 10.1.2.  Here, too, we get a student t-
distribution of DA with mean close to zero (the mean is –7.62 and the 
standard deviation is 246.92).  It seems that although our simulation as-
sumes a mean-reverting process, DeAngelo’s model is marginally better 
than Healy’s model.  The reason lies in the serial correlation of the sales 
innovations.  NDA in Healy’s model contains information in the past 
accruals that is irrelevant for estimating DA in period t+1. 

A regression of DADeAngelo (the difference between the change in accrued 
balances and (10.9)) on DAHealy (the difference between the change in 
accrued balances and (10.8)) yields the following: 

DADeAngelo = 0.93
(0.157)

 + 0.61
(27.75)

DAHealy. (10.10)

Equation 10.10 has an R2 of 0.44; the numbers in parentheses are the t-
statistics.  The intercept is insignificant, but the slope is significant.  The 
relatively high association between the two DA models is not an artifact of 
our specific simulation.  The reason is that accruals are defined as the 
difference in balances.  This cancels out the effect of the long-term mean 
on accruals.  That is, if accrued balances are 0.144 of earnings, which are 
generated from a mean-reverting process with �=10,000 (i.e., 
Xt=10,000+�t), then the difference in accrued balances—that is, accruals—
is 0.144 � ��t.  In contrast, if the mean sales were not stationary, the 
correlation between the two models might have been lower. 
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10.1.3.3 The Tests 

DeAngelo defines total accruals as in Healy (1985), except that in her 
earlier study DeAngelo adjusts earnings to reflect the impact of the equity 
method of accounting for intercorporate investment. 

In the 1986 study, DeAngelo does not detect earnings management, but 
in the 1988 study she is more successful.  Her test results indicate that 
earnings increase during a contest by about 1% of total assets, but accruals 
increase by about 2%, although the change in the mean cash flows is close 
to zero.  Hence, the evidence is consistent with earnings management 
rather than improved performance in response to the pressures of the 
contest. 

Most studies nowadays do not employ DeAngelo's approach unless they 
seek to compare the efficiency of different models of discretionary 
accruals (see, e.g., Dechow, Sloan, and Sweeney, 1995; Guay, Kothari, 
and Watts, 1996; Young, 1999; Thomas and Zhang, 2000; Bartov, Gul, 
and Tsui, 2002).  Nevertheless, because DeAngelo inspired later research, 
her work continues to have an impact. 

10.1.4 Dechow and Sloan (1991) 

10.1.4.1 The Research Question 

Dechow and Sloan analyze the spending on research and development 
(R&D) during the last year of the tenure of an outgoing CEO.  They 
formulate the following hypotheses:  

A reduction in expenditures on R&D activities is 
H1: more likely during the years immediately before a CEO's departure. 
H2:  less likely if the CEO's wealth is sensitive to the firm's value, and 
H3:  less likely if the turnover is peaceful. 
The first hypothesis arises from the fact that net income is a basis for the 

CEO’s bonus.  Hence, CEOs have incentives to increase earnings by 
reducing the R&D expenditure.  The second hypothesis is based on the 
observation that a reduction in R&D reduces the firm’s expected value, so 
the CEO’s incentives to reduce R&D are weakened when he holds shares 
of the firm.  The third is based on the fact that when a departing CEO 
passes his authority to his designated successor a few years before his 
retirement, by the time the CEO quits the post, he has no authority over 
these decisions (Vancil, 1987). 
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10.1.4.2 The Contribution to Earnings Management Research 

Dechow and Sloan base their research design on the assumption that the 
variation in the determinants of non-discretionary accruals is common 
across all firms in the same industry.  This industry model for normal non-
discretionary accruals (e.g., Dechow, Sloan, and Sweeney, 1995; Guay, 
Kothari, and Watts, 1996) is 

NDAt+1 = �1 + �2 median (TAt+1), (10.11)

where median (TAt+1) is the median value of total accruals, scaled by 
lagged assets for all non-sample firms in the same industry and year 
(Dechow, Sloan, and Sweeney, 1995, use the two-digit SIC code). 

The advantage of this approach is that the researcher does not have to 
formulate a model of how the normal item under investigation (in this 
case, R&D) behaves.  Dechow and Sloan state,  “We have no explicit 
theory concerning the expected level of R&D expenditures in the absence 
of manipulation” (p. 55).  The test considers instead the difference in TA 
between a firm with incentives to manage earnings and its colleagues that 
lack these incentives. 

There are a couple of disadvantages: first, the model applies only to 
event studies in which not all firms experience the same event.  Second, 
even if not all firms in the industry have the same incentives to manage 
earnings, if other firms in the industry also manage earnings in the same 
direction, the test biases against finding earnings management, and if other 
firms manage earnings in the opposite direction, the test might indicate 
non-existent earnings management.   

10.1.4.3 The Tests 

Using a sample of 91 firms with 517 usable firm-years (in order to have an 
11-year window), Dechow and Sloan perform the following regression: 

�R&Dit  = � + �1DUMit + ��R&D m(i )t + �it, (10.12)

where 
�R&Dit  = the change in R&D;  
DUMit = a dummy variable that takes the value of 1 in the last

2 years of the CEO’s tenure and zero otherwise;  
��R&Dm (i)t = An index of economy-wide changes in R&D expendi- 

tures, calculated for all firms in the three-digit SIC,
where the weight of a given firm-year is relative to its
market value as a percentage of the value of all firms.
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They find lower expenditures in the final year of a CEO’s tenure and a 
large increase in R&D by his successor, but this effect is attenuated if the 
departing CEO owns a sufficiently large number of shares of the firm. 

10.1.5 The Jones Model 

10.1.5.1 The Research Question 

Jones (1991), examines accruals by U.S. firms during import relief 
investigations by the U.S. International Trade Commission (ITC).  Import 
relief is meant to protect domestic producers against competition by 
foreign firms through measures such as tariff increases, quota reductions, 
market agreements that limit imports, and federal adjustment assistance to 
relocated employees.  The ITC bases its decisions on accounting earnings, 
inventory levels, and unused capacity.  Relief is granted if the competition 
leads to severe deterioration in these accounting signals. 

The optimal earnings management strategy is to reduce earnings to 
convey the impression that the foreign competition is harmful, especially 
because the ITC does not adjust the financial data to reflect accounting 
choices. 

10.1.5.2 The Contribution to Earnings Management Research 

Jones’s work is an event study, so it implicitly assumes that firms do not 
manage earnings before the event.  Hence, the time series of a firm’s 
earnings can be decomposed into two subperiods, an estimation period, in 
which DA=0, and the event period. 

Jones employs the following procedure: 
Stage 1: Estimation period 
In the estimation period, the normal accruals are 

NDAit /A it–1 = TAit /A it–1 = �i [1/Ait–1] + �1i[�REVit/Ait–1] + 
�2i[PPEit/Ait–1] + �it , 

(10.13)

where 
TA = total accruals; 
A = assets; 
REV = revenues; 
PPE = gross property, plant, and equipment; 
� = error term; 
i = index for firm, i=1,2,…,N. 
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T = index for the period (year) in the estimation period, 
t=1,2,…,T. 

� = change in a given variable. 
Equation 10.13 does not have an intercept because the first term is the 

reciprocal of the asset at the beginning of the period.  We obtain this 
equation by deflating all variables in the model of NAt = B1 + 
B2�REVit/Ait–1 + B3 [PPEit/Ait–1] + � it by lagged assets, to correct for 
heteroskedasticity.  Equation 10.13 is based on the understanding that 
working-capital accruals are related to changes in sales, and depreciation is 
related to assets. 

The regression yields estimates of the coefficients i 1i 2i
ˆ ˆˆ , ,� � � .  What 

should the signs of these coefficients be?  Clearly, the coefficient on 
property, plant, and equipment is negative because PP&E determines the 
depreciation expense.  The consensus is that the coefficient on change in 
sales should be positive.  The argument is that changes in accounts 
receivable and accounts payable are related.  Since the sales of a profitable 
firm exceed its expenses, the net working-capital accruals will be positive 
if the credit policies of the firm and its suppliers are similar.  Theoretically, 
however, working-capital accruals can be negative.  To illustrate, let the 
change in current accruals be made up of the change in accounts receivable 
less the change in accounts payable.13  Suppose that all sales are made for 
cash only but some of the purchases are made on credit.  As sales increase, 
the accounts payable increase as well, so the coefficient on the change in 
sales is negative. 

We conduct the following examination.14 We ran a cross-sectional re-
gression of current accruals15 on the reciprocal of lagged assets and change 
in sales deflated  by lagged assets.16  Our sample comprises all Compustat 
firms in the 1991–2004 period (1990’s data is used to calculate the change 
in sales regressor in 1991, and so forth).  We employ the following filters:  
We exclude financial institutions (SIC 6000-6999) because their accounting

                                                      
13 To tie the discussion to the parsimonious model in Chap. 9, the issue arises 

when !�is positive;  ! =��� (1� )�, where � is the contribution of accounts re-
ceivable and � is the contribution of trade-accounts payable, which are a frac-
tion 1� �of sales.  Then, ! <0 only if ���(1� )�. 

14  We are grateful to Hila Yaari for assistance with the simulations and the empir-
ics in this chapter.   

15 Current accruals are defined as the difference between earnings from operations 
(Compustat #123) and cash flows from operations (Compustat #308) after add-
ing the depreciation expense (Compustat #125) and losses (gains) from asset 
disposal (Compustat #213), that is, Compustat #123–#308+#125+#213. 

16 A current-accruals version of the Jones model omits the PP&E regressor, since 
it explains depreciation. 
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is different from the rest, and we require that each firm have more than 
$1 million in sales and in assets because the Jones model does not apply to 
extreme performance (see the discussion below).  We exclude firms with 
missing data and firms whose current accruals exceed lagged assets. 

We ran one regression for every year for any industry that contained at 
least 30 firms.  Hence, the assumption of normality of the disturbance 
terms in the OLS is likely to hold.  We grouped firms by three-digit SIC 
code.  Altogether, this resulted in 586 regressions: 359 with a positive 
coefficient, and 227 with a negative coefficient.  That is, 39% of the 
regressions the coefficients on change in sales are negative. 

In general, the negative depreciation accruals dominate the sign of total 
accruals.  For example, Barth, Cram, and Nelson (2001), find that although 
accounts receivable and accounts payable are 1% of average assets (begin-
ning assets plus ending assets divided by 2), depreciation amounts to five 
times that much.  Hence, in some cases, the empiricist chooses to restrict 
attention to short-term accruals and omits the long-run accrual of 
depreciation (see, e.g., Teoh Welch, and Wong, 1998a, b). 

Stage 2: 
In the test period, the parameters i 1i 2i

ˆ ˆˆ , ,� � �  are plugged into Eq. 10.13.  
The residual accruals (the equation’s prediction error) are the abnormal 
accruals, which are fully equated with discretionary accruals.  That is, 
Total accruals Derived from the financial data of firm i, TAip. 
Normal  
accruals 

Estimated from the change in sales and PPE, 
deflated by the beginning-of-the-period assets, 
given the coefficients estimated in Eq. 10.13: 

 ˆTAip /Aip–1= i�̂ [1/Aip–1]+ 1i�̂ [�REVip /Aip–1]+ 2i�̂ [PPEip/Aip–1] 
Discretionary  
accruals 

Equal to total accruals minus normal accruals: 
uip= TAip � ip

ˆ .TA  

10.1.5.3 The Tests 

Total accruals are calculated from the balance sheetN���current assets 
(Compustat #4) – �cash (Compustat #1) – [�current liabilities (Compustat 
#5) – �current maturities of long-term debt (Compustat #44) – �income 
taxes payable (Compustat #71) ] – depreciation and amortization expense 
(Compustat #14).  Jones deflates all variables by the beginning-of-the-year 
assets to overcome heteroskedasticity.17 

                                                      
17 Kothari, Leoni, and Wasley (2005), complain that White’s (1980), adjusted sta-

tistics for the annual cross-sectional industry models show that deflation by 
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The results of Jones's study reject the null hypothesis that firms do not 
manage accruals to affect the consequences of the relief investigation.  The 
Z-statistics for the years before the investigation and the investigation pe-
riod (–1 and 0, respectively) are –0.372 (with a one-tailed significance 
level of 0.356) and –3.459 (with a one-tailed significance level of 0.0003), 
respectively. 

10.2 An Evaluation of the Jones Model 

We divide the discussion into two parts.  The first part presents our own 
questions and illustrates the arguments with simulations.  The second 
summarizes the findings that are already established in the literature. 

10.2.1 Unexplored Questions 

Jones s coefficients on normal accruals are estimated in a time-series 
analysis so that the parameters of the regressions are tailored to each firm.  
The time-series approach, however, has its own caveats.  Specifically, it 
raises the following unrelated questions: 
� Do firms abstain from earnings management in the estimation period? 
� Are firm-specific fundamentals stable over time? 

10.2.1.1 Assumption: No Earnings Management in the 
Estimation Period 

The Jones’s approach covers two stages:  an estimation stage, wherein the 
coefficients of the normal accruals are determined, and the event period, 
wherein the abnormal accruals are isolated in order to test for earnings 
management.  But is reality so pristine that no earnings management takes 
place in the eight to fifteen annual reports in the estimation period? 

Consider the following means and medians of statistics taken from table 
1 in Ye (2006), for a sample of all Compustat firms between 1987 and 
2003. 

                                                                                                                          
assets reduces, but does not eliminate, heteroske-

to the estimation of non-discretionary ac-
cruals.  See our discussion in Chap. 11. 

beginning-of-the-period total 
dasticity.  Hence, they add an intercept 

’
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Table 10.2 The composition of accruals 

 Item Mean  
(median)a  

% of total 
accruals 

1 Total accruals –6.443 (–5.489) 100 
2 Current accruals –0.650 (–0.144) 10.08 (2.62) 
3 Depreciation  –0.080 (–0.051) 1.24 (0.93) 
4=2+3 Total of current accruals 

and depreciation 
–0.73 (–0.195) 11.33 (3.55) 

5=4–1 The difference between 
total accruals and total 
current accruals and 
depreciation 

5.713 (5.294) 88.67 (96.44) 

e beginning balance of total assets. 
&E is 0.666 (0.553) of total assets and 

that the average (median) depreciation rate—the ratio of depreciation expense 
to assets—is –0.121 –-0.093).  Hence, the depreciation expense is calculated as 
the product of the depreciation rate and PP&E as a fraction of total assets:  

0.080 = –0.121  0.666 and  –0.051= –0.093 � 0.553. 
 
As Table 10.2 indicates, the sum of current accruals and depreciation 

yields a much lower estimate than the actual total accruals.  The difference 
can be attributed to losses on sales of assets.18  Obviously, the book value 
of those assets just before the sale was overstated relative to their 
economic value.  Although it might be the case that firms sell unproductive 
assets at a loss, the magnitude of this variable is quite large, considering 
that a reduction in the value of an asset ought to be written off 
immediately.  This implies that the assets may have been overstated due to 
an overoptimistic depreciation policy. 

We conducted simulations of the accruals of the Jones model assuming 
that firms manage depreciation during the estimation period.  The 
advantage of the simulation is that we know the correct discretionary 
accruals.  The shortcoming is that we impose our own tastes on the 
accruals generation process.  Hence, generalization of our results requires 
a measure of caution (a reservation that is also applicable to empirical 
studies in general because different samples can yield different, and 
possibly inconsistent, insights).  The simulation is based on the following 
parameters: 

                                                      
18 These gains and losses are subtracted from total accruals net of the depreciation 

expense in order to derive current accruals. 

b

a    All variables are deflated by th
b  Ye reports that the average (median) PP

�–
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1. Sales follow a random walk, St=St–1+�t, where �t, the sales innovation, is 
a draw from the Beta distribution, with � = � = 3, minimum=100, and 
maximum 1,000 (i.e., a symmetric distribution with a mean of 450). 

2. Depreciable property, plant, and equipment is 0.553 of total assets.  
The economic useful life is 4 years, with zero salvage value. 

3. Earnings are a stochastic percentage of sales; the profit margin is 
distributed uniformly between 0.08 and 0.25.  The firm’s earnings 
augment ending assets. 

4. The change in accrued balances of current accruals is 0.144 of the 
sales innovation.  That is, changes in current accruals are 0.144�,�and 
the long-run accruals are the depreciation expense. 

5. The initial parameters are the following:  assets = 141.3; sales = 2000. 
6. Thereafter, every 4 years the firm makes a capital expenditure that is 

set at the level of one tenth of the previous year’s sales. 
7. The firm manages earnings by optimistically depreciating one eighth 

of depreciable assets for the first 3 years of their life.  The remaining 
depreciable cost is expensed at the end of the fourth year. 

