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Abstroct. This paper investigates whether entrepreneurs manipulate carnings in the
periods prior to taking their firms public through (he choice of accounting conven-
tions. The preponderance of evidence, using powerful accrual tests thal were able to
delect earnings management in other contexls, indicates Jittle, if any, manipuiation.
To the extent that there is earnings management, the resulls suggest that this phe-
nomenon is more pronounced mmong small firms and smonp firms with large finan-
cial leverape und 15 to a lesser degree retated to the quality of the onderwriters and
suditors employed when going public

Hdumné. Les autenns ont voulu saboir i les catrepreneurs manipulajent les bénéfices
dans tes exercices précédant un appel pubtic 3 'épargne par le truchement du choix des
narmes ¢t conventions coniptables. La prépondérance des preuves recueillics 3 I'aide
des puissantes lechniques existantes de sondage des produils et des charges visant 3
déceler les eas d'~ accommiadation » des bénéfices dans d’antres contextes, révale une
laible manipulation, sinon ancune. Dans Ia mesure on il y 4 accommodation des bépé-
fices, les résultats abtenus donnent A penser que le phénomene ¢st Javantage accentué
chez les eatreprises de petite faille ou dont le levler financier est Eevé, et qu'il est reli¢
de fagon plus téoue A Ja qualité des prencurs fermes e des vérificateurs a qui Pentre-
prise a recours lorsquelle fait appel public A 'épargne.

‘This study examines whether entreprencirs systematicalty select accounting meth-
ads to incrense reported income in the periods prior (o going public. Asymmetry
of information between the eatrepreneur and outside investors cancerning the
value o initial public offerings (IPOx) is well recognized (e.p., Lelund and Pyle
1977, Hughes 1986: Titman and Trueman 1986; Datar, Feltham, and Hughes
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1991). This asymmetry, along with potential investors’ heav reliance on the fiom's
prospectus for information, may provide an entreprencur an opporiunity to affect
Ihe initial offering price of the firm's securities through accounting choices.

Going public is one «f he most important ¢venis in a company's life.
Selling new issues can raise additional capital to fund growth, [t may inerese
ncl worth and improve finonciad stricluee, which enables the company 1o bor-
raw money on more favorable teems in the future, Besides improvement of
the company™s financial positian a public offering may enhance the entyepre-
neur's personal wealth as well.

This studysconsiders only firm commitment offerings. With this type of
offr:ring,_ underwriters obligate themselves o purchase all of the shares
offered at a fixed price, regardless of whether they can resell them (o the pub-
lic at thal price. Before any securfties are sold, the firgy must file a registration
stwtement with the Securities and Exchange Cammission (SEC) that includes
a preliminary prospectus, known as the red herring. [ncluded in the red her-
ring is an estimated range for the offering price. This range reflects (the under-
writer's and the firm's expectations of investors’ response. During the waiting
period, the time between the initial filing with the SEC and the cffective date
of the offering, the underwriters typically distribute copies of the preliminary
prospectus and engage in proliminary marketing activitics. Onthe day belore
the effeetive date, the managing underwritcrs and the company apree on the
linal offering price, and A pricing amendment is filed with the SEC. The offer-
ing price. thus. depends heavily an the preliminany response by investors.!

The possibility of inflluencing investor t¢sponse and the ‘initial offer price
through sccounting choices may provide the entreprener with the incentive
1o do sa. The greater the share price of the initinl offering, the greater will be
the entreprencur's cash reecipts from sales (of a given numbér) ol existing
shares.? Thus, if the entreprencur were able to manipulate the initial offering
price, such En:mipnhllian would clearly offer the entreprencur the epporiunity

loincrease his ar her wealth position.

Because o firm's prospectus prominently features accounting perfommance
measitres and becanse the prospectus is both the primary promotioni] doeu-
ment for the TPO and the main source of public information for investors,

entreprancrs miy well believe that their accounting choices can alfect the

vitlue of the PO Whether or not participants in the new issucs market can
deteet and completely adjust for accouating choices is not crucial to the
hypothesis that entreprencurs manipulate accounting income. The income
nanipulation hypothesis merely depends on the perception of entreprencurs
that they can affcet the initial offering price through accounting choices.
Ancedotal evidence would scem to-indicate that entrepreneurs believe that
their secounting choiees do matter and act aceordingly.

[n the perinds just before the offering, entreprencurs have the opportunity
1o enhanee reporled performance through “real™ choices (e.q., deferral of
maintenanee aclivities) and uccounting choices {e.g., recognition or deferral of
revenues), The possibitity that, immediately prior to 1aking their firms public,
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Libertv and Zimmerman {1986) examined manipulation of carnings by man-
agers fnc'mg upcoming union negotiations. Like DeAngelo (1986), they found
no evideace of systematic accounting choice to lower reported earnings.

The remainder of this study is organized as follows. The second section
descrines the methodology and estimation procedure. The third scction 2na-
lyzes the results, and the fast seclion provides a summary.

Methodology snd estimation procedure

Data . ) -

The sample consisted of a group of 229 indusirial companies that went public
between January 1985 and Junc 1987, The sample was drawn from an exhaus-
tive st of 1,162 U.S. firm commitment common shares offcrings® presented in
various issues of Going Public: The IPO Reporter for the period examined.
Prospectuses were requested directly from each firm, and a total of 681
prospectuses was received. Although the resulting response rale was 58.61
pereeal, only surviving firms could have responded to'the request. Thus, this
suevivorship bias in the final sample would result in the sample being drawn
from larger and less-risky firms. In partial response to this potential problem,
the third section investigates how firm size and leverage are related to mea-
sures of carnings management, To the extent that the results are more pro-
nounced among smaller lirms with higher leverage, any survivorship bias
could possibly produce at least a partial explanation for the lack of evidence
of manipnlation.

From the 681 TPOs for which prospectuscs were received, 249 special [POs -

were excluded.? An entrepreneur wishing 1o manipulale income lo increase
1he TPO's initial offcring price may begin such manipulation years before the
date of the initial offering, To examine the possibility that earnings. manage-
ment hcgﬁ\n two years hefore the offering date. the remaining 432 lirms were
further reduced, with only those reporting in their prospectuses annual linan-
cial statements for each af the theee fiscal years prior to the initial public
offerings retained. Another reason that financial stalements for three years
prior to the publiz offering were desired wis Lo make i proper adjustment to
anticipale growing accrvals duc solely ta growth in assets.

There is a cost 10 excluding from the sample the 203 IPOs that reported
only one or two years® annual financial statements in their prospectuses. One
would expect that, like the survivarship bias, this further restriction would
exclude firms that, on average, are smaller and of higher risk. An examination
of these 203 excluded firms indicated that they were indeed smaller, on aver-
age, than the 229 remaining firms, but, based on financial leverage, therc was
no clear difference in risk. Pucther analysis indicated that restricting the sam-
ole to the 229 ficms with three years of financial statemenls does not meaning-
i’u]ly affect the results.8 The final sample thus consisted f 229 industrial IPOs,
of which 41 went public in 1985, 131 in 1986, and 57 in'inc first half of 1987,
The majority of the sample firms (87.2 percent) were first traded in the over-
thecounter (OTC) capitn] market.?
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entreprencurs may have both the incentive and opportunity to maniputate
income through the choice of accauating conventions provides the motivation
for this research. :

The present study relies on the approach used by Healy (1985) and
DeAngelo {1986, 1988) in examining whether or not carnings management
had occurred. They used total accruals as a proxy for discretionary accruals,
an approach that is justificd when nondiseretionary aceruals are believed to be
stable over time. Howaever, a significant reason for firms going public is that
they expericnce rapid growth. Such prowth may give rise to nondiscretionary
aceruals that are not stationary. Therefore, adjustments were made (o reduce
the chance that the nieasure of discretionary, aceruals was due solely ta
growth.2 1 should be noted. however, that ane waould expect mare severe
problems of nonstationarity after the IPO. Orly then would one expect a large
change in the lirm’s investment opportunity set resuolting feom the immense
infusion of cash and significant changes in the contracting technolopy.

The study examined 229 industrinl firms that went public in the periad
January 1, 1985, te June ¥, 1987, Based on the total evidenee reported here, it
was ¢oncluded that the practice of selecting accounting methods to increase
repoerled net income in periods prior to the public offering is not pervasive,
‘The findings further indicate that to the extent that there is any earnings man-
agement, the phenemenan is, on the average, more pronoun 1 among small
flirms and among liems with large financial leverage: it is (0 a lesser degree
refated o (he qualily of the undenwriters and awditors employed when going
public,

One chiss of accounting choices available to management may be termed
accounting policy choices {c.p., switches rom LIFO to FIFO and from accel-
erated to straight-line depreciation), which must be disclosed in the firm’s
prospectus. The focus of 1his snalysis js not on these accounting palicy choices
but on ucconnting choices that ure not casily detectable. Therefore, the excess
aceruals approach was used. Indeed, the sample of 229 firms included only 15
that reparted swilching aceounting policics prior to going public. ‘The analysis
showed it the results are not driven by these 15 firms.?

‘The investigation of earnings manipulation in the new issues market is an
example of the genceral issue of accounting choice and carnings management.
Reeent papers examining this issue have shed light on some widespread
heliels concerning manipilation by providing cvidence that carnings manage-
mend takes place in some economic contexls but not in others. Healy (1985)
documents evidence of income manipulation by manapgers compensated by
carnings-hased honus plans. MeNichols and Wilson (1988) obtained mixed
results when they expanded Healy's income manipuiation hypathesis to
inclade implicit as well as explicit vontracts. Ina sludy of proxy contests,
DeAngelo (1988) found that incumbent managers excreise their accounting
discretion to reporl freorable carnings during clection campaigns, In ancther
study. DeAngelo (1986) found no evidence of income manipnlation to Jlower
carnings in her analysis of manapement huyonts of public shareholdings.
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éz|pital. they will have more to losc if they fail to reveal material mistepresen-
tations (PcAngelo 1981). .