We ran the simulation 1,000 times, treating each run as representing a 
different firm.  Each firm has 16 years of data.  The first 4 years are used 
to induce variation in the parameters described above for different firms.  
The simulation’s sample contains the fifth to sixteenth years of each firm, 
so the 12-year simulation is composed of three cycles of 4 years each 
(years 5–8, years 9–12, years 13–16). 

Our model’s simulation of the non-discretionary accruals is 

NDAit/A it–1 = 0.144[�REVit/Ait–1] � 0.25[PPEit/Ait–1]. (10.14)

The true total accruals and discretionary accruals, given the simulated 
NDA, are as follows: 

In each of the first 3 years in each cycle (years 5–7, 9–11, 13–15), 

OAit/Ait–1= NDAit/Ait–1 	 0.125[PPEit/Ait–1]; (10.15a)

DA it/Ait–1= 0.125[PPEit/Ait–1]. (10.15b)

In the last year of each cycle (years 8, 12, 16), 

OAit/Ait–1= NDAit/Ait–1	�Reversalit/Ait–1, (10.15c)

where 

Reversalit= �0.375PPEit–1; (10.15d)

that is

that is, 
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DAit/Ait–1=0. (10.15e)

Since the Jones model does not distinguish between years 1–3 and 4 in 
each cycle, it yields biased coefficients.  The difference between the 
coefficient of change in sales and our simulation parameter of 0.144 is 
distributed as shown in Fig. 10.5. 
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Fig. 10.5 The deviation of the estimated coefficient of change in sales from the 
assumption of the simulation 

Only 23.6% of the observations are correct; 42.5% are within a distance 
of 0.05 around zero, and the remainder are further away. 

We tested the Jones model twice.  Test 1 uses data for years 5–14 to 
estimate DA in year 15, DA15.  The true magnitude of earnings 
management, EM15, equals 50% of the depreciation expense in year 15.  
Test 2 uses data for years 5–15 to estimate DA in year 16, DA16.  In year 
16, however, no earnings management takes place.  Accruals are abnormal 
due to the reversals of accruals in the previous 3 years, Reversal16. 

We ran a cross-sectional regression of Jone’s estimated discretionary 
accruals on the expected discretionary accruals based on the simulation 
parameter.   

Test 1 yields 
2

15 15 ( 0.44)1.677
( 27.89)

EM JonesDA R
t

 


. (10.16) 

Here the Jones model does underestimate EM15.  As a test of the exis-
tence of earnings management, however, the Jones model is efficient, as it 

�
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captures earnings management significantly in the right direction.  See Fig. 
10.6. 
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Fig. 10.6 The association between EM in year 15 and Jones DA 

Test 2 yields 
2

16 16 ( 0.995)0.68
( 512.58)

Reversal Jones DA R
t

 �
 �

 (10.17) 

The Jones model explains the reversal as statistically significant, 
negative discretionary accruals.  This result is misleading because the 
difference between the economic and the reported depreciation expense in 
year 16 is the reversal of managed accruals in the previous three periods.  
The extremely high R2 results from a spurious correlation between 
Reversal and Jones’s DA, since both are associated with sales:  Reversal 
because investment is proportional to sales of the fourth period before, and 
DA because they are calculated by regressing accruals on current sales, 
which are a noisy measure of sales of the fourth period before. 

Overall, our results confirm that earnings management during the 
estimation period contaminates the tests. 

10.2.1.2 Assumption: Stationarity of  the Accruals Intensity 
Coefficients 

The basic assumption behind time-series analysis is that the coefficients �i, 
�1i, and �2i are time invariant (and orthogonal to the error terms).  This as-
sumption is at odds with survival in the long run.  That is, a time-series 

EM15 

�
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analysis requires a long series of observations.  Dechow, Sloan, and 
Sweeney (1995), report that the average age of a surviving firm exceeds 20 
years.  It is hard to imagine that the firms do not adapt their business poli-
cies and accruals policy over long windows, which affect their NDA. 

Furthermore, the Jones model also makes an implicit assumption about 
the stationarity of expenses because the model has a regressor for sales 
only.  Not considering expenses as an independent regressor might lead to 
an omitted variables problem, unless there is additional stationarity in the 
relationships of expenses to sales.  In the Jones model, the ratio of accruals 
from expense transactions to accruals from sales transactions is assumed to 
be fixed. 

Yaari, DaDalt, Ronen, and Yaari (2007), draw attention to the fact that 
stationarity in revenues and expenses creates an “accrual conundrum.”  
Consider the following covariances of earnings, cash flows and accruals, 
and their signs, as documented: 

Cov(TA,X) > 0. (10.18a)

Cov(F,X) = >0. (10.18b)

Cov(TA,F) = <0. (10.18c)

The empirical research has established that the first two are positive, and 
the third is negative (see McNichols and Wilson, 1988, table 1; Finger, 
1994; Sloan, 1996; Dechow, Kothari, and Watts, 1998; Dechow, Sabino, 
and Sloan, 1998; McNichols, 2000; Barth, Cram, and Nelson, 2001; 
Dechow and Dichev, 2002).   

To see the “accrual conundrum,” denote the ratio of accruals to 
earnings, which henceforth is referred to as the accruals intensity, by �.  
TAJ�X, and FJ  ("��)X, where X is earnings and F is cash flows, 
respectively.  Then,  

Cov(TA,X) =�Var(X) > 0. (10.19a)

Cov(F,X) = ("��)Var(X) >0. (10.19b)

Cov(TA,F) = �("��)Var(X) <0. (10.19c)

Positive (10.19a) and (10.19b) imply that both � and "�� are positive, 
which implies that (2c) must be positive, which, in turn, contradicts the 
finding that the covariance between cash flows and accruals is negative! 

Suppose, for example, that the variance of earnings is 1 and that earn-
ings are decomposed into 10% accruals and 90% cash.  The covariances 
between the components of earnings––accruals and cash flows––and earnings 
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are 0.01 and 0.09, respectively, and the covariance between cash flows and 
accruals is 0.09 >0.19 

An alternative assumption is that accruals intensity is a random variable.  
Let TAJ�X�	�P, and FJ �1���X��P,�where P is white noise (E(P)=0, 
E(P2)=�2) that is assumed to be uncorrelated with the noise in earnings 
(E(X,P���.  The revised covariances are as follows: 

Cov(CFt, Xt) =��0�. (10.20a)

Cov(TAt, Xt) =��"���0�8 (10.20b)

Cov (CFt, TAt) =���"���0��� �2 <0. (10.20c)

When the absolute value of the second term in (10.20c) is higher than 
the first term, the correlation between cash flows and accruals is negative. 

This problem has been known for sometime (Healy, 1996; Dechow, 
Sabino, and Sloan, 1998; Kothari, Leone, and Wasley, 2005).  Dechow, 
Sabino, and Sloan, 1998, for example, model the accruals process with a 
random intensity (i.e., the ratio of accruals to sales is a random variable).  
The implication is that abnormal accruals might not reflect discretionary 
accruals but rather changes in the underlying economic model. 

To see the impact of combining sales and lagged sales into one regressor 
in the Jones model, we ran a regression that decomposed the sales 
regressors into current and past sales.  We use all Compustat firms with 
more than one million in sales and assets and available data that are not 
financial institutions (SIC 6000-6999) for the period 1991–2004 and group 
them by three-digit SIC code and year.  After deleting observations with 
missing data and instances of accruals exceeding total assets, we obtain 
586 industry-year regressions in industries containing at least 30 firms. 

We employ a decomposed version of the current accruals model of 
Teoh, Welch, and Wong (1998b): 

NDAt = 
1

1

tAssets �

+ 
tSt +�
t�"St–1+ �t. 
(10.21)

Figure 10.7 presents the distribution of the differences in the coeffi-
cients on sales and lagged sales in comparison with the normal distribu-
tion.  In our paper, we explain that the difference between 
t  and 
t can be 
addressed in the Jones model by adding a regressor.  Figure 10.7 thus 

                                                      
19 For example, Cov(TA,X) = E[(TA–E(TA))(X–E(X))=  
E[(0.1X–0.1E(X))(X–E(X))]=0.1Var(X). 
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indicates that this regressor is approximately normally distributed around 
the positive mean.  

 
Fig. 10.7 The distribution of the differences in the coefficients of sales and lagged 
sales 

We employ a cross-sectional analysis because it assumes that all firms 
in the industry have the same operating cycle and that they all are at the 
same phase of the cycle.  The time-series analysis does not make this 
assumption because its estimated coefficients are firm-specific.  Yet, given 
that time-series analysis requires long periods during which firms manage 
to survive by adapting business plans and credit policies, the cross-
sectional analysis appear to be the more promising route.  Furthermore, it 
is not clear that a firm is at the same phase of the operating cycle at the end 
of each fiscal year.  To illustrate, suppose that customers pay within 2 
weeks after their purchase date.  In year 2xx1, most sales in December 
took place in the first 2 weeks.  In year 2xx2, most sales in December took 
place in the third week.  Even if there is no change in credit policy, 
accounts receivable, and hence accruals, as a percentage of sales are still 
going to be different in the consecutive years. 

10.2.2 Evaluations of the Jones Model 

The main concerns of the literature that evaluates the Jones model are 
contaminated data and model misspecification.  The papers that are 
summarized below offer remedies as well.  Here, then, we focus not on the 
problems but on the quality of the solutions. 

10.2.2.1 Abnormal Accruals and DA 

The first question concerns the validity of equating abnormal accruals with 
DA.  Some variation in accruals results from changing business conditions 
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and the consequent change in strategy and operating decisions rather than 
from earnings management (Healy, 1996).  In other words, is there a type I 
error when the researcher rejects the null hypothesis of no earnings man-
agement? 

One solution to this problem is to add regressors that proxy for business 
strategy factors. 

Hansen (1999), regresses the discretionary accrual estimated by the 
Jones model on the levels and lagged variables of cash flows or funds used 
for acquisitions, Acq, cash flows or funds used for capital expenditures, 
Capexp, discontinued operations, Disc, and cash flows from sales of 
property, plant, and equipment, PPEsales: 

1 1
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2 2 2 2 2 2

1 1
5 6 7 8

2 2 2 2
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exp exp
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t t t t t t
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(10.22) 

His motivation is that abnormal accruals might reflect changes in the 
economic model rather than DA.  Hansen’s finding that the independent 
variables are all positive and statistically significant at the 0.01 level leads 
him to conclude that structural changes produce measurement errors in the 
discretionary accrual models.  Evaluating this study’s contribution to 
earnings management research requires considering it in conjunction with 
Hribar and Collins (2002), detailed below. 

Another approach concerns sample selection.  The approach is to delete 
smaller companies, which are usually high-growth companies that are 
characterized by an unusually high level of accruals unrelated to DA. 
McNichols (2000), controls for performance by adding rate of return on 
assets (ROA).  She shows that abnormal accruals are sensitive to 
growth, where growth is measured by analysts’ one-year-ahead 
forecasts.  The results confirm that some abnormal accruals are related 
to high-growth firms.  The current approach to controlling for ROA 
nowadays is to have lagged ROA as an additional regressor in the first 
stage of the Jones’ procedure (see our discussion of Kothari, Leone, 
and Wasley, 2005, in Chap. 11).   

10.2.2.2 Small Samples 

In general, a small sample tends to weaken the power of the tests because 
it generates large standard errors.  A small sample thus increases the 
chance of type II error (of erroneously accepting the null hypothesis that 
earnings management does not take place).  This is a particular matter of 
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concern because pernicious earnings management aims to avoid being de-
tected.  If the sample is sufficiently large, however, the empirical research 
“can potentially isolate systematic effects that characterize the aggregate, 
but which are not so evident to outsiders on a case-by-case basis” (DeAn-
gelo, 1986, p. 405).  To some extent, small samples are unavoidable be-
cause the number of observations tends to be low to begin with in event 
studies.  In Jones's (1991) study, the sample comprises just 23 firms in five 
industries (Automobiles (4), Carbon Steel (5), Stainless and Alloy Tool 
Steel (2), Cropper (4), and Footwear (8)).20 

In response, some studies use cross-sectional analysis, employing a lar-
ger sample.  Bartov, Gul, and Tsui (2002), for example, report that the me-
dian number of observations for estimating normal accruals is 140 in a 
cross-sectional analysis as compared to only eight observations in a time-
series analysis.21  Some studies resort to using a pooled sample (see, e.g., 
Erickson and Wang, 1999; Cahan, 1992; Han and Wang, 1998; Hribar and 
Collins, 2002; Park and Park, 2004). 

This methodology, however, poses issues that do not exist in the time-
series analysis.  First, what is the appropriate benchmark of normal accru-
als?  The literature offers a few approaches: matched firms (e.g., Kang, 
2005; Kothari, Leone, and Wasley, 2005); matched-portfolio technique 
                                                      
20 Another reason for small samples is the survival bias mentioned above.  This 

bias arises because firms with less than 9–11 annual observations are dropped 
from the sample.  Jeter and Shivakumar (1999), note, 

 Typically, time-series models (such as the Jones model) require at least 
ten observations in the estimation period to obtain minimally reliable pa-
rameter estimates.  For studies using annual data, this requirement im-
plies that the sample firms must survive for at least 11 years.  Since such 
firms are more likely to be large, mature firms with greater reputation 
capital to lose if earnings management is uncovered, this methodology in-
troduces a selection bias.  (p. 301) 

21 Additional examples of cross-sectional and pooled studies are Subramanyam 
(1996) (21,135 firm/years during 1973–1993); DeFond and Subramanyam 
(1998) (503 firms that changed auditors during 1990–1993); Becker, DeFond, 
Jiambalvo, and Subramanyam (1998) (10,379 Big-Six and 2,179 non-Big-Six 
Compustat firm/year observations tested for earnings management in the 1989–
1992 period); Francis, Maydew, and Sparks (1999) (sample base is 74,390 of 
Nasdaq firms between 1974 and 1994); Chambers (1999) (59,016 firm/years 
during 1976–1995); Klein (2000b) (692 firm/years extracted from S&P 500 in 
the 1992–1993 period); Xie, Davidson, and DaDalt (2003) (281 firms extracted 
from S&P 500 firms in 1992, 1994, 1996); Bédard, Chtourou, and Courteau 
(2004) (3,451 Compustat firms with fiscal year-end at December 1996); Kang 
(2005) (83,765 firm/years in the 1987–1996 period); and Kothari, Leone, and 
Wasley (2005) (123,000 Compustat firm between 1962 and 1999). 
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(Kasznik, 1999; Klein, 2002b)22; all firms in the same industry and year 
(DeFond and Jiambalvo, 1994; Bartov, Gul, and Tsui, 2002); firms in the 
same industry for the same year, excluding the event firms (Matsumoto, 
2002); and the industry’s performance in the previous year (Teoh, Welch, 
and Wong, 1998a, b; Xie, Davidson, and DaDalt, 2003; Williams, 2006).  
For further discussion of this issue, consult Baber and Lyon (1996). 

Second, regardless of the benchmark, a cross-sectional design raises the 
problem of whether those observations that are used for estimating the 
coefficients of normal accruals include some managed accruals 
themselves.   Jeter and Shivakumar (1999), illustrate, 

[C]onsider an industry that is enjoying favourable economic 
conditions.  If firms smooth reported earnings, then the “actual” 
abnormal accruals for the firms in this industry will be negative.  
Cross-sectional models are unlikely to capture all the negative 
abnormal accruals, however, since the earnings management is 
contemporaneously correlated across firms in the sample.  Thus only 
those firms whose accruals are negative relative to the industry 
benchmark will be identified as earnings managers.  This introduces a 
potential limitation of the cross-sectional approach, or a bias against 
finding evidence of earnings management in some cases. (p. 301) 

Third, cross-sectional analysis within industries discards observations of 
industries with fewer firms.23  Furthermore, one may question the validity 
of the assumption of homogeneity—that is, that all firms in an industry 
have the same operating technology, which yields the same normal accru-
als for a given level of performance, and if all firms are at the same stage 
of the operating cycle.  Although a two-digit SIC code provides a larger 
number of firms in the same industry, it may aggregate firms that have 
little in common (Bernard and Skinner, 1996). 

Researchers nonetheless agree that a cross-sectional design dominates a 
time series.  Jeter and Shivakumar (1999), and Kang (2005), apply the 
criteria of significance and standard error.  Bartov, Tsui, and Gul (2001), 
consider the standard deviations of the parameters, which are much lower 
in the cross-sectional regression.   