The preceding wnalysis implics that the choice of audilor and undenwriter
may give an indicition of the probability that managers have manipulated
incorne. Because any manzgement of accounting choices will mare likely he
discovered by a higher quality of auditor and underwriter, managers of IPOs
using prestigious auditors and underwrilers may have less opportunity to
manipulate income than mangers of IPOs using less prestigious auditors and
underwrilers. These arguments lead to the sccond hypothesis that the extent of
manipulation is inversely related to the quality of auditors and underwrilers,

One should.note, however, that the two hypotheses are not inconsistent
with the selection of high-quality auditors and underwriters by some managers
who plan to take their firms public. Suppase that a manager believes, that a
higher offering price could be obtained by manipulating accounting numbers
and’that the manager’s ability to manipulate would be hampered by engaging
a high-quality iuditor and a high-qualily underwriter. The manager could still
find it adviintageous ta hire a high-quality auditor and a high-quality up ler-
writer lfar the reasons given below.

As previously menlioned, polential investors, having very limited public
information ahout an [P0, rely heavily on the information provided in the

rospectus, Without other sources, however, inveslors are not able to discern *
prosp

the qualily of the information furnished. Under these cireumstances. Titman
arl Trueman (1986} argue that (he choice of auditor or m. ' »~wriler may be
used by investors to ferm a more precise estimate of the firm value.
‘Therefore, managers wich favorable information face countervailing incen-

tves b their choiee of auditor and underwriter, On one hand, by selecting

prestigious auditars and underwriters, their favorahle information can be con-
veyed 1o investors and, henee, their offrings will receive inereased valuation.
On the other hand, such 2 choice may reduce their abilily 10 manipulate
income, which they may believe wil| reswlt in Jower valuation. As long as Lhe

choice of prestigrous auditors and underwriters is expected 1o result in higher

firm value than would have been the ense with lower-quality auditors and
underwriters but with more anipulation, managers can be expeeted ta seleet
he prestigious suditors and underwriters.

To assess whether earnings have been maniptlated by catreprencurs, we
adopt the totat aceounting accruals approach developed in Fealy (1985) and
DeAngelo (1986, 1988). incorporating the modifications to sdjust for those
altributes that are peenliar to inifial public offerings. )

Irstifdiing unexpeeted standardized total accounting aceruals

Tutal accounting aceruals in period ¢ (AC,) are defined as the difference
between reported nel income frm continuing operations (M) and opcrating
cash flows (CF) in period £ . :

AC, = NI, - CF, (1
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CF, was derived by adjusting the working capital from operations-in period ¢
(obtainicd in the statemeat of changes in financial position?3) for the changes
in all eurrent operating accounts in period 1 (i.c., clianges in noncash current
assets-and current liabilities other than notes payable and the current portion
of long-term deb).!H

As indicated carlier, one feature associated with [PQs is that these firms
have experienced rapid growth so that additional eapital is needed to fund the
growth. The sample TPOs, on average, experienced a 36 percent growth rate in
tatal asscls over the three fiscal periods immediately preceding the public
affering. ‘The higher the growth, the greater the accruals expected. Because of
this growih, the standardization procedure used to estimate changes in accru-
als adapted in priar studies on stable growth firms may rot be applicd in this
study without some modification, because it may bias the resulfs in Favor of
showing an increasc in secruals that is actuatly due only to the growth in total

ssets, o see this, consider a simple numerical examplefenoting TA, for
tatal assels as of the end of period 1, let AC‘._‘ =100, A L= 10, TA,&Z =
LO0O, TA, ;= 1,100, and TA, = 1,210 10 reflect & 10 percent growlh ratc in
both tatal assets and aceruals. Il unexpected standardized acerunls are ¢ajeu-
lited as the difference in sccruals divided by the difference in tolal assets, as
wog done in DeAageto (1986), then (AC, - AC_ )/ {TA, - TA,_)) = 0y,
which shows a bins to finding positive unexpeeled accruals duc only to the
fienn’s growtly§

To aveid this problem, first the total accruals in period 1, AC,, were stan-
dardized by the average TA for that period, estimated as (TA, +- TA,)/2,
where TA, denotes total assets as of the end of period t. The ratio of total
aceruals to average total assets is ussumed to follow a random walk.
Accardingly, unexpected standardized total accounling nccruals in period f,
UAC, sre calenlated as :

AC, AC,_,
UAC, = —— -
CATA A+ TA_)IT TA_ +TA,, 12

Returning ta the example, with the measure given in (2), UAC, =1101{1,210
4 LI00Y £2) - 100 7 (1,100 + 1.000)] 72 = 0, so thal the bias cuused by o
crowthan accruals thad is proportional to the growth in asscets has heen cor-
rectéd,

The null hypothesis is that the proportion of total accruals to total assets
remains unchanged between twa successive periods. A sigrificannt average
ncrense in this ratio would be interpreted as indicative af manipulation of dis-
cretionary ‘accounting accruals by entreprencurs prior to going public. This
approach {mplicilly assumes that changes in the proportion of nondisere-
tonary accruals (o tolal assels belween 1wo successive periods are drawn from
a distribution with zero mean, Of course, it may be the case that growth rates
far assets and nondiscretionary accruals differ. Thus, the tests for manipula-

t
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lion joiatly test for manipulation and the hypethesis that the ratio of noadis-
cretionary accruals 1o average assets remains fixcd.

fn a similar fashion. unexpected standardized net income (UNJ)) and unex-
peeted standardized opzrating cash flaws (UCF)} in period ¢ were also caleu-
Intesd. !

The process of going public is relatively long An entreprencur may well
have made this decision one or twa years before the public offering becomes
cffective. Thus, it is not clear a priori which period should be the “event
period” in which income manipulation may havcetakien place and which
periedd is the appropriate “benchmark period.” Given data availability of three
annual audited linancial statements, two event periods are examined, using
the random-walk expectation model. ‘The first event period is the most recent
fiscal yeur as & private corporation. The second event period considered is the
year preceding (he most recent fiscal year.

If the results show that there was an abnormal increase in aceruals with the
sceond event periad, it would be consistent with the joint hypolhesis that, on
average, e decision 1o go public was made approximately two years prior (o
the actual public offering diate and that there was caraings management.
Further, it is expected that onece the decision was made, firms would continue
manipulating income in the subsequent pre-1PO period(s). That is, 1he evi-
denee of unexpected positive acerumls will be revealed again using the last fis-
cab year as an event period. Fowever, if the maniputation did not ocenr until
the lastyear, this might simply imply that the oing public decision was gener-
ally made shout one year before (he offering.

Cross-sectional average unexpeeled standardized aceruals were used to test
the hypothesis that enltrepreneurs systematically manipulate accruals to report
higher earsings prior to going public. The parametric onc-tailed t-test and
nonparametric Wilcoxon signed-ranks are reported and discussed below.

T ——
Results
An analysis of the entire sample
Tahle: 2 presents mean and median unexpected standardized aceruals, carn-
ings., and operating cash flows as a proportion of total assets (or ench of the
lwo [iscal years prior 10 going public. As with the accruat data reported in
DeAngelo (1986, 1988), the Shapiro-Wilk W-tests indicated significant non-
normality in the present data,'S Thos, for the reasons presented in DeAngelo
(1988, 20 and fo. 16), one would expect these nonparametric tests to be more
reliable. However, for the sake of completencss, patametric ane-tailed r-tests
af signiticiiee of means nre reported as well as nonparametric Wileoxou
signed rank tests of significance of medians. Table 2 also reports (he percent-
age of positive eases in cach of the three accounting measures,

For the entire sample, the resulls for the fiest fiscal year preceding the IPO
indicate u median unexpecled earnings of 2.7 pereent of total assets, signifi-
cant at the 1 percent level, The comparable mean estimate is 6.9 percent of
total assels, with a similar significance Tevel. The resulls further reveal that this
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TABLE 2 1

Um.xpcclv.d standardized accruals, earnings, and operating cash {lows in th wo
years prior to IPO (random-walk inocel, 229 firms)*

One year prior . Two years prior

1. Accruals:

Mean Coe . - 009

£statistic (1.53)1 ) (45)

Median? 011 =005

Pereent positive i 48.1 %,
2. Eurpings: .

Mean 069 {057

t-statistic (5.85)3 - (3.423% .

Median 02785 .006*

Percent positive 72.9% 53.4%
3. Operating cash flows: '

Mcan 043 : 48

rstatistic (2.46) (180"

Median 0264 AN

Percent posilive 37.6% S51.4%

*Only 208 firms are examined two yearsprior o IPO. Twenty-one firms were
excluded duc to unavailability of tatal assets at the end af the fourth year prior to
PO (TA,_;) needed for standardization purposes, |

tSignificant at 10.0 percent level, one-tailed test,

’W|Icozon signed-ranks test is used to examine the stalistical significance |C\'LI of lhe
median.

55igniﬁtan| at 1.0 percent level, one-tailed test.

fSignificant at 5.0 percent level, ane-tailed test.

increase in the ratio of earnings to total assets is an outcome of an increase in
the ratios of both operating cash {lows and sccounting aceruals'to total assets.
However, the median uncxpected operating cash flows tolaled 2.6 percent of
total asscts (significant at the 1 pereent level), bul the median unexpected
accruals accounted for only 1.1 percent of total assets, statistically insignificant

- from 0. Furthermore, the mean of unexpected operaling cash flows was 4.3

percent, signiflicant at the 1 percent level, while the medn al‘unu.pc_clul accru-
als wus 2.6 pereent, significant ag the 10 pereent level,

For the second fiscal year prior 1o the TP, the findings also show pnnn\'c
mediap and mean unexpecled earnings (0.6 and 5.7 percent of total assels,
respectively), hoth significantly different from © (at the § and 1 percent fevels,
respectively). However, two abservations should be made. First, the magni-
tudes of these figures are lower than the corresponding figures {or the year
ineliately prevedting the IO Secowl, aeither the mediim nor Qe mean
e e sl el ane sipadticsntly ditlerent o B T ney prowth in
carnings seems to be solely an outcome of real growth in profitahility. The
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TABLE] . )
Unexpeded standardized aceruals, earnings, and operating cash flows in

the twa years prior to 1PO: 149 finms using Dig LEight auditors and

prestipion. undurwriters {A) versus B0 other firms (13)* (random-walk model)

Onre yead iy . ' l‘ﬂ‘%i"ﬂ’i“" o
A B A B DIFt

1. Accruals:

Mean 007 064 ¢.053 on 006 —~.005
e-statiste (31 (r.a0y? (1.43)%° (44) 17 (—.172
Median= -2 .032 0348 —001 022 —.021
Dercent positive 48.3% 61.3% 49.3“@ 45.9%