Ye (2006), compensates for the non-homogeneity of a cross-sectional 
sample by adding controls for firm-specific business fundamentals to the 
model of normal accruals.  He shows that a pooled regression (Fama and 

                                                      
22 This approach adjusts the measure of earnings management to the median 

measure in a portfolio of firms.  The portfolio is chosen by a variable that is 
found to be correlated with both the earnings management measure and the par-
titioning variable dictated by the research design (such as lagged rate of return 
on assets, standard deviation of total accruals). 

23 The customary minimum (median) cutoff number is eight (ten). 
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MacBeth (1973)), with his chosen fundamentals, attains a higher R2 than 
the cross-sectional model that slices the sample by year and industry only.  
Restricting the observations to the period after the statement of cash flows 
became mandatory, Ye s 1987–2003 sample numbers 75,348 observations. 

10.2.2.3 Measurement Errors 

Contaminated data poses a problem because if total accruals are measured 
with an error, the measurement of DA may also be erroneous.  To some 
extent, this issue is unavoidable, as research relies on public data that is not 
always complete.  For example, the depreciation expense is an aggregate 
of the depreciation of assets of different ages.  Kaplan (1985), observes 
that the depreciation of older assets is less likely to be managed. 

10.2.2.3.1 The Effect of Measurement Errors on Estimating DA 

Several authors (McNichols and Wilson, 1988; Kang and 
Sivaramakrishnan, 1995; Hansen, 1999; McNichols, 2000; Hribar and 
Collins, 2002, table 3) have employed a linear model to detect earnings 
management around an event that is measured by a partitioning variable, 
PART,24 DA = � + � PART + �, (10.23)

where 
DA = discretionary accruals according to the Jones model 

(typically deflated by lagged total assets); 
PART = a dummy variable partitioning the data into two groups for 

which earnings management predictions are specified by 
the researcher; it takes the value of zero or one; 

� = an error term that is independently and identically 
normally distributed. 

PART equals one in firm-years during which earnings management 
allegedly takes place (the “event period”) and zero during other firm-years 
(the “estimation period”).  Hence, average discretionary accruals are � if 
PART =0�and � +�� if PART =1. 

We use ODA to denote the directional accruals estimated based on 
observable variables.  If there is a measurement error in ODA, denoted by 
ME (i.e., ODA= DA�ME), the regression estimates 

                                                      
24 To provide a general commentary, we ignore issues of whether this is a pooled 

regression or any other research design by not incorporating subscripts for either 
firm (i) or year (t).  The extension to a specific design is immediate. 

,
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ODA = ˆ�̂ �	 PART + P, (10.24)

where 

P = ME + �. (10.25)

As Hansen observes, “Since measurement error in discretionary accrual 
models is substantial, the usefulness of these models hinges critically on 
whether or not they are biased’’ (1999, p. 2).  If the partitioning variable, 
PART, and the measurement error, ME, are uncorrelated, the regression 
yields unbiased estimates.  If not, �̂ will be biased because 

�̂ = � +
Cov( , )

Var( )
PPART

PART
.25 

(10.26)

When the sign of the covariance of PART with measurement errors is 
the opposite of the sign of the true coefficient, the researcher might reach 
erroneous conclusions. 

To interpret accruals-based tests as evidence that earnings 
management did not occur, one must be confident that the 
discretionary accrual proxy is sufficiently sensitive to reflect it.  To 
interpret accruals-based tests as evidence that earnings management 
occurred, one must be confident that measurement error in the 
discretionary accrual proxy is not correlated with the partitioning 
variable in the study's research design.  (McNichols, 2000, p. 320) 

                                                      
25 Algebraic manipulation shows that the bias can also be written as 

,PART
PART

,P
P

0�
0

 where � is the correlation coefficient between the two vari-

ables and 0�is the standard error (the square root of the variance). 
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10.2.2.3.2 A Remedy: Different Methods of Calculating Accruals26 

The contaminated data issue is also affected by the researcher’s definition 
of accruals.  Two mutually exclusive approaches prevail27: 

1. The balance-sheet approach (BA): total accruals are the change in 
non-cash current assets (Compustat item #4 minus #1) less the change 
in current liabilities, excluding the current portion of long-term debt 
(Compustat item #5 minus #34), less depreciation (Compustat item 
#14).28 

2. The statement-of-cash-flows approach (CA): total accruals are the 
difference between income before extraordinary items and 
discontinued operations (Compustat item #123) and cash from 
operations (Compustat item #308). 

Both approaches deflate the regressors by lagged assets (Compustat item 
#6). 

The two approaches might yield different figures for a number of rea-
sons.  First, BA includes non-current accruals, other than depreciation, 
such as accruals from discontinued operations.  Second, the balance sheet 
does not articulate with the income statement.29 

Hribar and Collins (2002), identify three main events that may give rise 
to these divergences:  mergers and acquisitions (M&A), divestitures, and 
foreign currency translations.  M&A and divestitures give rise to invest-

                                                      
26 Econometrically, the Instrumental Variables approach (IV) provides a solution 

to the case in which the regressor is correlated with the error term.  Kang and 
Sivaramakrishnan (1995), compare OLS with IV and the Generalized Method of 
Moments procedure (GMM).  They are not concerned with the Jones model.  
Still, it is worth noting that they find that both IV and GMM reduce the scope of 
type I and type II errors (when accruals are injected by the authors in a magni-
tude that approximates 2% of beginning net total assets) and that GMM domi-
nates IV.  For example, the type II error of erroneously accepting the null hy-
pothesis of no earnings management is detected in 47% of the firms (z-statistic 
19.26) under GMM as compared to 34% under IV (z-statistic 12.84) and 23% 
under the Jones model (z-statistic 8.25).  Similar conclusions are reported in 
Kang (2005), a study that is discussed in Chap. 11. 

27 The research largely focuses on working-capital accruals plus depreciation.  To 
the best of our knowledge, one exception is Richardson, Tuna, and Wu (2002), 
who find that the non-working capital accruals are useful in predicting the like-
lihood of SEC enforcement actions. 

28 Jones also subtracts from accruals the change in income taxes payable 
(Compustat item # 71). 

29 The balance sheet articulates with the income statement when the change in 
owner’s equity from internal sources net of dividends equals the net income 
(loss) in the income statement. 
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ment activity in the statement of cash flows, but they are likely to affect 
working capital as well.  When M&A increase working-capital accruals, 
they introduce a positive bias into the estimation of normal accruals and a 
negative bias into the estimation of discretionary accruals.  Divestitures 
have the opposite effect.  Foreign currency translations are recognized in 
comprehensive income on the balance sheet.  They thus have no effect on 
earnings reported in the income statement.  The bias in the estimation of 
BA depends on whether the dollar strengthens or weakens.  Note that this 
list is not comprehensive.  For example, another source of difference be-
tween BA and CA is reclassification, such as moving an item from above 
the line to the “discontinued operations” part of the income statement, 
which is below the line. 

CA yields a lower measurement error than BA (Bahnson, Miller, and 
Budge, 1996; Baber and Kang, 2001; Hribar and Collins, 2002).  Hribar 
and Collins examine a sample of 14,558 firm-years over the period 1988–
1997.  Univariate tests of samples of 2991 firm/years with acquisition ac-
tivity, 1,277 firm/year with discontinued operations (a surrogate for dives-
titures), and 2,812 firm/years with foreign currency translations, as com-
pared to 8,203 firm/years with none of these three (non-articulate) events, 
indicate that BA introduces a bias into measurement of accruals.  In the 
M&A-, discontinued operations-, and foreign currency-subsample, the er-
ror in estimated accruals under the balance-sheet approach equals 64.34, 
19.85, and 24.66%, respectively, of earnings before extraordinary items for 
25% of the firm-years, as compared to 25.19% in the subsample of firms 
without a non-articulate event.  Multivariate analysis shows that  M&A 
induce a positive bias of 1.48% of lagged total assets, discontinued 
operations introduce a negative bias of –1.56% of lagged total assets, and 
foreign currency translations introduce a negative bias of –0.49% of lagged 
total assets.  If the merger is large (i.e., it increases current sales by more 
than 50%), the bias introduced by M&A increases to 2.39% of lagged total 
assets.  

The implications for earnings management research is that some results 
reported in Part 2 might be attributable to measurement errors.  Hribar and 
Collins note, for example, that a finding that write-offs coincide with earn-
ings being managed downward may be an artifact of the positive correla-
tion between write-offs, which are motivated by restructuring and discon-
tinued operations and discontinued operations (see Rees, Gill, and Gore, 
1996, who find earnings management of about 3% of total assets).  Simi-
larly, discontinued operations by firms in distress may bias the test for 
downward earnings management for such firms (Perry and Williams, 
1994; DeFond and Subramanyam, 1998). 
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Young (1999), provides further insight into the importance of omitted 
variables.  He examines the relationship between expected discretionary 
accruals and cash flows, growth in sales, asset intensity (measured as the 
ratio of net fixed assets to market capitalization), average life of fixed 
assets (measured as the ratio of the gross value of fixed assets to the 
depreciation expense), leverage (measured as the ratio of long-term debt to 
total shareholders’ equity), directors’ total equity as a percentage of total 
equity, size (the natural log of lagged sales), and an indicator variable for 
smoothing (which takes the value of one if the NDA of a given firm 
exceeds the median lagged NDA of the industry to which it belongs).  The 
first four controls are conjectured to be omitted variables that induce bias 
in the estimates.  The last three control for incentives for earnings 
management and are assumed to be orthogonal to the first four.  Young 
shows that all the variables contribute to variation in abnormal accruals 
and are significant. 

For a further discussion of the properties of accruals measured by the 
different approaches, consult Sloan (1996), and Bradshaw, Richardson, 
and Sloan (2001).  The accruals measured by the balance-sheet approach 
“tend to be fairly constant over time and account for little of the variation 
in total accruals…” (Bradshaw, Richardson, and Sloan, p. 51). 

10.2.2.4 O   mitted Variables 

To the extent that F-statistics and R2 indicate how well the Jones model fits 
the data, the evidence is that it does not include all relevant regressors. 

For example, in the sample we employ above, the R2 of the regressions 
of current accruals is distributed as in Fig. 10.8. 
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Fig. 10.8 The frequency (and cumulative frequency) of R2 

Note that the R2 of 151 observations (16.87% out of 895) are zero, and 
382 (42.68%) lie between –0.1 and 0.1.  An obvious explanation is that 
some variables that explain TA are omitted.30 

Dechow, Hutton, and Sweeney (1995), elaborate on the omitted 
variables issue.  Consider their linear test of earnings management: 

DAt = � + � PART t + Mk �kXkt + �t, (10.27)

where 
DA = discretionary accruals, typically deflated by lagged total 

assets; 
PART = a dummy variable partitioning the data into two groups 

for which earnings management predictions are specified 
by the researcher; 

Xkt = Other relevant variables influencing discretionary 
accruals; k=1,2,…,K; 

� = An error term that is assumed to be independently and 
identically normally distributed. 

If no variable is omitted and PART equals one in firm-years in the 
“event period” and zero in the “estimation period,” the average DA are 

                                                      
30 We report the results for current accruals only.  Given the difficulty with depre-

ciation noted above, we do not expect better results for the total accruals model. 
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�+Mk �kXkt if �=0�and �+�+Mk �kXkt if �=1.  As before, the null hypothesis 
is that �=0. 

If variables are omitted, the estimated coefficient will be biased when 
the partition variable is correlated with them even if discretionary accruals 
are estimated correctly because the regression is 

DAit = it it
ˆ�̂ �	 PART + Pt, (10.28)

where 

Pt = Mk �kXkt + �t. (10.29)

Note that there is no subscript i on the noise terms by virtue of our 
assumption that the error terms are identically distributed. 

Hence, it�̂  = �it + k,PART k
k
! �M , where k ,PART! is the regression 

coefficient of PART in a regression of the kth omitted variable on PART 
(Maddala, 1988, p. 123).  If ! k,PART=0, the coefficient of PART is 
unbiased.  Yet the omission of the additional variables, Mk �k Xkt , could 
weaken the power of the test because it inflates the prediction error and 
reduces R2 and the t-statistics. 

An obvious omitted variable is expenses. Kang (2005), observes, 
“[C]hanges in expenses are positively correlated with changes in revenues, 
but negatively correlated with the dependent variable.  Thus, the omission 
of expense can bias the coefficient of �REV downward” (p. 19). 

In essence, the omitted variables issue is merely part of the broader 
issue of model misspecification.  Hence, in the following subsection, we 
discuss the two together. 

10.2.3 The Tests of the Efficiency of the Jones Model 

When omitted variables are correlated with PART or the linear model is 
misspecified, DA are measured with one of two errors: 

Type I error:  an erroneous rejection of the null hypothesis that firms do 
not manage earnings. 

Type II error: an erroneous acceptance of the null hypothesis that firms 
do not manage earnings. 

Klein (2002b), summarizes, 
Any test of earnings management is a joint test of (1) earnings man-

agement and (2) the expected accruals model used.  Acceptance or rejec-
tion of the null hypothesis of no earnings management cannot be disen-
tangled from the key methodological issue of how well the chosen 
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expected accruals model separates total accruals into its unexpected (ab-
normal) and expected components.  (p. 381) 

10.2.3.1 Type I Error 

The research checks for type I error in samples wherein earnings 
management is unlikely to take place.  If the Jones approach is efficient, its 
test results will not reject the null hypothesis (of no earnings management). 

Two such candidate samples have been considered: 
� Firms with extreme performance (Dechow, Sloan, and Sweeney, 

1995; Kothari, Leone, and Wasley, 2005). 
� Random samples (Dechow, Sloan, and Sweeney, 1995; Kang and 

Sivaramakrishnan, 1995; Bartov, Tsui, and Gul, 2001; Kothari, 
Leone, and Wasley, 2005). 

Accruals of firms with extreme performance 
In this test, the sample is composed of firms with extreme performance.  
The motivation is that abnormal accruals may be related to the 
performance and not to earnings management.  Hence, if the Jones model 
is efficient, it does not classify extreme normal accruals as discretionary. 

To illustrate, consider a case in which the firm does not manage 
accruals, so that DA = 0, but the relationship between non-discretionary 
accruals (NDA) and the change in sales is captured by a non-linear 
function f.  That is, after deflating all variables by lagged assets, non-
discretionary accruals, NDA, discretionary accruals, DA, and total 
accruals, TAC, are as follows: 

NDA = a0+ f(�Sales) + a2 PP&E; (10.30)

DA = 0; (10.31)

TAC = NDA + DA = a0+ f(�Sales) + a2 PP&E . (10.32)

Assume that sales are a random variable, so that by Taylor's series 
around the expected sales, E[Sales], 

f(Sales)@ f(E[�Sales]) +  

21( E[ ]) ( E[ ])
2

f Sales Sales f Sales Sales� ��	 � � � 	 � � � . 
(10.33)

Observe that if the relationship between accruals and performance were 
linear, the terms in the second row of Eq. 10.33 would be zero.  To sim-
plify presentation, suppose that sales in the “estimation period” are normal 
and approximate expected sales.  Consequently, an unbiased estimate of 
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the coefficient of the change in sales regressor is f(�Sales)= f(E[�Sales]).  
Now suppose that performance in the “event period” is so extreme as to 
create a gap between change in sales, [�Sales], and the expected change in 
sales, E[�Sales].  By (10.33), the estimated discretionary accruals are 

ˆ ˆDA TAC NDA � @  
21

( E[ ]) ( E[ ])
2

f Sales Sales f Sales Sales� ��� � � 	 � � �  (10.34)

Figure 10.9 illustrates the argument. 
 

 
Accruals

Linear regression  

Performance

Misclassified 

The actual NDA 
performance 
relationship 

 
Fig. 10.9 The non-linear relationships between normal accruals and extreme 
performance 

We note that a critical issue here is the non-linearity of the accruals 
model.  Non-linearity has been duly noted by other researchers as well 
(Kang and Sivaramakrishnan, 1995; Jeter and Shivakumar, 1999).  (Jones, 
who also was concerned with non-linearity, reported that scatter plots of 
the residuals of the regressions for her sample firms did not exhibit a non-
linear relation between abnormal accruals and changes in revenues.) 

Dechow, Sloan, and Sweeney (1995), construct their sample of 168,771 
firm-years from Compustat industrial files with necessary data between 
1950 and 1999.  They select firm-years that have either extreme earnings 
performance or extreme cash from operations performance.31  This test as-

                                                      
31 Kothari, Leone, and Wasley (2005), also use stratified random samples based on 

mutually exclusive criteria.  An example of such a sample construction is col-
lecting randomly selected stocks from an extreme quartile of stocks ranked on 

abnormal accruals  
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sumes that the average firm in a sample of firms with extreme performance 
does not manage earnings.  The procedure is as follows: 

1. All observations are deflated by lagged assets. 
2. All firm-years are ranked by either performance measure. 
3. For each measure, firm-years are assigned in equal numbers to decile 

portfolios based on their ordered rank.  Each portfolio contains about 
17,000 firm-years. 

4. Samples of 1,000 firm-years are randomly selected from the highest 
and the lowest portfolios for each performance measure, so long as 
each firm has at least 10 years of history available.32 

This procedure yields four portfolios of extreme performance, which 
can be LOW or HIGH.  The evaluation of the Jones model now hinges on 
the number of times the null hypothesis is rejected at the 5% level of 
significance (upper or lower one-tailed test).  The results indicate that the 
Jones model erroneously identifies normal accruals in high-performance 
firms as discretionary.33  Hence, it is likely that the Jones model is indeed 
misspecified because of the non-linear relationship between normal 
accruals and performance. 
The solutions 
Two solutions are offered in the literature.  If extreme performance may 
erroneously lead the researcher to classify abnormal accruals as discretion-
ary, then he should add a control for performance.  Jeter and Shivakumar 
(1999), add cash flows deflated by lagged assets.  Starting with 390,880 
firm-quarters between 1984 and 1994, they classify 1,000 randomly se-
lected firm-quarters into quintiles based on their cash flow from opera-
tions.  They show a monotonic relationship between discretionary accruals 

                                                                                                                          
the basis of their book-to-market ratio (or large versus small firms, growth ver-
sus value stock, high versus low earnings yield, high versus low past sales 
growth, high versus low cash flow from operations, high versus low earnings 
per share (EPS)). 

32 The firms classified as having extreme performance indeed have exceptional 
performance.  That is, if performance is LOW (HIGH), the trend in the 11-year 
window is that the performance declines (increases) over time before the event 
year and then rises (declines) again.  See Dechow, Sloan, and Sweeney (1995, 
figure 1, p. 207). 

33 The rejection rates for low performance are 2.7 and 0.7%, which are lower than 
the test-specified rejection rates of 5 and 1%, respectively.  Similarly, the rejec-
tion rates for high performance are 16.6 and 5.4%, which exceed the test-
specified rejection rates of 5 and 1%, respectively. 

 Kothari, Leone, and Wasley (2005, table 3), reach similar conclusions.  For ex-
ample, in the low EP portfolio, the rejection rate for the Jones model in their 
tests is 68%. 
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and cash flows (low cash flows yield negative DA and high cash flows 
yield high DA).  When they add their control, the differences between the 
quintiles vanish (see their tables 6 and 7).  We discuss this issue again in 
Chap. 11. 

The second solution is to abandon linear regression, instead, matching 
firms with others by industry and a performance criterion.  The advantage 
to this approach is that successful matching applies to any functional rela-
tionship between performance and accruals.  The caveat of such a proce-
dure is that “...the success of the matched-firm approach hinges on the pre-
cision with which matching can be done and the homogeneity in the 
relation between performance and accruals for the matched firm and the 
sample firm”  (Kothari, Leone, and Wasley, 2005, p. 170).  Kothari, 
Leone, and Wasley argue that if the matched firms manage earning, there 
is an increased chance of type II error (see their discussion on pp. 170–
171).34 

Ye (2006), addresses the issue of detecting non-existent DA when 
performance is extreme by selecting a sample of firms with total assets, 
revenues, and PP&E all greater than $1 million in an effort to eliminate 
unusual observations (which chops off the low end of performance).  He 
finds that two variables are non-linear: ROA and revenue growth.  
Winsorizing high values of ROA and revenue growth to the 0.1–0.3 range 
and the 0.05–0.5 range, respectively, solves the non-linearity problem. 
Accruals of random samples 
If firms do not manage earnings during the estimation period, the average 
firm represents the population.  If they do manage earnings, but different 
firms manage earnings in different directions, then the average firm does 
not manage earnings (so long as firms are selected randomly and the 
sample size is sufficiently large).  If the Jones model then detects earnings 
management, type I error can be suspected. 

Dechow, Sloan, and Sweeney (1995), select a random sample of 1,000 
firm-years from 168,771 firm-years obtained from the Compustat indus-
trial files, choosing firms that have at least ten observations between 1950 
and 1991 (for the estimation period); this selection is sequential and with-

                                                      
34  Matching based on a single criterion may identify similar firms that are de facto 

quite different.  The solution is to use a hierarchy of matching criteria and apply 
them lexicographically.  That is, all firms matched first, say on ROA, then, all 
matched firms on ROA are then matched on size, and so on.  The problem is 
that the order of the criteria matters, which casts doubt on this selection proc-
ess.  For a study that overcomes the problematic use of lexicographic matching 
procedures, consult Li and Zhao (2005), who propose a propensity score that 
combines the criteria into a single measure.  
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out replacement.35 They run a regression of discretionary accruals as the 
dependent variable, DA = � + � PART + �, on a randomly chosen parti-
tion variable as the independent variable.  Given this procedure, the expec-
tation is that discretionary accruals ought to be zero.36  Their findings indi-
cate that neither the Jones model nor three others—Healy’s model, 
DeAngelo’s model, and Dechow and Sloan’s Industry model—reject the 
null hypothesis.  The Jones model outperforms the other, three because al-
though the mean abnormal accruals of all models are close to zero, the 
Jones model’s standard error is the smallest (0.092, compared to 0.195, 
0.281, and 0.211, respectively).  The Jones model is more efficient. 

As mentioned above, the underlying assumption of this procedure is that 
even if firms manage earnings, they do it in opposite directions so that the 
average firm in a large enough sample does not.  Yet is there any proof of 
such symmetry between income-increasing and income-decreasing 
earnings management?  As anecdotal evidence, consider Davis-Hodder, 
Mayew, McAnally, and Weaver (2004).  They explore the accuracy of 
parameters disclosed in calculating the fair value of employees' stock 
options.  Examining hand-collected employee stock options (ESO) from 
1995 through 1998 for a sample of S&P 1,500 firms, they find that the 
average firm decreased the stated fair value, reporting a fair value of $9.98 
per share instead of the $11.43 per share that presumably would have been 
reported had the firm not attempted to manage earnings (in order to meet a 
benchmark).  Only 25% of the firms deviated from benchmarks to increase 
reported, ESO fair values.  Additional examples involve studies that 
indicate asymmetry between profits and losses (e.g., Barua Legoria, and 
Moffitt, 2006; Jacob and Jorgensen, 2007).  In sum, then, the assumption 
that earnings management is offset in a sufficiently large sample requires 
further scrutiny.  

10.2.3.2 Type II Errors 

Researchers can check the Jones model for type II error by using a sample 
in which earnings management is known to take place. 

Two such kinds of samples have been considered: 

                                                      
35 Kothari, Leone, and Wasley (2005), select 250 samples of 100 firms each, with 

replacement.  They report that the standard deviation is reduced when the ran-
dom samples comprise 200 or 300 firms. 

36 The Jones model's mean (median) coefficient is 0.001 (–0.001), which is close 
enough to zero.  Yet all other models have a mean (median) of 0.002 (Healy: –
0.001, DeAngelo: 0.001, and Dechow and Sloan: 0.000), which is also close to 
zero (see table 1). 
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� Samples of firms that are known to violate GAAP because they are 
subject to enforcement actions by the SEC, for example, the 32-firm 
sample of Dechow, Hutton, and Sweeney (1995), and the 64-firm 
sample of Beneish (1997). 

� Random samples in which the researcher introduces deliberately 
managed accruals See, for example, Dechow, Hutton, and Sweeney 
(1995), Kang and Sivaramakrishnan (1995), Jeter and Shivakumar 
(1999), Peasnell, Pope, and Young (1999), and Kothari, Leone, and 
Wasley (2005).37 

GAAP violators 
Beneish (1997), studies a sample of 64 firms that violated GAAP, selecting 
firms with large accruals that did not report GAAP violations as a control 
group.  In general, firms that violate GAAP tend to be relatively young 
firms that, once revealed as GAAP violators, report a large and negative 
reversal of accruals.  Evidence that GAAP violators have large accruals is 
supported in other studies as well (e.g., Dechow, Sloan, and Sweeney, 
1996 Bradshaw, Richardson, and Sloan, 200138).39  To test the Jones model, 
Beneish chooses as a control group firms with large accruals because 
“large discretionary accruals could result not only from earnings 
management but also from exogenous influences on firms' performance or 
from the effects of strategic operating decisions that are not motivated by 
the desire to artificially increase reported earnings” (p. 273). 

Beneish finds that selecting firms in the top decile of Jones’s discretion-
ary accruals every year between 1983 and 1992 identified 59 of 64 GAAP 
violators, but the Jones model successfully predicted only 15 GAAP viola-
tors before the restatement.  (A firm is classified as forecasted to be a vio-

                                                      
37 A related methodology is to assign randomly discretionary accruals to a pre-

determined sample (see, e.g., Elgers, Pfeiffer, and Porter, 2003, who use this 
methodology to evaluate whether the result of DeFond and Park, 1994, of an-
ticipatory smoothing is not attributable to a mechanical error). 

38 Bradshaw, Richardson, and Sloan show that firms with unusually high working- 
capital accruals are more likely to experience declines in subsequent earnings 
performance. 

39 The United States Government Accountability Office, formerly the General Ac-
counting Office (GAO), provides a free database of restatements (GAO-03-
395R Financial Statement Restatement Database), and there has been a flurry of 
research activity into firms that have made restatements.  GAO-03-395R covers 
919 restatements between January 1, 1997, and June 30, 2002, and includes the 
name of each restating company, its stock ticker symbol, the market on which 
the stock was trading at the time of the announcement, the date of the an-
nouncement, the entity that prompted the restatement, and the reason(s) for the 
restatement; see GAO-03-395R Financial Statement Restatement Database. 
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lator if the prediction error from the accruals model was significant at least 
at the 5% level.)  Dechow, Sloan, and Sweeney (1995), provide similar re-
sults. 

This test of type II error is subject to criticism if there is a “pecking 
order” in achieving target earnings.  Earnings management through 
accruals is likely to have been taking place even before the violation of 
GAAP.  Hence, firms that violate GAAP are likely to run out of their 
reserves of accruals.  The accruals in the estimation period, then, are 
probably already “abnormal accruals,” which recast their abnormal 
accruals in the event period as normal.  Beneish (1997), comments, 

[T]he actions of GAAP violators were extreme in the sense of the 
lengths they went to report higher earnings (e.g., recording fictitious 
transactions), but not necessarily in the sense of the magnitude of dis-
cretionary accruals.  That is, although GAAP violators are more likely 
to have had consecutive positive accruals in years leading to and in-
cluding the year of GAAP violation, their accruals were lower than 
those of aggressive accruers in the year of violation.  (p. 292) 

Random samples with deliberate manipulation 
Dechow Hutton, and Sweeney (1995), choose samples of 1,000 randomly 
selected firm-years and introduce a fixed and known amount of accrual 
manipulation.  Dechow, Hutton, and Sweeney find that the Jones model 
outperforms the Healy and DeAngelo models, but the Jones model 
classifies discretionary accruals as non-discretionary.  The Jones model is 
able to yield abnormal accruals only when earnings management is 5% of 
total assets or higher.  Their tests are based on the regression output and 
the z-statistics.   

10.2.3.3 Additional Approaches to Testing the Relative 
Efficiency of the Jones Model 

An important point in the evaluation of the Jones model goes beyond the 
issue of its susceptibility to type I and type II errors.  Rather, of great im-
portance is how it performs relative to the alternatives.  On the one hand, 
Dechow, Sloan, and Sweeney (1995), and Bartov, Tsui, and Gul (2001), as 
well as others, provide compelling evidence that the Jones model outper-
forms the naïve models of Healy and DeAngelo, as well as Dechow and 
Sloan’s Industry Model.  Other research, however, indicates that no accru-
als model (sc., the Healy, DeAngelo, and Jones models) outperforms some 
other arbitrary procedure for detecting earnings management:  Guay, 
Kothari, and Watts (1996), find that there is a high correlation between the 
discretionary accruals for all models.  When accruals are randomly de-
composed between discretionary and non-discretionary, however, they ob-
serve an equally high correlation.  They note, “Overall, the high correla-
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tion between accrual components from the Jones and the modified Jones 
models … and the results based on random decomposition of accruals in-
cline us to conclude that all five models estimate discretionary accruals 
with considerable imprecision” (p. 95).  Similarly, Thomas and Zhang 
(2000), find that the discretionary accruals models presented above, in-
cluding the Jones model, are less accurate than a naïve model that predicts 
that discretionary accruals equal –5% of total assets for all firms and years. 
An alternative test is the relative persistence of normal accruals (Thomas 
and Zhang, 2000; Kothari, Leone, and Wasley, 2005; Ye, 2006).  
Intuitively, normal accruals are expected to be more persistent than 
abnormal accruals. 



11  Modifications to the Jones Model 

In Chap. 10, we elaborated on type I and type II errors in the results of the 
Jones model’s tests.  The consensus in the literature nowadays is that the 
major concern lies with the type I error (Bernard and Skinner, 1996; 
Healy, 1996; Dechow, Richardson, and Tuna, 2003; Kothari, Leone, and 
Wasley, 2005), which indicates incorrectly that earnings management has 
occurred.  McNichols (2000), reasons that type II error is less urgent 
because editors reject studies with “weak” results. 

This concern raises two independent questions.  How can we improve 
the Jones model to reduce these errors?  Are there alternative tests of 
earnings management that can corroborate the results of the Jones model? 
This chapter is organized around these two questions. 

11.1 Improved Jones Models 

The choice of the normal accruals in the Jones model is logical.  It relates 
accruals to changes in “revenues” and “property, plant, and equipment” 
(PP&E).  The former determine changes in working-capital accruals, such 
as accounts receivable, inventory, and accounts payable.  The latter 
determine the accrual of the depreciation expense. 

In what follows, we discuss the following improvements to the Jones 
model: 

1. The modified Jones model of Dechow, Sloan, and Sweeney (1995). 
2. The forward-looking model of Dechow, Richardson, and Tuna 

(2003). 
3. Three performance-adjusted models: 

 The components model of Kang and Sivaramakrishnan (1995); 
 The cash-flows model of Dechow and Dichev (2002); 
 The linear performance-matching Jones model of Kothari, 

Leone, and Wasley (2005); 
4. The synthesis model of Ye (2006). 

and Alternative Methodologies 

(a)
(b)
(c)
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11.1.1 The Modified Jones Model 

Dechow, Sloan, and Sweeney (1995), present a modified Jones model.  Its 
novelty is the treatment of accounts receivable.  If the firm does not 
manage earnings in the estimation period and manages accounts receivable 
in the event period, then accruals of credit sales are normal in the 
estimation period and abnormal in the event period.  The modified model 
recognizes this difference in time-series analysis by making the following 
adjustment:  The first stage of estimating normal accruals is similar to the 
Jones model.  In the second stage (the event period), normal accruals, 
NDA, are computed by multiplying the estimated coefficient of the change 
in sales by the change in cash sales (the change in revenues minus the 
change in accounts receivable) instead of the change in sales.  The NDA of 
firm i in the event period p are computed as follows: 

NDAip= i�̂ [1/Aip–1]+ 1i�̂ [(�REVip��ARip)/Aip–1] + 2i�̂ [PPEip/Aip–1], (11.1) 

where 
NDAip = normal, non-discretionary accruals of firm i in period p; 
Aip–1 = lagged assets of firm i; 
REV = revenues; 
AR = accounts receivable; 
PPE = PP&E; 
� = change; 

1i�̂ � = the coefficient of total revenues in the estimation period. It 
is estimated from the regression of accruals on �REVi and 
PPEi. 

On the face of it, the modified Jones model is inconsistent because the 
model of normal accruals is applied differently in the two stages.  The 
concern that managed credit sales bias the estimate of normal accruals in 
the event period can be addressed by considering cash revenues in both 
stages, as done in cross-sectional tests.  Using cash sales also lets one 
avoid the simultaneity problem caused by having accounts receivable in 
both the regressor (revenues) and the regressand (total accruals). 

To grasp the implication of the differential treatment of accounts 
receivable, we construct two simple examples. 