2. Taroings: .
Mean ) 086 035 - 05t 069 033 - 03
r-statistic gantt @Intt @At @it 6Tt (-111)
Median g40tt 020t —.020% 010t 1 0004 —0096
Pereent positive 75.2% 68.7% 55.2%  50.0%

3. Operating cash
flows: :

Muan 080 -.024 ~.104 059 .029 —.430

Lstatistic aantt (80) (2B (L6 (T3) . {-54)

Median oAt —006 ~ 051t pooS 019 UI8S
Pereent positive 83.1% 47.5% | 50.0%  54.1%

*Oine hendred Uiirty-four fioms of subgroup A and 74 firms ol‘sul)gmup B3 are
inclucled in the analysis two years priar Lo [PO (sec Table 2 for details).
Difference between means (medians) subgroup 13 minus subgroup A.

cant al 5.0 pereent level, ene-tailed test

cant at 100 pereent fevel, one-(ajled test )
Istie for the dilference in two population means, assuming unequal population

varianees. )
< Wilcoxon signed-rnks test is used 1o exanine the statistical s
cacl subgroup’s median n o
CWilcoxon rapk sim test (z-statistic) is used to examine the statistical significance
level of differences hetween two medians.

Sienificant al 1.0 pereent level, one-tatled test.

cinee bevel of

lack of evidlence of significant unexpected accruals two years priof to the IPO
may suggest that the decision 1o go public had not been made by then, and,
benee, managers had less incentive (6 “cook ™ aecounling numbers.

These results suggest that firms that plan to go public are characterized,
an ‘;\\'c[:lgc. by significant growth in reported earnings accd mpanied by a sig-
st ingrease in operating cash flows in the wa fiseal years preceding the

nifica
PO, The marginally significunt positive mean of uncxpected accruals in the
first fiscal year preceding the TPO were the anly evideace of accounling
manipulation, However, other aspeets of the analysis make such a conclusion
suspect. In parlicuwlar, non-narmality of the data would argue that much more

. | K
weight be placed on the nonparametric tests. As observed above. lhlr.

72 1 Aharony C-lLLin M. Loch

Wileoxon signed-ranks test does not detect even marginally significant posi-
tive accruials, .

Although the analysis of the entire sample provides, at best, weak evidence
of manipulation of accounting earnings, the next subsection analyzes whether
4 further distinction can be made hased on the choice of underwriters and
audilors, '

Partition by chaice of underwriters and audijors

Auditors® quality is measured by the widely used twa-tier classification
scheme of Big Eight versus non=Big Eight auditors.’® Quality of underwriters
is more difficult to measure precisely, Most studies employ a prestige classifi-
cation scheme firsl suggested by Hayes (1971, 1979). Accordingly, the presti-
kious group of underwriters consisty of the lop three brackets of the under-
writers® hierarchy, known as Lhe speeial bracket, major bracket, and submajor
bracket.? )

To examine whether 'the choice of underwriters and auditors is related to
the extent of carnings management by entreprencurs prior to the IPO, the
entire sample was partitioned into two subgroups: 149 firms that employed
both prestigious underwriters and Big Eight auditors {denoted as subgriup A)
andl 80 other firms {denoted as subgroup B).18 Again, standard tests indicated
significant non-normality in the data, and both nonparametric Wilcoxon
signed-rank tests of significance of medians and one-tailed f-tests of signifi-
cance of means are presenled. The resulls are presented i Table 3 and arc
discussed helow, ' ’

Fos both subgroups, the results in the first fiscal year prior to the IPO indi-
cale, on average, significant positive unexpected reported earnings. For suh-
group A, lhe niedian is 4.0 percent of total assets (a mean of 8.6 percent), and
for subgroup B, the median is 2.0 peréent of total asscts {(a mean of 3.5 per-
cent), all estinvates being significant at the | percent level as measurcd by
either parametric ar nonparamelric lests. These estimates are targer [or sub-
sroup A, with the Wilcoxen rank sum test (z-statistic) revealing that the dil-
ference between (he medians is significant al the § percent level, Also, the dif-
ference between the means shows a significantly larpee mean for group A.

An oxamination of the eavses lor thig inerease In repoicd earnings reveals
noteworthy differences between the two subgroups. For the finms that employ
peestigions underwriters and high-quality auditors (subgroup A), the signifi-
cant increase in carmiogs;is nccompanied, on average,.by a significant increase
in operating cash flows (a median of 4.5 percent and menn of 8.0 percent of
total assets, both significant at the 1 pereent level). The median and mean
unexpected accruals for this subgroup are very small (~0.2 percent and 0.7
percent of total assets. respectively), and neither is statistically significant.

For the other subgroup (B), the results are reversed. The significant
increase in earnings may be atiribulable, on average, to an increase in
accruals (a median of 3.2 percent and meao of 6.0 percent of total asscls,
the latter being significant at the 5 pereent level). On the other hand, the
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7R 1. Aharony C.-I.Lin M.T.Loeb

management among 1POs could be detected, the study provided some evi-
dence that this phenomenon was, on the average, more prorounced among
smatl firms and firms with large (inancial leverage. Tt could find only weak evi-
dence thal-carnings mapagement was related Lo the quality of the underwrit-
ers and anditors employed by ftrms when going public.