Suppose that the firm makes all sales at the end of the year and that all 
its costs, except for the bad-debt expense, are fixed (so that the intertempo-
ral change in expenses is zero).  When the firm does not manage earnings, 
its credit policy allows customers to purchase 20% on credit to be paid in 
full in the next accounting period.  The bad-debt expense is correctly esti-
mated as 10% of credit sales.  That is, every dollar of credit sale boosts 
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earnings by 90 cents and accruals by 18 cents.  Hence, the accrued balance 
of accounts receivable net of the allowance for uncollectible accounts is 
18% of sales [20%(100%–10%)].  We assume that uncollectible accounts 
receivable are written off in the following period.  The estimation of the 
intensity of accruals by the Jones model correctly yields the 18% intensity; 
that is, 1̂� = 0.18. 

Consider two cases.  In the first, the firm manages earnings by allowing 
all customers to purchase 100% on credit; as a result, sales increase by 
$40, from $100 to $140 (in the normal business cycle sales increase by $10 
each year).  In the second, sales again increase to $140, but this occurs 
because of an industry boom, and the firm further boosts earnings by 
eliminating the bad-debt expense. Table 11.1 summarizes the DA of the 
Jones and the modified Jones models. 

Table 11.1 Examples 

  Example 1: 
The firm boosts 

earnings by 
managing sales 

Example 2: 
The firm boosts 

earnings by 
eliminating the bad-

debt expense 
 The example The firm increases 

sales to $140 (instead 
of $110) by relaxing 
its credit policy from 
20% credit to 100% 
credit on all sales 

Sales increase to $140 
without an attempt to 
manage earnings. The 
firm manages earnings 
by recording zero  
bad-debt expense 

1 The reported 
accruals in the 
event period 

+ $108.0 
(140 � 100% � 0.9���

100 � 18%) 

+ $10.0 
(20% � 140 �18% � 

100) 
2 The unmanaged 

accruals in the 
event period 
(NDA) 

$1.80 
(110 �100) � 18% 

$7.20 
(140 �"��� ��"QL 

3 
=(1)–(2) 

The “true” DA 
(3)=(1)–(2) 

+ $106.20 
(108.0 �1.80) 

+ $2.80 
(10 �7.20) 

4 The Jones 
model’s DAa 

+ $100.80 
(108.0��18% � 40) 

+ $2.80 
(10.0 �18% � 40) 

5 The modified 
Jones model’s 
DAb 

+ $122.40 
(108.0 �18%( �80) 

+ $4.24 
(10.0 �18% � 32) 

a The change in sales in both cases is 140�100=40 
b The change in cash sales in case 1 is $140 � 0 �$100 � 0.8= �$80; in case 2, it is 

0.8 � ($140�$100)= $32 

i



436      11  Modifications to the Jones Model and Alternative Methodologies 

 
As these two examples illustrate, both models detect the earnings man-

agement attempts and in the right direction.  The Jones model captures the 
manipulation of the bad-debt expense correctly but underestimates man-
aged earnings when sales are manipulated.  The modified Jones model 
overestimates the magnitude of earnings management in both examples.1  
Our examples suggest that the modified Jones model is less susceptible to 
type II error than the Jones model. 

The modified Jones model is widely used.  In cross-sectional analysis, 
the change in the accounts receivable is subtracted from the change in 
revenues for the estimation of the parameters of normal accruals (see, e.g., 
Subramanyam, 1996; DeFond and Park, 1997; Dechow, Richardson, and 
Tuna, 2003; Kothari, Leone, and Wasley, 2005).  That is, the difference bet-

s model affects both stages of the earnings
management detection procedure: estimation of normal accruals and 
identification of the abnormal accruals. The following definitions summarize
the model. 

Definitions:  The time-series modified Jones model follows the 
first stage of the Jones model, but it estimates DA in the event period 
as follows: 

ˆNDAip/Aip–1= i�̂ [1/Aip–1]+ 1i�̂ [(�REVip��ARip)/Aip–1] + 2i�̂ [PPEip/Aip–1], 

where �AR is the change in accounts receivable. 
The cross-sectional modified Jones model replaces the changes 

in revenues with the changes in cash revenues, �REV��AR, for the 
estimation of both normal accruals and DA. 
We end this subsection with the following comment.  The issue of 

measurement errors is more complicated in the modified Jones model 
when one employs the balance-sheet approach (see Chap. 10).  The meas-
urement error also resides in the change in the accounts receivable regres-
sor, in contrast to the Jones model, where it affects the regressand only.2  
                                                      
1 This result is not unique to our examples.  Kang (2005, p. 10), also observes that 

using cash sales when the estimator of normal accruals considers both cash and 
credit sales, REV, leads to a biased estimated coefficient: “[Managed accruals 
are overstated when receivables are increasing (which usually follows an in-
crease in sales), and understated when receivables are decreasing.” 

2 The econometric issue here is twofold.  First, measurement error in one of the 
regressors in a multiple regression framework biases the coefficients of all other 
variables as well. Second, a simultaneity problem arises since accounts receiv-
able appears both in the regressor and in the regressand.  See the discussion in 
Chap. 10.  

ween the two versions of the Jone
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Hribar and Collins (2002), show that this bias is positive with mergers and 
acquisitions and negative with divestitures.3 

11.1.2 The Forward-Looking Model 

The forward-looking model is given in Dechow, Richardson, and Tuna 
(2003). This model includes three innovations: a separation of NDA from 
the DA in credit sales, a control for lagged accruals, and a control for 
growth. 

The first innovation treats some credit sales as non-discretionary in the 
event period as well.  Dechow, Richardson, and Tuna regress the change in 
accounts receivable, ��REC, on the change in sales, �Sales (both variables 
are deflated by lagged assets): 

�REC =a +k �Sales +�, (11.2) 

where 
�REC = the change in accounts receivable (deflated by lagged 

assets); 
�Sales = the change in sales (deflated by lagged assets); 

 = the coefficient of the change in sales. 
The parameter, k, measures the sensitivity of the change in non-

discretionary accounts receivable to sales.  Hence, k=1 if 100% of the 
change in accounts receivable is non-discretionary and k=0 if all the 
change is discretionary.  k times sales separates NDA from DA in the 
accounts receivable.  This adapted Jones model adds back the non-
discretionary accounts receivable, k�Sales, to the change in cash sales, 
�Sales – �AR, which yields ��Sales – �AR] + k�Sales = (1+k)�Sales –
�AR. 

Dechow, Richardson, and Tuna find that k takes values between 0 and 
0.392, with an average of 0.07 (median of 0.068), in their 637 cross-
sectional regressions, obtained from all two-digit SIC Compustat firms that 
were not financial institutions in the 1998–2000 period. 

The second innovation is the addition of lagged accruals.  Prior studies 
had pointed out the value of including lagged accruals in the regression 
(Kang and Sivaramakrishnan, 1995; Beneish, 1997; Chambers, 1999; 
Nwaeze, 2001).  Beneish (1997, p. 296), states, “[T]he evidence presented 

                                                      
3 Since Collins and Hribar (2000), report that the estimates of DA computed under 

the Jones and the modified Jones models are correlated at 0.99 with a balance- 
sheet approach, and 0.97 using the cash-flow approach, they conclude that this 
concern is minor. 

k

11.1 



438      11  Modifications to the Jones Model and Alternative Methodologies 

thus far indicates that … the accruals model’s ability could be enhanced by 
adding lagged total accruals....”4 

Past accruals control for reversals as discussed in the Introduction to 
Part 4.  Dechow, Richardson, and Tuna report that this innovation in-
creases the adjusted R2 to 17.2%.  The model without this control (i.e., with 
the first innovation only) has an adjusted R2 of 9.3%, compared with 9.2% 
for the modified Jones model. 

The third innovation reflects the fact that some abnormal accruals arise 
from changes in business decisions (Healy, 1996).  If sales are expected to 
grow, inventory has to be built up to supply the forthcoming additional 
demand.  This, in turn, increases current NDA (see Appendix of Chap. 9).  
A failure to recognize the demand for higher levels of inventory would 
lead to erroneously classifying NDA as DA.  Hence, Dechow, Richardson, 
and Tuna control for growth in sales.  They measure it as the ratio of sales 
in the following period to sales in the current period minus one.  The NDA 
model thus incorporates a forward-looking variable.  They report that the 
inclusion of this innovation further increases R2 to 20%. 

An alternative view of growth in sales is that growth is a characteristic 
of the firm.5  McNichols (2000), notes that young firms are characterized 
by high growth and by high normal accruals.  A failure to take into account 
these features might lead to erroneously classifying NDA as DA.  
McNichols measures growth as the median of analysts' long-term earnings 
growth forecasts (reported by I/B/E/S) in the last month of the fiscal year.  
The regression of DA on the rate of returns on assets (ROA) and the 
growth variable yields a significant positive association between DA and 
growth.6 

                                                      
4 Beneish (1997), offers an approach to predicting earnings management that has 

been used in later research (see, e.g., Catanach and Rhoades, 2003). 
5 A common measure of expected growth is the book-to-market ratio. 
6 McNichols runs the following regression: 
 DAi = �0 + �1ROA+ �2GROWTH + �1, 
 where DAi is the discretionary accrual estimate from either the Jones model or 

the modified Jones model, ROA is the rate of return on assets, and GROWTH is 
the median of analysts' long-term earnings growth forecasts (reported by 
I/B/E/S) in the last month of the respective fiscal year.  She finds that growth is 
positively and significantly correlated with the estimated DA.  In her 1988–1998 
sample of Compustat firms that did not engage in mergers or acquisitions, the 
mean GROWTH is 17.04%, with a median of 15.0%.  Without ROA, �2 is 
0.0426 (t-statistic 7.942) for the Jones model and 0.0577 (t-statistic 10.284) for 
the modified Jones model.  With ROA, �2 is 0.0473 (t-statistic 7.837) for the 
Jones model and 0.0668 (t-statistic 10.151) for the modified Jones model. 
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The following definition summarizes the cross-sectional forward-
looking Jones model. 

Definition:  The cross-sectional forward-looking Jones model 
estimates NDA with the following equation: 

TACCit=�+ �1((1+ k)�Sales – �AR)+ �2PPE + �3TACCit–1 + 
�4GR_salesit+1, 

where 
TACCit = firm i’s total accruals in the current year, 

scaled by year t–1 total assets; 
k = the slope coefficient from a regression of 

�AR on �Sales; 
�Sales = the change in sales, scaled by year t–1 total 

assets; 
�AR = the change in accounts receivable, scaled by 

year t–1 total assets; 
PPE = property, plant, and equipment; 
TACCit  = firm i’s total accruals from the prior year, 

scaled by year t–2 total assets; 
GR _salesit+1 = The change in firm i’s sales from year t to 

t+1, scaled by year t sales.  

11.1.3 The Performance-Adjusted Models 

As discussed in Chap. 10, accruals are related to performance (McNichols 
and Wilson, 1988; Dechow, Sloan, and Sweeney, 1995; Kasznik, 1999).  
In her review of the research on earnings management, McNichols (2000), 
states, 

[R]esearchers comparing firms that differ in earnings performance 
or growth characteristics may well observe (or not observe) differences 
in estimated discretionary accruals that relate to the performance 
characteristics of these firms rather than their incentives to manage 
earnings.  (p. 333, emphasis added) 

Performance affects the estimation of earnings management because 
NDA may be erroneously classified as DA when performance is abnormal 
and the relationship between accruals and performance is non-linear.  
Some events discussed in Part 2 of this book are correlated with 
performance: compensation, insider trading, initial public offerings and 
seasoned equity offerings, management buyouts, and so on.  The 
association between these events and earnings management therefore may 
be spurious, because of the relationship between accruals and performance. 

–1

11.1 
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In this section, we detail the improvements to the Jones model that deal 
with the effect of performance on DA.  We start with Kang and Sivarama-
krishnan (1995), who decompose the accruals into revenues, expenses, and 
depreciation.  We then discuss Dechow and Dichev (2002), who suggest 
the incorporation of cash flows as a proxy for the quality of earnings.  
Next, we consider Kothari, Leone, and Wasley (2005), who add lagged 
return on assets to control for the non-linear effect of performance on 
accruals.  Finally, we present a performance-matching procedure that 
abandons the linear OLS model altogether.7 

11.1.3.1 The Competing-Component Model 

Kang and Sivaramakrishnan (1995), present a competing-component 
model.  Unlike the other models presented in this chapter, this model does 
not refine the Jones model.  Rather, it contributes to the literature by 
pointing at neglected elements of the Jones model.  It differs from the 
Jones model in three respects.  

First, transactions and assets are matched to the working-capital 
accruals that originate from them: 
� Revenues, REV, which determine the accounts receivable accruals, AR; 
� Expenses, EXP, which determine the inventory accruals, INV, other 

non-cash current asset accruals, OCA, and current liability accruals, CL.  
These accruals are aggregated into one measure, APB, where APB= 
INV+ OCA�CL; and 

� Gross PP&E, GPPE, which determines the depreciation expense, DEP. 
Second, the model takes into account the behavior of the accruals over 

time.  That is, in the absence of earnings management (which is denoted by 
stars on the unmanaged accrual), the following relationships are assumed: 

t t-1

t t

* *

* * AR
AR AR

ARREV REV
K P 	 , 

(11.3a)

t t

t t

* *

* *APB APB
APB APB

EXP EXP
K P	 , 

(11.3b)

                                                      
7 Prior studies that advocate abandoning OLS are Kang and Sivaramakrishnan 

(1995), and Kang (2005). 

–1

–1

–1
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t t -1

t t -1

* *
,* * DEP

DEP DEP
DEPGPPE GPPE

K P 	
(11.3c)

where P�is the error term.  These relationships are explained by the policies 
that generate accruals from transactions.  Since accounts receivable arise 
from credit sales, the previous period’s credit policy predicts the credit 
policy of this period.  The components that arise from expenses, APB, 
reflect the suppliers' credit policy, as given in the previous period.  The 
intensity of depreciation depends on the firm’s depreciation policies.  The 
third difference is that all variables are ending balances rather than changes 
in balances. 

Kang and Sivaramakrishnan deal with the error in variables, omitted 
variables, and simultaneity problems (see Chap. 10)8 by applying the in-
strumental variables (IV) approach and the generalized method of mo-
ments procedure (GMM) rather than the OLS.  Running simulations, they 
find that both IV and GMM reduce the scope of type I and type II errors 
(type II error is measured after adding manipulated accruals that approxi-
mate 2% of beginning net total assets in the designated event period) and 
that GMM dominates IV.  For example, the type II error is detected in 47% 
of the firms (z-statistic 19.26) under GMM, as compared to 34% under IV 
(z-statistic 12.84) and 23% under the Jones model (z-statistic 8.25). 

The advantage of Kang and Sivaramakrishnan’s approach is twofold.  
First, the separation between revenues and expenses reduces the 
misspecification error when the credit policies for revenues and expenses 
are not perfectly related.   Kang (2005, pp. 6–7), observes that the Jones 
model makes the assumption 

 that change in current assets and current liabilities are both driven 
by changes in revenue.  This assumption seems restrictive because cur-

                                                      
8 Kang and Sivaramakrishnan (1995), were the first to publicly recognize this 

problem.  They state, 
 [A] simultaneity problem arises because both the regressors and the re-

gressand are jointly determined by the constraints imposed by GAAP and 
double-entry bookkeeping.  We note that these constraints are independ-
ent of both the EM [earnings management] or EIV [error-in-variable] 
problems.  For example, suppose that the relation between unmanaged 
income and unmanaged accruals is given by NA=�0 + �1Income+ w.  This 
relation is constrained by the identity: income = NA +Cashflows, so that 
E(w�Income) � 0.  As a result, OLS estimation applied to this example 
would yield inconsistent coefficient estimates with incorrect standard er-
rors.  (p. 355) 

11.1 
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rent liabilities such as [account] payable are more likely to be related to 
expenses than to revenues. … The omission of expenses potentially 
explains why the Jones model often produces a bias toward finding 
positive managed accruals in an economic upswing (e.g., when earn-
ings increase) and conversely in an economic downsizing.9 

The following summarizes Kang and Sivaramakrishnan’s model: 
t t t

i,t 0 i,t i,t i,t i,t

t t t

* * *
,* * *AR APB DEP

AR APB DEP
AB REV EXP GPPE

REV EXP GPPE
K K K K � 	 	 	 	

1 2 1 2 1 2
3 4 3 4 3 4
3 4 3 4 3 45 6 5 6 5 6

 

where ABi,t are the unmanaged accrued balances of firm i at the end of 
period t and i,t� is white noise. 

This study was followed with considerable interest.10  Kang (2005), pro-
vides the missing link between this model and the Jones model by studying 
earnings management in a sample of 1,502 Compustat firm-years of firms 
suspected of having incentives to avoid reporting losses (matched with 
1,451 out of 5,370 firms not suspected of avoiding loss) between 1978 and 
1996.  His results confirm that the IV approach is superior to the Jones 
model and that the Jones model is prone to both to type I and type II errors. 