The evidence of manipulation that vas found could be a resuit of other fac-
tars. For example, the results may be due to changes in the acernal process
experienced hy these rapidly growiag firms. Although the study corrected for
changes in sondiscretionary accruals that are proportional to changes in the
value of asscts, it may be the case that apid growth causes nondiscretionary

accruals to prow at a ratc faster than assels. In any case, the overall evidence

presented, using powerlul accrual tests that were able to detect earnings man-
agemenl in other contexts, indicates little it any, manipulation.

Entreprencurs may hesitale to manipulate earnings because they belicve that
investors closely analyze the prospectus so that manipulation will not be
rewarded with a higher price, Moreaver, in the context of management buyouts,
DeAngelo (1936, 419) makes a compelfing case thal managers are “faced with
the prospect of detailed scrutiny that could engender large personal wealtl
Josses through allegations of fraud and federal sceurities law violations.™

Allhough the present study is consistent with the manipulation hypothesis,
the sbsence of strong cvidence leads 1o a moré critical evaluatinn of the belief
Ihat earnings manipulation in new offerings is widespread. Althongh future
research inlo the carnings and acerual process for [POs may lead to morte
powerful methods of detecting earnings management, the authors believe that
the study represeals an important step in addressing @ complex st of issues.

Endnot i
1 olmeister (1987) gives a detailed discussion on the sefting of the offer price. She
writes {p. S4) thiat during the waiting period, “the wnderwriter asks boyers how
* uch stock they want at whai price.”
This molivation to cash out underlies the analytical earnings management model
ol Dye (1988). !
3 The details of the adjustment are given later in cquation (2). A further chicck thot
the results are not driven by grawtl is given in the muttivariate analysis section.
4 When (hese 15 (irms were dropped fram the sample, the results were unaffected.
This analysis is available fram the authors upon request.
Rest-clfort contracts and unit offerings were not considered. Under a best-effort
agrecment, undenwriters agree to use their best efforts to sell the issue, acting only
as agenis of the issuer. They have no abligation to purchasc any shares not pur-
chased by the public. Thos, there is uncertainty in terms of the number of new
shares ta he sold. Under certain best-effort contracts, the offering is canceled
wnless a certain minimom number of shares is sold. Best-effort olfedngs tend to be
small offers (see Ritter 1987), A unit offering is a combination of twa securities
sold far one price. A unit usually consists of common stoc and warranls or com-
ma stock and deht
n Nate, however, that the analysis referred (o in note X but not reporied here sng-
pested it the manipulation conclusion is nat due Lo any suvivarship bias,
7 Special 1000 inctude clused snd funels, Timiled partnerships, American
Depusitary, pure secondary efferings, and theift inslilotions.

12

[

Initial Public, Offerings 77

at the 1 percent level). The cocflicient of the proxy variable for underwriters’
and auditors” quality {QLT) was not significant. However, the Spearman cor-
relation coefficient between the size and quality variables was sigaificant al
the 1 pereent level with a vadue of 228 and may indicale thal the size measure
also eaptures quality of auditor and underwriter, Notg, that the negative sign
of the cocfficient of size is consislent with such an interpretation. Morcover,
this [its with. the univaziate analysis in which it was seen that 1PQOs that
engaeed prestigious auditors and underwriters were large and had small unex-
pected aceruals, Pecause the results show that unexpeeted standardized aceru-
als are (significantly) positively related to financial leverage, one may argue
that any manipulation of earnings by entreprencurs is not motivated by stock
price but to relax debt covenant consiraints. The fact that the coctficieat of
total assets’ prowth rate (GTA) was not sigaificantly different from 0 provides
same evidence that the delinilion of unexpected accruals adequately corrected
for asset grawth.

The results for the pcfiod@ priar to the [PO (panel B} are weak
(in terms of explanutory power anc ificance) and are consistent with the
hypathesis that no manipulation occurs in this period. In summary, the multi-
variate analysis reveals that for the period one year {but not two years) prior
to the 1O, unexpected aceruals are negatively related (o firm size and posi-
tively related 1o firm financial levesage. The fact that size and qualily of audi-
tor and underwriter are positively and significantly carrelated may mean that
the hypothesis relating auditor / underwriter quality Lo caraings management
cannat be totally dismissed. Furthermore, it appears that growth was not
related ta uncxpected aceruals. )

Sumumary and conclusions
This study provided an examination of the hypothesis that priorio taking
Iheir firms public, entreprencirs seleet aceounting methods that enhance
reported carnings, 1t argued (hat entrepreneurs may have both the incentive
and apportunity to manipulate income through the choice of sccounting con-
ventions priar to initial public afferings. ‘The study further examined the
hypothesis thit carnings manipulations are less prevalent among firms that
select prestigious underwriters and high-quality auditors when going public.
Both univariate and multivariate analyses were conducted on o simple of
229 tndustrial firms that went public between January 1985 and June 1987,

* The methodology employed was based on the total accounting aceruals

approuach developed in Healy (1983) and DeAngelo (1986). Because (irms
going public generally expericney rapid growth prier to the offering, precau-
fians were taken sa thai growth in aecruals proportionate (o growile in assets
would nol he interpreted as an inerease in discretionary aceruals and, hence.
indicalive of carnings management.

The study found anly very wenk support for the hypolhesis that entrepre-
neurs choese aegounting methods to increase reported net income in the
putind priorto the public offering. Furthermore, 1o the extent that carnings
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A similar calculation approacl was taken by DcAngcln (1986, 1988). Sce also

Drtina and Largay (1985) for details.

TFor an extension of the Shapiro-Wilk W-test to large samples, sce Royston (1982).

Similar results were obtained using the Lilticfors test for normality (see Conover

1980, 357-361).

16 See DeAngela (1981} for a discussion of avditor size as a surrogate for audit qual-
ity. .

17 Hayes (1971, 1979) indicated that the Tombstone advertisements placed in the
financial magazines and {inancial sections of newspapers implicitly indicate which
underwriters are prestigious. In the present sample, 61 firms employed underwrit-
ers from the special bracket, 93 firms employed underwriters from the major
bracket, and 5 firme cmployed underwriters from the submu]ur bracket.

18 Of these 80 firms, 57 employed Big Eight auditors and nonprestigious underwrit-
ers, and 14 firms employed prestigious undérwriters and non-T3ig Fight auditors.

19 As acted above, the non-narmality of the data makes the tests of the means and

differences of means saspect. Iowever, by dropping lour outliers from the sub-

n

groups, the study cannot reject the hypothesis of normality, and without these out- -

liers, it finds mean unexpecied accruals to be positive and significant at the 10 per-
cent Jevel for subgroup B and insigoificant for subgroup A. This pmvidcs some
additional support for the manipulation hypothesis,

20 White (1930) also suggested a test forhclcrosl.cdasucuy by comparing the consis-
tent estimator to the uswal OLS covariance matrix estimator. In the absence of
heteraskedasticity, both estimators will be about the same. Otherwise, they will
generally diverge. The resuits of this test on the data provided White r- and ustat
OLS s-statistics of similar magnitudes for most variables. The sigaificance level of
all coefficients remained the same both ways.
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L INTRODUCTION

NALYSIS of carnings management ofien focuses on management s use of discretionary

acervals,' Such research requives a moded that estimates the discretionary component(s )

of reported income. Existing models range from simple models in which discretionary
accruals are measured as total accruals, 1o mare sophisticated medels that attempt 10 separate total
accruals into discretionary and nondiscretionary-components. There is, however, no systematic
evidence bearing on the relative performance of these alternative models at detecting eamings
management.

We evaluate the relative performiauce of the competing models by comparing the specifica-
tion and power of commonly used tesi siatistics. Thespecificution ol the test statistics is evaluated
by examining the frequency with which they penerate type 1 errors. Type 1 errors anise when the
null hypothesis that earnings are rof systemalically managed in response to the stimulus identified
by the researcher iy rejected when thz null is 1rue, We generate type [errors for both a random
sample of firm-years and for samples of firm-years with extrerne financial performance. We focus
on samples with cxireme financial performance because the stimuli investigated in previous
rescarch are frequently corrclated with financial performance. Thus, our findings shed light on
the specification of test statistics in cases where the stimulus idenufied by the researcher does not
cause eamings to be managed, but is correlated with firm performance.,

The power of the test statistics is evaluated by examining the frequency with which they

generate type Il errors. Type II errors arise when the null hypothesis that eamings are nor
systematically managed in response to the stimulus identified by the researcher is not rejected
when it is false. We generate type H crmors ie two ways, First, we measute rejection frequencies
for samples of firm-years in which we have artifictally addec¢ a fixed and known amount of
accruals 1o cach firm-year. These simulations are similar to those performed by Brown and
Warner (1980, [985) in cvalualing alternative models for detecling abaormal stock price
performance. However, our simulations difier in several respects. In particular, we must make
cxplicit asswmptions concerning the companents of accruals thai are managed and the liming of
‘the accrual reversals. To-the extent that our assumptiens are not representative of the circum-
stances of actual camings management, our results lack external validity. To ¢ircumvent this
problem, we gencrale type I errors for a second set of firms, for which we have strong priors that
carnings have been managed.? This sample consists of firms that have been targeted by the
Securities and Exchange Commission (SEC) for allegediy overstating annual eamings. The
external validity of these results rests on the assumption that the SEC has correctly identified firm-
years in which camings have been managed. ‘Thiy assumption seems reasonable, since the SEC
(1992) indicates that out of the large number of cases that are brought to its attention, 1t only
pursues cases involving the most significant and blatant incidences of carings manipuiation.

The empirical analysis generates the fotlowing major insights. First, 21l of the imodels appear

- well specified when applted to a random sample of firm-ycars. Second: the models all generate

tests of low power for carnings management of econoimically plausible magnitsdes (e.g.. one to
five percent of total assets). Third, all models reject the null hypothesis of no earnings

! See, for cxample, Healy (1985), DeAngelo (1966) and Joues (1991), Cther constructs that have been used io detect

camings management include acevunting procedure changes (Healy 1985; Healy aud Palepu $930; Sweerey )994),

pecifi P of di tionary aceruals {McNichals and Wilson 1988; DeAngelo et al. 1994) and companents
of discretionary cash flows (Dechow and Sloan 1991).