11.1.3.2 The Cash-Flows Jones Model 

Given that the financial analysis literature advocates detecting earnings 
management by comparing the patterns of accruals and cash flows (e.g., 
Palepu, Healy, and Bernard, 2003), cash flows seem a natural candidate for 
a performance control (e.g., Dechow, Sloan, and Sweeney, 1995; Rees, 
Gill, and Gore, 1996; Jeter and Shivakumar, 1999; Zarowin, 2002; Park 
and Park, 2004; Cohen, Dey, and Lys, 2005a; Francis, LaFond, Olsson, and 
Schipper, 2005; Myers, Myers, and Skinner, 2006; Ye, 2006).11 

To illustrate the Jones model with such a control, consider Jeter and 
Shivakumar (1999), who adapt the Jones model as follows: 

7

0 1
31 1 1 1

,2
t

j
jt t t t

NDA REV PPE CFO
A A A A

� � � �
� � � �

�
 	 	 	 M I  

(11.4)

                                                      
9 For an illustration of the bias, consult Kang (2005), footnote 8 and figure 1. 
10 See http://scholar.google.com. 
11 In some studies, cash flows are used as a measure of unmanaged earnings in ro-

bustness checks of the Jones model (e.g., DeFond and Park, 1994).  Given the 
accruals nature of accounting earnings, as discussed in the Introduction to Part 
4, cash flows can represent unmanaged accounting earnings under quite re-
stricted conditions.  So, this approach has not gained much popularity.  

�� j
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where the additional variables are cash flows from operations, CFO, and 
the indicator function Ij–2, which takes the value of 1 if the firm’s CFO 
places it in the j–2 quintile and zero otherwise. 

Since cash flows are defined as the difference between earnings before 
extraordinary items and accruals, including contemporaneous cash flows 
as a regressor may induce a simultaneity problem, especially if the re-
search design uses the statement of cash-flows approach to calculate ac-
cruals.  Thus, until Dechow and Dichev (2002), most studies did not con-
trol for this performance measure.   

Dechow and Dichev (2002), focus on the quality of earnings.  They 
make the argument that the quality of accruals depends on their mistake in 
predicting cash flows, since accruals separate the timing of cash flows 
from their accounting recognition. 

To illustrate, consider a firm with a credit policy that requires customers 
to pay an advance of a fraction b of sales; a fraction 1–a–b is paid when 
the goods are delivered, and the remaining fraction a is paid in the 
following quarter.  The firm pays all expenses, E, in cash.  The cash flows, 
CFt, earnings, Xt, and accruals, ACCt, as a function of the stream of sales, 
St–1, St, St+1, are as follows: 

CFt = bSt+1 + [1 �� a�� b]St + aSt–1 �� Et = [St���Et] �� a�St+ b�St+1, (11.5a)

Xt= St �� Et,  and (11.5b)

ACCt= a�St� b�St+1, (11.5c)

where �Sk = Sk – Sk–1, k = t, t + 1. 
A discrepancy between the accounting recognition and total cash flows 

over three periods (t–1, t, and t+1) might occur because of an unexpected 
return of merchandise sold in period t–1 or an unanticipated bad debt 
discovered on date t+1.  In these cases, accruals include mistakes because 
total accruals are different from zero (see the Introduction to Part 4).  
Unexpected returns in period t (t+1) of sales made in period t–1 (t) imply 
that �a�St ([1 �� a�� b]St) is inflated.  Accruals are erroneous, and thus of 
lower quality. 

By Eq. 11.5c, accrued balances in period t match cash inflows in period 
t–1 due to the reversal of period t–1 unearned revenues (b), cash inflows in 
period t+1 due to reversal of period t accounts receivable (a), and cash 
inflows in period t due to period t cash sales (1�a�b).  That is, accruals in 
period t are correlated with cash flows in three periods, t–1, t, and t+1.  
Dechow and Dichev run the following firm-level, time-series regression: 

11.1 
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�WCt = b0 + b1CFt–1 + b2CFt + b3CFt+1 + �t, (11.6) 

where 
�WCt = the change in working capital, measured as the sum of the 

change in accounts receivable (Compustat #302) + the 
change in inventory (Compustat #303) minus the change in 
accounts payable (Compustat #304) minus the change in 
tax payable (Compustat #305) plus the change in other net 
assets net of liabilities (Compustat #307), with all variables 
scaled by average assets; 

CFt = cash flows from operations (Compustat #308); 
� = an error term that is used to measure the quality of 

earnings; 
The residuals from this regression are used as the measure of the quality 

of earnings and accruals.  Examining how a firm's characteristics affect the 
quality of earnings, they obtain three key findings: The quality of accruals 
decreases in total accruals, firm size, and the volatility of sales, cash flows, 
and accruals; these results are explained by the increased chance of being 
wrong when accruals are high.  The quality of accruals is decreasing in the 
length of the operating cycle, which is 360/(sales/average accounts re-
ceivable)+360/(cost of goods sold/average inventory).  The intuition of this 
result is immediate to the extent that the quality of accruals is influenced 
by uncertainty: the longer the cycle, the greater the likelihood of making 
mistakes in the estimation and recognition of accruals.  The greater the 
frequency with which the firm reports losses, the lower the quality of its 
accruals, since the error in accruals is correlated with shocks, such as re-
structuring charges.  Their most interesting discovery is that in a regression 
of the quality of accruals on a firm's characteristics—frequency of report-
ing losses, average operating cycle, standard deviation of sales, and size—
the adjusted R2 is 0.61.  When the independent variables in the regression 
are only the standard deviation of accruals and the standard deviation of 
earnings, the adjusted R2 jumps to 0.79.  As they conclude, “[A] simple 
practical way to gauge the quality of accruals is to assess the volatility of 
both earnings and accruals” (p. 49). 

In her discussion of Dechow and Dichev’s paper, McNichols (2002), 
compares Dechow and Dichev’s model with two others: the Jones model 
and a model that combines (11.6) with the Jones model, namely 

�WCt = b0 + b1CFt–1 + b2CFt + b3CFt+1 + b4�sales + b5PPE + �t. (11.7) 

In a sample of 15,015 firm-year observations with available data from 
Compustat with SIC codes 2000-3999 for the years 1988–1998, after ex-
cluding companies with mergers, acquisitions, or discontinued operations, 
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McNichols notes that the R2 of the Jones model and Eq. 11.6 as a stand-
alone (NDA are measured as in Dechow and Dichev's study) is 0.073 and 
0.2011, respectively.  The R2 jumps to 0.30, when these two models are 
combined as in Eq. 11.7.  Furthermore, the coefficients of the change in 
sales, b4, and PPE, b5, increase when the Jones model is modified by con-
trolling for the history of cash flows: b4 increases from 0.08 to 0.096 (the 
corresponding t-statistics are 33.74 and 45.93), and b5 increases from –
0.005 to –0.002 (corresponding t-statistics of –5.57 and –3.32).  
McNichols s findings suggest the use of cash flows to control for perform-
ance in the Jones model. 

11.1.3.3 The Performance-Matching Model 

Kothari, Leone, and Wasley (2005), develop a performance-matching 
model.  Their motivation is to address the non-linear relationship between 
normal accruals and performance: 

For statistical as well as economic reasons, we expect the mapping 
current performance into future performance, or the mapping of 
performance into returns, to be non-linear (e.g., Brooks and 
Buckmaster, 1976; Beaver et al., 1979; Freeman and Tse, 1992; Basu, 
1997; Watts, 2003a, b).… Unless a discretionary accrual model, like the 
Jones or modified-Jones model, is improvised to address non-
linearities, we do not expect the regression approach to be effective at 
controlling for non-zero estimated discretionary accruals in stratified-
random samples.  (pp. 169–170) 

They offer two different approaches.  The first involves matching 
similar firms, which alleviates the need to use an OLS estimate of DA.  
They detect earnings management by comparing the accruals of firms that 
are otherwise almost identical.  The second, the linear-performance-
matching model, embodies two modifications of the Jones and the 
modified Jones models: an intercept, and an additional control for the 
lagged rate of return on assets, ROAt–1.  They also use the 
contemporaneous ROA (see their table 1), but since later studies used only 
the lagged ROA, we restrict our attention to this variable. 

Because the first term in the Jones model is the reciprocal of lagged 
assets, econometrically, the Jones model does not have an intercept.  
Deflating by lagged assets is meant to mitigate heteroskedasticity.  Finding 
that heteroskedasticity is still an issue, Kothari, Leone, and Wasley also 
include an intercept to mitigate it. They find that an intercept yields higher 
symmetry around zero discretionary accruals, which enhances the power 
of tests for type I error.  They report that excluding the intercept increases 
rejection rates by more than 20% over those reported for models including 
an intercept (see their able 3, anel A).   t p

,

11.1 
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The linear-performance-matched Jones model is 
ˆNDA ip/Aip–1= 0 iˆ� �	 [1/Aip–1]+ 1i�̂ [�REVip��ARip /Aip–1]  

+ 2i�̂ [PPEip/Aip–1]+ !I ROAi,p–1, 
where �0 is a constant and ROAi,p–1 is the lagged rate of return on 
assets. 
Kothari, Leone, and Wasley start with a sample of 122,798 observations 

from 1962 to 1999 of Compustat firms with sufficient data (i.e., at least 10 
firms in the industry, and total accruals that do not exceed total assets) to 
construct 250 samples of 100 firms each.  They find that having an ROA in 
the regression reduces discretionary accruals when they expect the null 
hypothesis of no earnings management to hold.  For example, the DAs 
from the Jones and the modified Jones models without performance 
matching are –0.31 and –0.61, respectively, but with ROAi,t–1 they are 0.08 
and –0.14, respectively. Kothari, Leone, and Wasley observe that the 
standard error of the DAs increases with the lagged ROAi,t–1.  They 
propose the following test for substantiating the efficiency of their model:  

In non-random samples, total accruals themselves are likely to be 
correlated, which can lead to serially correlated estimates of 
discretionary accruals.  The serial correlation in total accruals arises 
due to economic/operating reasons (e.g., actions by management such 
as expanding receivables or inventories in periods of growth).  A major 
objective of the discretionary accrual models like the Jones model is to 
filter out non-discretionary accruals from total accruals to obtain 
estimates of discretionary accruals that have a zero mean and are 
serially uncorrelated as expected under the null hypothesis of no 
earnings management. (p. 179) 

This model has become quite popular because it yields stronger results 
than the Jones model.  Ye (2006), for example, reports an out-of-sample R2 
of 4.9%, as compared to an R2  of 3.8% for the Jones model.  When the test 
is executed for current accruals alone (see Chap. 10), the R2 are higher, 
8.09% for the Jones model and 11.13% for the performance-matched 
model. We describe Ye’s study in the next section.  

11.1.4 The Business Model: A Synthesis 

Improvements to the Jones model discussed so far have involved adding 
controls to account for the persistence of accruals and growth, 
incorporating business fundamentals such as the historical rates, and 
applying research methods beyond the linear regression model. 

These developments raise two questions: What is the most efficient way 
to incorporate all these modifications?  How do we fine-tune the additional 
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variables in order to enhance the efficiency of the modeling of normal ac-
cruals? 

Ye’s (2006) study provides an answer to these questions.  Ye examines 
the following model: 

0 1 i,t 2 i,t i,t –1i,t 4 i ,t –1( /
Non-zero The Jones Performance control 
intercept model of Kothari et al.

)REV PPE ATA INT ROA� � � �� 		 		 	  

7 i,t i,t 8 i,ti,t5 i,t 6
Working capital Depreciation Abnormal lagged
intensity rateaccruals deflated by sales 

NCWC REV depNCWC NCWC � �� �
�����

�	 	 	�

9 i,t–1 i,t,

for current assets

dep PPE�  (11.8)

where 
TA = total accruals; 
INT = intercept; 
�REV  = chance in sales; 
PPE  = property, plant and equipment; 
A = total assets; 
ROA = rate of return on assets. 
NCWC = non-cash working capital (current assets minus current 

liabilities [excluding the current portion of long-term 
debt] and cash), deflated by lagged assets; 

NCWC
��������

 = normal non-cash working capital, 
4

i,t i,t
k 2

1
3

.NCWC NCWC


�����
 M  

dep = depreciation rate: the depreciation expense divided by 
PPE; 

i, t = indexes, i for firm and t for year. 
Ye extends the linear-performance-matched model of Kothari, Leone, 

and Wasley (2005), by adding abnormal past accruals, the intensity of 
working capital, as discussed below, and expected depreciation, as well as 

�
–1 –1 –1

Historical depreciation 

–k
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the depreciation rate (for econometric reasons, to ensure that �9 is indeed 
unbiased). 

Ye evaluates the model in a battery of tests.  The results reported are 
based on a sample of 75,348 firm-years in the annual Compustat 2004 
(industrial, research, and full coverage) for 1987–2003.  His selection 
criteria are as follows: available data; total assets, revenues, and PP&E, 
that all exceed $1M; and depreciation that does not exceed 33% of PP&E.  
The second criterion is a safeguard against the problematic non-linear 
relationship between extreme performance and accruals, which Ye further 
addresses by winsorizing ROA and change in sales.  The third criterion 
eliminates unusual observations. 

Abnormal lagged accruals:  Lagged accruals, NCWCi,t–1, are replaced 

with abnormal past accruals, NCWC i,t–1� itNCWC
��������

.  Econometrically, to 
test that abnormal accruals as well as lagged accruals matter, Ye separates 
the components of this variable and shows that their coefficients have ap-
proximately the same magnitude, but with a different sign.  For current ac-
cruals, the coefficients are • 10.29 on NCWC (t = 22.6) and +10.55 on 

NCWC
��������

(t = 22.6).12 
Working-capital intensity: To separate current accruals from the long-

term depreciation accruals, Ye adds the firm's specific business fundamen-
tals, NCWCi,t–1 � �REVi,t.  This variable controls for growth in sales, a 
variable whose significance was established by McNichols (2000), and 
Dechow, Richardson, and Tuna (2003). Consider the following two rela-
tionships, one inspired by Kang and Sivaramakrishnan and the other from 
an efficiency criterion: 

i,tit

it i,t

NCWCNCWC
REV REV


� �

, 
(NCWC intensity) 13 

GROWTH = i,t

i,t

rev
Sales
�

, 
(Growth) 

                                                      
12 We report the results obtained by calculating accruals from the statement of 

cash flows.  Ye also reports results for accruals derived from the balance sheet.  
Qualitatively, they are similar. 

13 Note that NCWC is the total accruals as measured by the balance sheet approach 
(see Chap. 10) and REV are sales.  Hence, this condition is a requirement for sta-
tionarity in the relationships between accruals and the change in sales over time; 
an assumption that agrees with the time-series research design.   
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ASSET UTILIZATION = i,t

i,t

Sales
A

, 
(Efficiency) 

where, in order to be consistent with the notation in Ye's study, rev is 
revenues that are not divided by the beginning-of-the-period total assets, A.  
The product of GROWTH and EFFICIENCY is �REVi,t–1, and the prod-
uct of �REVi,t–1 and NCWC is Ye's variable.  Ye postulates that the coef-
ficient of this variable ought to be positive because it reflects an increase in 
accruals when an increase in revenues is associated with a corresponding 
increase in working-capital accruals.  Indeed, Ye shows that this is a sig-
nificantly positive variable; its coefficient when the dependent variable is 
current accruals is 25.50 (t=41.6). 

Depreciation: Similar to Kang and Sivaramakrishnan, as detailed above, 
Ye applies the historical depreciation rate, depi,t–1, to calculate the current 
expected deprecation, depi,t–1 � PPEit.  When accruals are calculated using 
the statement of cash-flows approach, the coefficient of depreciation is 
significantly negative, 56.63 (t=39.6). 

Ye assembles the pieces of the various revised Jones models into a 
single model.  Besides this valuable synthesis, Ye makes a contribution in 
two main regards.  First, once we start departing from the Jones model, a 
boundless number of possibilities arise.  Hence, the question is not what to 
add, but when to stop adding.  Ye provides a significant insight, as he 
shows that even limited tweaking—by separating the dynamic of the 
working-capital accruals from that of depreciation—enhances the power of 
the Jones model.  Second, as discussed in Chap. 10, although a cross-
sectional analysis is to be preferred because it provides a richer sample 
size, such analysis suppresses firm-specific parameters, which creates a 
demand for identifying the “specific functional form linking accruals to 
past performance in the cross-section” (Kothari, Leone, and Wasley, 2005, 
p. 166).  Ye s three additional firm-specific business fundamental variables 
accomplish that. 

11.2 Alternative Methodologies for Detecting Earnings 
Management 

Three major alternative methodologies have been employed for detecting 
earnings management: 
� Analyzing a single income-statement item, or a portfolio of accounting 

treatments that are based on assumptions that require making judgments. 

–1

–1

,
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� Examining the distribution of firms’ earnings—the distributional 
method. 

� Examining the distribution of the second digit of the decimal in earnings 
per share (EPS). 
Some researchers employ a combination of methodologies, using a 

score of earnings management measures rather than examining each 
measure separately (e.g., Leuz, Nanda, and Wysocki, 2003; Cohen, Dey, 
and Lys, 2005a).  We present the combination methodology in the section 
that describes the single-account approach to indicate how the single-
account approach can be extended. 

11.2.1 Analysis of a Single Account 

11.2.1.1 The Method 

This approaches focuses on a single income-statement item, chosen 
because it has a material impact on reported earnings and can be 
manipulated legally within the boundaries of GAAP, since it is based on 
estimates: for example, write-offs (Strong and Meyer, 1987; Elliott and 
Shaw, 1988; Elliott and Hanna, 1996; Francis, Hanna, and Vincent, 1996; 
Rees, Gill, and Gore, 1996; Bunsis, 1997; Alciatore, Dee, Easton, and 
Spear, 1998;  Bartov, Lindahl, and Ricks, 1998; Press and Dowdell, 2004; 
Dey, Cohen, and Lys, 2005a); the bad-debt expense, in the income 
statements of publishers (McNichols and Wilson, 1988); and loss reserves, 
in the income statements of property and casualty insurance companies 
(see Chap. 4).14 

An examination of a single account rather than total accruals can be ef-
fective because the researcher can understand the accounting model and 
what the unmanaged expense ought to be.  Since a major issue in earnings 
management studies is the unobservability of the unmanaged accounting 
numbers, having a correct model of the unmanaged expense is an advan-
tage in formulating and interpreting a model.  One disadvantage is that if 
the non-discretionary component of a given single account is large relative 
to the discretionary component, the former might “drown” the latter, which 
yields a type II error (McNichols and Wilson, 1988).  Another criticism is 
that this methodology is too weak to detect earnings management by using 
                                                      
14 Marquardt and Wiedman (2004a), Cohen, Dey, and Lys (2005a), and Roy-

chowdhuri (2006), adopt a different tactics:  They assume that earnings man-
agement takes place and then explore which individual accounts are used for 
that purpose. 
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a portfolio of accruals.  We are reluctant to join in this criticism because it 
seems a matter of common sense that finding earnings management in one 
account supports earnings management in total accruals as well, though the 
absence of earnings management in one account does not imply that there 
is no earnings management in others. 

Finally, note that some studies employ portfolios of accounting treat-
ments (e.g., Healy and Palepu, 1990, and the studies that follow the “posi-
tive accounting theory” school) and that in some cases the single income-
statement item is itself an aggregate item.  For example, Dhaliwal, Glea-
son, and Mills (2004), observe that an examination of the components of 
the deferred tax expense, such as the allowance for valuation, might pro-
vide mixed results on the occurrence of earnings management, but study-
ing the tax expense in total provides conclusive evidence. 

We illustrate the application of the single-item approach with the study 
of McNichols and Wilson (1988). 

11.2.1.2 McNichols and Wilson (1988) 

McNichols and Wilson examine one accrual account—the provision for 
bad debts.  This focus restricts their sample to industries where such an 
expense is material.  The sample includes 289 firm-years from the 1967–
1985 period, from printing and publishing (SIC 27, 37 firms), non-durable 
wholesale goods (SIC 50, 51 firms), and business services (SIC 73, 29 
firms).  The mean ratio of receivables to total assets is 28.7% in the 
sample, as compared to 22.3% for the Compustat population as a whole. 

McNichols and Wilson explore the association between the abnormal 
expense and earnings (deflated by end-of-the-period assets to yield ROA), 
given the incentives of managers who receive earnings-based bonuses to 
manage earnings through the bad-debt expense.  They test whether firms 
smooth earnings via this expense (the smoothing hypothesis) or whether, 
similar to the dynamics in Healy (1985), they take a bath when earnings 
are either extremely low or extremely high (the bonus hypothesis). 

The managed accrual is the residual, resprov , of the following 
regression: 

Provt = �0 + �1BgBlt + �2Write-offt+��3Write-offt+1 + resprovt, (11.10)

where 
Provt = the provision for bad debt, deflated by period-t sales; 
BgBlt = the beginning balance in the allowance for bad debts of 

period t, deflated by period-t sales; 
Write-offj = write-offs for period j, deflated by period-t sales, 

j=t,t+1; 

t
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resprovt = the prediction error, which by design is orthogonal to 
the regressors; 

The research design assumes that managers have perfect foresight of 
future write-offs, so that the unmanaged estimated ending allowance 
equals the actual, Write-off +1.  In other words, prediction errors are 
attributable to earnings management.  The median of the discretionary 
accruals is denoted by �. 

Since McNichols and Wilson deflate earnings by assets, the ROA 
statistic classifies firms by portfolios of high, medium, and low, 
determined on the basis of the deviation of their ROA from the benchmark.  
Initially, they consider four benchmarks: zero, industry average ROA, the 
return on the firm’s average ROA over the sample period, and the firm’s 
prior-year ROA.  McNichols and Wilson choose two, changes in ROA and 
the deviation of ROA from the firm’s mean ROA (see their table 5) based 
on their stronger correlation with the compensation data for firms’ top four 
officers.  For each of these two benchmark ROA, they rank observations 
according to their deviations from the benchmark.  Firms in the top 
(bottom) decile are considered firms with unusually HIGH (LOW) 
earnings.  Observations in deciles 2–9 are used to form a comparison 
sample, denoted by MID.15 

Denoting by ��the median residual provision for bad debt, they perform 
three tests: 

Test 1:  �
�HIGH = �MID versus �HIGH  > �MID 

(consistent with both smoothing and bonus 
hypotheses) 

Test 2:�  �
�LOW = �MID versus �LOW � �MID 

(the smoothing hypothesis implies �LOW 
< �MID, and the bonus hypothesis implies 
�LOW >�MID) 

Test 3:�  �
�HIGH,LOW = �MID versus �HIGH,LOW � �MID 

(the bonus hypothesis predicts that firms 
manage earnings downward for both high 
and low earnings) 

                                                      
15 “What distinguishes our approach is not so much that we focus on a single ac-

crual, but that we use GAAP related to this account to develop a discretionary 
accrual proxy” (p. 2). 

t
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The findings support the tests’ alternative hypotheses.  Their table 7 re-
ports the results when accruals are partitioned based on the deviation of 
return on assets from the firm’s mean return on assets.  It shows that the 
median provision in the first and the tenth deciles is positive, 0.001 in 
each, while in deciles 2–9 it is negative.  The corresponding Wilcoxon z-
statistics of tests 1, 2, and 3 are 4.90 (significant at the 0.009 level, one-tail 
test), 2.02 (significant at the 0.05 level, two-tail test), and 4.64 (significant 
at the 0.001 level, one-tail test), respectively.  That is, the results are 
consistent with both the smoothing and the bonus hypotheses. 

It is interesting to note that when the discretionary accruals are 
measured as Healy’s total accruals measure, the results are weaker, as only 
test 1’s alternative result is established.  The median of total accruals is –
0.032 in the first decile and –0.005 in the tenth decile, and all other deciles 
also have negative total accruals, with the exception of decile 7, with 0.001 
total accruals.  The corresponding Wilcoxon z-statistics of tests 1, 2, and 3 
are –3.78 (significant at the 0.009 level, one-tail test), 1.30 (insignificant), 
and –1.62 (insignificant), respectively. 

This methodology can be enriched by combining it with other 
methodologies.  Cohen, Dey, and Lys (2005a), observe that “focusing on a 
single measure may not be the right approach” (p. 15).  They examine the 
following measures: 

1. The cross-sectional modified Jones DA. 
2. The ratio of the absolute value of total accruals to the absolute value 

of cash flows from operations. 
3. The ratio of the change in accounts receivable to the change in sales. 
4. The ratio of the change in inventories to the change in sales. 
5. The value of special items for the period scaled by the total assets at 

the beginning of the period. 
The first metric captures abnormal accruals, the second captures 

smoothing, and the next two capture unusual sales activity.  For example, 
under channel stuffing, accounts receivable increase relative to sales, and 
under “bill and hold” transactions, inventory does not decrease with an in-
crease in sales. The final measure captures classificatory earnings man-
agement, which occurs when items are moved into or from the special 
items category (see Chap. 2).  In contrast to other studies that use different 
methodologies to compare results, Cohen, Dey, and Lys aggregate these 
measures by performing a principal factor analysis for each firm-quarter.  
They thus have the added advantage that their score “is likely to capture 
the overall level of earnings management in a firm more effectively than 
any of the single measures” (p. 15). 

In contrast to the approach that aggregates a few measures for earnings 
management, Ibrahim (2005), proposes to decompose accruals.  Ibrahim 
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assumes that components of accruals will be managed in a consistent fash-
ion, for example, to achieve positive income manipulation a manager 
chooses to use positive accounts receivable manipulation (to increase 
revenues and ultimately income) and negative accounts payable manipula-
tion (to reduce expenses and increase income).  She then proposes a ratio 
that captures the relationship between the components of discretionary ac-
cruals: the absolute value of the sum of the discretionary accrual compo-
nents divided by the sum of the absolute values of the non-discretionary 
accrual components. This methodology is shown to increase the power of 
earnings management tests but with limited improvement in specification.  

11.2.2 The Distributional Approach 

We described this method in Chaps. 4 and 5, where we outlined incentives 
to meet benchmarks. There, the approach assumes that unmanaged 
earnings have a Gaussian distribution, and the evidence for earnings 
management is the deviation of observed earnings from this distribution. 

In this subsection, we outline an alternative test, based on Burgstahler 
and Dichev (1997a).  The mechanics of this alternative are based on the 
assumption that the cross-sectional distributions of unmanaged changes in 
earnings (and levels of unmanaged earnings) are relatively smooth: the 
expected number of observations in a small interval around zero equals the 
average of the number of observations in the two immediately adjacent 
intervals. The test statistic is the ratio of the difference between the actual 
and the expected number of observations over the estimated standard 
deviation of the difference. Under the null hypothesis of no earnings 
management, these standardized differences approximate the standard 
normal distribution (zero mean and standard deviation of 1). De facto, 
however, since the null hypothesis of smoothness might not hold at zero, 
the standardized differences for the interval immediately to the left and 
immediately to the right of zero are not independent.  The test for a 
discontinuity at zero therefore is based on one difference, either left or 
right. Burgstahler and Dichev’s test results yield a standardized difference 
for the interval immediately to the left (right) of zero of – 8.00 (5.88), 
where they employ intervals of widths of 0.0025 in their sample of 64,466 
firm-year observations for the period 1977–1994. 

11.2.3 Rounding EPS 

Earnings per share, EPS, are expressed as a decimal with two digits after 
the period, zz.xy.  Companies can affect the perceived EPS by manipulat-
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ing y so that the EPS can be rounded either up or down according to 
whether they wish to inflate or deflate reported EPS. As with the other 
methods, earnings management is detected by comparing the (distribution 
of the) actual object of earnings management with the hypothesized distri-
bution absent earnings management. In this case, researchers test the dis-
tribution of y. 

Inspired by Carslaw (1988), Thomas (1989), considers a hypothesized 
distribution that follows the mathematical rule of  

9
0 0

0 10 10
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1Pr( ) log log .
10 10x

y yy y x x
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. / . /. /

M  

It is not symmetric over all numbers, and it is less likely to produce 
zero than most other numbers (Table 11.2). 

Table 11.2 The cumulative frequency of the digits 

Y0  Cumulative 
probability 

0 0.120 0.120 
1 0.114 0.234 
2 0.229 0.342 
3 0.218 0.447 
4 0.329 0.547 
5 0.315 0.644 
6 0.422 0.737 
7 0.405 0.827 
8 0.510 0.915 
9 0.490 1.000 

 
Thomas partitions his sample into two: 68,738 firm-years with positive 

net income (profit firms) and 11,359 firm-years with losses (loss firms).  
The evidence suggests that profit firms round numbers up when y=8 or 9 
because the frequency of reports with y=0 is higher than the probability per 
the mathematical rule, and the frequency of y=8 or 9 is lower.16  Loss firms 
present the opposite pattern.  The frequency of y=9 is higher than the fre-
quency of y=0, but the magnitude of the deviation from the mathematical 
rule is weaker for loss firms. Further analysis of firms with good news 
(relative to prior-year earnings) and firms with bad news provides addi-
tional evidence of the unusual patterns of the digits. Earnings per share, 
                                                      
16 Thomas also examines the first digit, x.  He finds that profit firms exhibit a fre-

quency of numbers with x=1 and y=0 that is higher than expected, while the fre-
quency of numbers with x=9 and y=9 is lower. 

11.2

P   robability
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however, seem to be based on rounding up the third number after the 
decimal point. 

Studies that employ a similar methodology include Das and Zhang 
(2003), who consider U.S. firms, and Kinnunen and Koskela (2003), who 
conduct an international study.  Das and Zhang examine the first digit after 
the decimal point (our x). They too find opposing patterns of behavior for 
profit and loss firms, indicating that both round EPS, by reporting more  or 
less than 4, x=4, respectively.  Since Thomas shows that the mathematical 
rule for unmanaged decimals is unlikely to apply to EPS, they choose a 
binomial test, where the unmanaged probability of having numbers less 
than 5 is significantly different from 50%.  They bridge the gap between 
this and other distributional methodologies and the accruals methodology.  
Specifically, in their 103,944 firm-quarter observations between 1989 and 
1998, they examine the frequency of rounding up for firms that meet 
analysts’ forecasts, report small profits of 1 cent, and report the same EPS 
as in the same fiscal quarter of the previous year.  They capture accruals 
management through working-capital accruals, since they reason that 
earnings management has a short window and that other accruals are either 
too large or beyond the ability of management to manage.  Their evidence 
supports the notion that firms do indeed round the numbers to manage 
earnings.  At present, we are aware of ongoing efforts to improve the Jones 
model and the methods to estimate earnings management (see e.g., 
Dopuch, Mashruwala, Seethamraju, and Zach. 2006).   



Summary and Postscript 

The stock market awakened in 2002 to discover that it no longer had 
numbers it could trust.  Securities issuers, oriented toward shareholder 
value enhancement by the corporate culture of 1990s, had been adopt-
ing aggressive, even fraudulent treatments to enhance reported earn-
ings, and their auditors had been doing nothing to stop them.  (Bratton, 
2004, p. 2) 
 

Earnings management has interested regulators (Levitt, 1998, 1999, 
2000; Turner and Godwin, 1999; Barth, 2000; Turner, 2001a; Glassman, 
2002, 2006a; Breeden, 20031; Cox, 2006), practitioners and the press 
(Griffiths, 1986, 1995; O’Glove, 1987; Jameson, 1988; Kellogg and Kel-
logg, 1991; Naser, 1993; Pijper, 1994; Blake and Salas, 1996; Smith, 
1996; Mulford and Comiskey, 1996; Schonfeld, 1998; McBarnet and Whe-
lan, 1999; Loomis, 1999; Vickers, 1999; Collingwood, 2001; Miller and 
Bahnson, 2002; Schilit, 2002),2 and academics. 

Overview of the Book 

In the first part of the book, we dwelt on why earnings are important 
enough that they are the object of manipulation and then defined earnings 
management.  Our definition is, Earnings management is a collection of 
managerial decisions that result in not reporting the true short-term earn-
ings as known to management. 

Earnings management can be 
� Beneficial: it signals long-term value; 
� Pernicious: it conceals short- or long-term value; 
� Neutral: it reveals the short-term truth. 

                                                      
1  Restoring trust was composed by Richard Breeden, a former chief commissioner 

of the SEC, in his capacity as a corporate monitor of the bankrupt WorldCom, 
since renamed MCI. 

2 For additional references to newspapers, consult Teoh, Welch, and Wong 
(1998a). 
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The managed earnings result from taking production or investment ac-
tions before earnings are realized, or making accounting choices that affect 
the earnings numbers and their interpretation after the true earnings are re-
alized. 

We next reviewed the empirical literature.  The following table summa-
rizes the categories of earnings management classified around the key 
players in the accounting scene: management, plain-vanilla users, and 
gatekeepers; it also identifies the key papers regarding each. 

 
Providers of 

Earnings numbers 
Receivers of Earnings’ information 

Senior manage-
ment 

Plain usersa 
 

b 
 

� Compensation 
(Healy, 1985) 

� Insider trading 
(Park and Park, 
2004) 

� Turnover (Mur-
phy and Zim-
merman, 1993) 

� Management 
buyout (Wu, 
1997) 

� Beating benchmarks 
(DeGeorge, Patel, and 
Zeckhauser, 1999) 

� IPOs, seasoned equity 
offerings and new list-
ings (Teoh, Welch, 
and Wong, 1998b)  

� Mergers and acquisi-
tions (Erickson and 
Wang, 1999) 

� Bond covenants 
(Beneish, 1997) 

� Regulation (Aharony, 
Jevons Lee, and 
Wong, 2000) 

� Tax (Phillips, Pincus, 
and Rego, 2003) 

� Regulated industries 
such as insurance 
companies and banks 
(Beaver, McNichols, 
and Nelson, 2000) 

� Employees (Peltier-
Rivest, 1999) 

� Suppliers and com-
petitors (Peltier-
Rivest, 2002) 

� Meeting or beating 
analysts' expecta-
tions (Bartov, Tsui, 
and Gul, 2002) 

� Institutional owners 
(Bushee, 1998) 

� Governance (Klein, 
2002b) 

� Auditors (Nelson, 
Elliott, and Tarpley, 
2003) 

� Press (Miller, 2005) 

a Suppliers, investors, employees, consumers, creditors, regulators 
b Boards of directors, analysts, investment banks, credit agencies, auditors, at-

torneys, the press 

G  atekeepers
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In the third part, we discussed the main contributions of the analytical 
research, organizing it around four themes: the capital market, governance, 
product or market competition, and regulation.  In the fourth part, we pre-
sented the mechanics of the empirical research and highlighted the differ-
ent methods and metrics used to detect earnings management. 

Lessons 

We hope to leave the readers with several lessons.  First, the most re-
grettable change in earnings management in this century is that earnings 
management has received an ugly connotation in the wake of large ac-
counting scandals.  In a report published on October 15, 2005, in the New 
York Times, Jenny Anderson and Landon Thomas noted,  “The relentless 
pressure that chief executives face in feeding the appetites of impatient in-
vestors, combined with the calculus that better earnings equal a higher 
stock price and a richer trove of options, in some cases cause a chief ex-
ecutive to cross a certain ethical, if not legal, line.”  Our definition above 
indicates that earnings management at times is beneficial, serving to signal 
value and reduce the information asymmetry between the firm and its con-
stituency. 

Pernicious earnings management is costly to shareholders because the 
firm pays taxes on phantom earnings (Erickson, Hanlon, and Maydew, 
2004), is bleeded by class action suits and penalties collected by the SEC 
and Department of Justice (e.g., Ronen and Yaari, 2002; Karpoff, Lee, and 
Martin, 2007a), and leads to distortion in resource allocation (Kedia and 
Phillippon, 2005).  It may be costly to managers too because they lose re-
putational capital (Desai, Hogan, and Wilkins, 2006).  Neural earnings 
management has no cash flows effect (Stein, 1989; Johnson and Schwartz, 
2005), and beneficial earnings management enhances shareholders’ value 
by reducing information asymmetry between firm and investors and by re-
ducing agency cost (e.g., Demski, 1998; Arya, Glover, and Sunder, 2003; 
Ronen and Yaari, 2007). 

Second, the discussion in Part 3 makes it clear that there is a friction be-
tween financial statement analysis and research regarding the economics of 
earnings management.  The examples we offer of the effect of competition 
on earnings management are novel.  The empirical research pays no atten-
tion to competition in product markets and other facets of business strat-
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egy, in that it assumes that controlling for industry and year in the regres-
sion analysis is sufficient to control for all these aspects.3 

Third, we do not have yet a consensus methodology that perfectly over-
comes the challenge posed by the fact that unmanaged earnings are unob-
servable.  Although the work of Ye (2006), who added firm-specific busi-
ness fundamentals to the Jones model, seems promising, the researchers 
continue to use tools that might be too weak (Dechow and Skinner, 2000). 

Related Research 

We cover a great deal of work in our book.  Did we leave any line of re-
search out?  The answer is yes.  We do not consider earnings manage-
ment in not-for-profit organizations (e.g., Chase and Coffman, 1994; 
Krishnan, Yetman, and Yetman, 2002; Mensah, Considine, and Oakes 
1994; Leone, and Van Horn, 2003; Jones and Roberts, 2006; Ranjani, 
Yetman, and Yetman, 2006; Keating, Parsons, and Roberts, 2007).  Nor 
have we devoted attention to the substantial literature on disclosure and 
the interaction of disclosure and earnings management (Ajinkya and Gift, 
1984; Atiase, 1985; Hoskins, Hughes, and Ricks, 1986; Darrough, 1993; 
Dontoh, 1989; Darrough and Stoughton, 1990; Gibbins, Richardson, and 
Waterhouse, 1990; Ruland, Tung, and Georege, 1990; Feltham, Gigler, 
and Hughes, 1992; Alles and Lundholm, 1993; Newman and Sansing, 
1993; Ziv, 1993; Ali, Ronen, and Li, 1994; Antle, Demski, and Ryan, 
1994; Botosan, 1997; Bamber and Cheon, 1998; Admati and Pfleiderer, 
2000; Boot and Thakor, 2000; Schrand and Walther, 2000; Aerts, 2001; 
Lobo and Zhou, 2001; Begley and Feltham, 2002; Botosan and Plumlee, 
2002; Boo and Simnett, 2002; Chen, DeFond, and Park, 2002; Lundholm 
and Myers, 2002; Hutton, Miller, and Skinner, 2003; Leone and Van Horn, 
2003; Dobler, 2004; Fischer and Verrecchia, 2004; Einhorn, 2005, 2007; 
Wasley and Wu, 2005; Baginski, Hassell, and Kimbrough, 2006; Byard, 
Li, and Weintrop, 2006; Cao, Wasley, and Wu, 2006; Hoje and Kim, 2007; 
Langberg and Sivaramakrishnan, 2006). 

Moreover, we have paid scant attention to the large body of interna-
tional evidence from outside the United States (e.g., Walsh, Craig, and 
Clarke, 1991; Whittred and Chan, 1992; Ashari, Koh, Tan, and Wong, 
1994; Sheikholeslami, 1994; Blake and Salas, 1996; Booth, Kallunki, and 
Martikainen, 1996, 1997; Gore, Taib, and Taylor, 1999; Eddey and Taylor, 

                                                      
3 The economic repercussions of earnings management (on firm-level investment) 

are studied in Kedia and Philippon, 2005, and McNichols and Stubben, 2005. 
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1999; Herrmann and Tatsuo, 1996; Kasanen, Kinnunen, and Niskanen, 
1996; Saudagaran and Sepe, 1996; Marsden  and Wong, 1998; Culvenor, 
Godfrey, and Byrne, 1999; Kallunki and Martikainen, 1999; Kinnunen, 
Keloharju, Kasanen, and Niskanen, 1999; Magnan, Nadeau, and Cormier, 
1999; Pierce-Brown and Steele, 1999; Pope and Walker, 1999; Aharony, 
Jevons Lee, and Wong, 2000; Garza, Okumura, and Kunimura, 2000; Land 
and Lang, 2002; Rahman and Bakar, 2002; Gabrielsen, Gramlich, and 
Plenborg, 2002; Gul, Srinidhi, and Shieh, 2002; Loh and Tan, 2002; Poi-
tras, Wilkins, and Kwan, 2002; Wells, 2002; Yeo, Tan, Ho, and Chen, 
2002; Bowman and Navissi, 2003; Chen, Lee, and Li, 2003; Liu and Zhou, 
2003; Ming and Wong, 2003; Bushman, Piotroski, and Smith, 2004; Chen 
and Yuan, 2004; Haw, Hu, Hwang, and Wu, 2004; Jaime and Albornoz, 
2004; Song, Jihe, and Windram, 2004; Melis, 2004; Riahi-Belkaoui, 2004; 
Jong, DeJong, Merterns, and Roosenboom, 2005; Lobo and Zhou, 2005;
Pastor and Poveda, 2005; Peasnell, Pope, and Young, 2005; Ashbaugh,
LaFond, and Lang, 2006; Ben and Zeghal, 2006; Burgstahler, Hail, and 
Leuz, 2006; Chen, Elder, and Hsieh, 2007; Beuselinck, Deloof, and Mani-

We mention these omissions because we are aware of the future re-
search opportunities available in these fronts that are likely to enrich our 
knowledge and understanding of the earnings management phenomena.  
We hope that the readers understand that this omission is an expression of 
our bounded rationality limitations, not a malicious or pernicious omission. 

gart, 2007). 
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characteristic phenomena, 41 
cosmetic earnings management, xvi 
costly contracting approach, 14 
credit ratings, 190 
decision-making approach, 18 
definition, xiv, xvii, 5, 14, 25, 27, 

29, 457 
demand, 287 
effect on accruals, 381 
ERC, 348 
gatekeepers, 190, 191 
growth, 332 
independence, 254 
legal approach, 23 
MBE, 210 
means, 31 
neutral earnings management, 25, 

118, 322, 357, 457, 459 
pernicious, 29, 190, 293,  

347, 356 
pernicious earnings management, 

25, 35, 58, 108, 118, 129, 134, 
150, 163, 191, 457, 459 

shareholders, 234 
signaling, 188 
size, 242 
smoothing, 317 
value of regulation, 361 

Earnings response coefficient, 347 

Equilibrium 
capital markets, see Capital 

markets 
definition, 17 
Nash equilibrium, 18 
Noisy Rational Expectations 

Equilibrium (NREE), 344 
pooling equilibrium, 294, 300 
pure strategy, 300 
randomized strategy, see Mixed-

strategy 
rational expectations  

equilibrium, 322 
separating equilibrium, 297,  

298, 321 
“signal jamming” equilibrium, 323 
signaling, 296, 323 
signaling equilibrium, 321 
signal jamming, 298 
Stackelberg equilibrium, 351 
truth-telling equilibrium, 298, 301, 

323, 340, 355 
Equilibrium, mixed-strategy, 300 
Equilibrium, separating, 294 
ERC, 7, 118, 125, 132, 219, 361 
 
Financial reporting game, 302 
Financial Statements Insurance  

(FSI), 272 
First-best scenario, 331 
 
GAAP, 189 
GAAP earnings, 7, 25, 34, 119, 125, 

210, 347 
Game 

disclosure principle, see Disclosure 
principle 

earnings game, 136 
expectations game, 210, 218 
MBE game, 218 
numbers game, 268 
one-shot game, see One-shot game 
play the game, 127 
principal–agent, 301, 329, 358 
reporting game, 293, 300 
rules of the game, 43, 289, 301 



Index      579 

sender–receiver game, 293,  
295, 323 

signaling, see Signaling 
signaling game, 136, 323 
signal jamming, see Signal 

jamming 
Stackelberg game, 298 
zero-sum game, 399 

Game-theoretic, 19, 23, 359 
Game theorists, 299 
Game theory, xvi, xvii, 16, 17 
Gatekeepers, xviii, 41, 54, 113, 152, 

187, 289, 458 
Governance, 36, 290 

board of directors, 236 
maximization and  

minimization, 353 
ownership, 220 
smoothing, 328 
truth-telling, 301 
 

Healy’s bonus hypothesis, see Bonus 
hypothesis 

Hypothesis 
bonus hypothesis, see Bonus 

hypothesis 
debt-covenant hypothesis, 167 
opportunism hypothesis, 108 
pernicious earnings-management 

hypothesis, 150 
smoothing hypothesis, 451 

 
Information asymmetry, 134, 152, 

189, 301 
effect on ERC, 121 
firms and investors, 136, 146, 156, 

187, 193, 215, 459 
gatekeepers, 54 
insiders and outsiders, 202 
investors and management, 10, 22, 

24, 192 
pricing, 161 
sellers and buyers, 187 

Informativeness, 6, 106, 339,  
349, 383 

Informativeness condition, 72 

Jones model, xvii, xix, 140, 171, 375, 
389, 404, 433, 460 

alternative methologies, 449 
analysis of a single account, 450 
business model, 446 
cash-flows, 442 
competing component, 440 
distributional approach, 454 
evaluation, 407 
forward-looking, 437 
improved, 433 
modified, 434 
performance-adjusted  

models, 439 
performance-matching, 445 
rounding EPS, 454 

 
Legal approach, see Earnings 
Liberal system, 358 
Long-term truth, 29, 117 
Long-term value, 27, 457 
 
Management, 41, 57, 129, 458 

and auditors, 264 
objective function, 60 
role in reporting earnings, 58 
versus shareholders, 8, 11, 20 

Market 
product and factor  

markets, 291 
Market failure, 187 
Materiality, xvii, 102 
Maximization, xix, 289, 341 

definition, 341 
governance, 353 
regulation, 361 

Maximizing variability, 341 
Minimization, xix, 289, 341 

capital market, 343 
definition, 341 
governance, 353 
regulation, 361 
timing, 343 

Mixed-strategy, 299 
Monitors, see Gatekeepers 
Monopoly, 359 
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Multiple audiences 
truth telling, 309 

Myopic relationship, see One-shot 
game 

 
Numbers Game speech, xvii, 214 
 
One-shot game, 326, 332, 341,  

343, 350 
 
Performance measures, 5 
Pernicious earnings management, 201 
Plain-vanilla users, 41, 113, 458 
Pooling equilibrium, 188 
Pooling of interests method, 196 
Positive accounting theory, 14, 451 
Press, 189, 281 
Principal–agent, 41, 63, 71, 221, 245, 

266, 287, 289, 290, 301, 319, 
328, 332, 340, 353, 357, 358, 
361, 364 

finite-horizon, 328 
infinite horizon, 333 
one-shot, 332 
two-period, 329 

Product/factor markets 
smoothing, 333 
truth-telling, 305 

Pro forma firms, 36 
Proxy contest, 399 
Public Company Accounting 

Oversight Board (PCAOB),  
269, 312 

Purchase method, 196 
 
Real earnings management, 351 
Recommendation terminology, 192 
Regulation 

maximization and minimization, 361 
smoothing, 335 
truth-telling, 311 

Regulatory system, 291 
Relative performance, 358 
Restructuring, 34, 99, 251, 421 

charges, 32, 69, 73, 142, 212, 444 
compensation, 232 

costs, 34, 167 
debt, 95, 169 
revenue, 383 
timing and recognition, xvii 
transactions, 79 

Revelation Principle, xvii, 301 
Reversals, see Accruals, reversal 
ROA, 309 
 
Sarbanes-Oxley Act, 35, 37, 43, 58, 

102, 282, 291, 312, 318, 327, 
335, 351, 366 

audit committee, 269 
motivation, 44 
research, 45 

Second-best scenario, 331 
Sender–receiver game, 315 
Separating equilibrium, 188 
Shareholders, 114 

activism, 225 
governance, 223 
shareholder resolution, 226 
versus management, 8, 11,  

20, 61 
Short-term truth, 27, 29, 117, 457 
Short-term value, 27, 457 
Signaling, 188, 294 

taxation, 321 
Signal jamming, 294 
Smoothing, xviii, 78, 108, 118, 153, 

174, 188, 289, 317, 339, 341, 
383, 390 

artificial intertemporal  
smoothing, 393 

artificial smoothing, 317, 328,  
332, 336 

beneficial smoothing, 319, 320 
classificatory smoothing, xvi, 390, 

391, 393 
conservative smoothing, 341 
consumption smoothing, 318, 325, 

328, 336, 338 
cosmetic smoothing, 352, 391,  

see Smoothing, artificial 
smoothing 

income-smoothing, 341 
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intertemporal smoothing, xvi, 390, 
391, 393 

neutral smoothing, 322 
pernicious smoothing, 318,  

319, 323 
real smoothing, xvi, 317, 328, 329, 

351, 365, 391 
the smoothing hypothesis, 451 

SOX, see Sarbanes-Oxley Act 
Spring loading, 88 
Standard valuation model, 331 
Stewardship, 6 
Stock market, 14, 16, 83, 114, 287, 

319, 384 
governance, 290 

 
Taking a bath, xix, 54, 78, 174, 197, 

204, 289, 324, 341, 350, 352, 
395, 396 

Timing, 343 
Timing gaming, 329 
Truth-telling, xviii, 289, 293, 340, 

341, 357 
equilibrium, 323 
garbling, 296 
imperfect audit technology, 296 
omission, 295 

Two-period model, 350, 357 
Tyranny of the weak, 359 
 
Underwriters, 152 
Users, 41, see Plain-vanilla users 
 
Von Neumann–Morgenstern utility 

function, 302 
 
Working-capital intensity, 448 
 