? Schipper (1989) defines earnings management as purposeful mtervention in the exiernal financial reporting process.
with the intemt of cbiaining some private gain {as opposed 10, say, merely facilitaling the neutral operation of the
process) [v ihe spirit of Schipper’s defimunn. our procedure assumes tiat reported earmings in the finn-years targeied
by the SEC are higher than they would liave been under the acutral opplication of GAAP.
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management at rates exceeding the specified test-levels when applied to sampies of firms with
extreme fnancial performance.! Finalty, a version of the model c¢eveloped by Jones (1991) that
is modified to detect revenue-based eamings management gencratss the fewest type Il errors.

The paper is organized as follows, Section [l outlines the statistieal testing procedure used
lo defect earnings management and highlights the eftects of mode! misspecification on statistical
inference, Section I introduces the coinpeting models for measwring discretionary accruals. The
experimental design is described in section IV and the empirical 1esults are analyzed m seetion
V. Section VI concludes the paper and provides snggestions for fulure earnings management
rescarch.

IL STATISTICAL ISSUES

This section considers potential misspecifications in tests for eamings management and their
impact on inferences concerning earmngs management. The analysis builds on a related analysis
in McNichols and Wilson {1988). Following McNichols and Wilson, accrual-based tests for
camings management can be casi in the following linear framework:

L3

DA, =a+fPART, + ¥ y X +€, )
where -
DA = discretonary accruals (typically detlated by lagged total assets);
PART = a dummy variable partitioning the data set into two groups lor which earnings

management predictions are specified by the researcher;

X, = {for k=1, .., K} ather relevant variables influencing discretionary accruals; and
[3 = an error term that is independently and identically normally distributed.

[n most research contexts, PART will be set equal to one 1 firm-years dunng whici systematic
-eamings management is hypothesized in responseto thestimulusidentifred by the researcher (the
“event period”) and zero during firm-years in which 10 systoinatic eamings management is
hypothesized (the “estimation period™). The null hypothesis of no eamiags management in
response to the researcher’s stimulus will be rejecred if ﬁ the estimated coefficient on PART.
has the hypothesized sign and is staustically significant at conventionai levels.

Unfortunately, the researcher cannot readily identify the oiher relevant variables, (the X, 5).
and soexcludes them from the model. Sintilarly, the rescarcher does not ubserve DA, andis forced
10 use a proxy. (DAP), that measures DA with crror, (0):

DAP, =DA +v,.

Thus. the correctly specitied model can be expressed in terms of the rcsearchcr s proxy for
discretionary accruals as+

DAP‘=a+,BPART‘+Ey‘Xn+vl+£l. (1
k=l
This model can be summarized as:

DAP, =+ BPART, +pu, +£,. ("

* The excessive rcjcclion rates in the sumples with extreme fynanciat performance have two poential causes. First,
nondiscretionary accruals (that are not extracted by the models) may be correlarsd with finn performance. Second, other
factors that are corelated with firm pcrformance rn;y cause earnings 10 be sysiematically 1nansged. in the first case,
the nuil hypodiesis is falsely rejected becausc of crrov tn the proxy for discretionary accruals.
In the second case, the tests arc correctly d '3 ings m: but the cause of earnings manzgement isnot
known Thus, if a rescarcher selects a simuh 1hat does Lot cause earnings b be manaped but is cosrelated with firm
performance. the test will be misspeesfied. W cxpand on these issues in section i,
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where 1t capturcs the sum of the effcets of the oniitted relevant variables on discretionary accruals
and the error in the researcher's proxy lor discretionary aceruals. Giver the regular Gavssian
dssumptions,* the OLS estifiate of B, (). from a muliplé regression Of DAP on PART and jt is
the besi unbiased estimator of B. Also, the ratio of (—f) to 1ts standard ermor, SE(P), has a t-
distributior., which can be used to test for eamings mansgement, This framawork therzfore
provides a benchmark for evaluating the case where p is omiited from the regression.

The model of earnings management typically estimated by toe researcher can be represented
as

DAP, =3+ bPART, +e,. @

The rescarcher’s mode! is misspecificd by the ormssion of the relevant vaniable p. Recal! that
the it can represent cither measurement crror in DAP or omitted relevant variables influencing

--DA. Estimarting model (23using OLS has two nndesirable consequentés:*

(1) b is 4 biased estimator of {3, with the direction of the bias being of the same sign as the
correlation between PART and p; and

(ii} SE (b) is a biased cstimator of SE (fs ). In particular, if PART and p arc uncorrelated, SE(b)
will provide an upwardly biased estimate of SE (). -

These consequences lead (o the following three problems for statistical inference in Lests tor
earnings management;

Problem 1: Incorrectly attributing earnings management to PAKT

1f the earnings management that is hypothesized to be cansed by PART does not take
place (i.e., the true coellicient on PART is zero) and pis correlated with PART, then ihe
estimated coefTicient on PAR'T, will be biased away ffoni zero, increasing the probebility
of atype I error.

This problem will arise when (i) the proxy for discretionary accruals containg
measutement error thal is correlated with PART and/or (i) other variables that cause
camnings management are correiated with PART and are oroitted from the analysis. In this
latter case, camings management is correctly detected by the modet, but causality is
incorrectly atiributed to PART.

Problem 2: Uninsentionally extracting earnings management ccoused by PART

If the carnings management that is hypothesized to be eaused by PART docs lake
place and the correlation between p and PART is oppesite in sign to the (e cocefficient
on PART, then the estimaled covificient on PART will be biased toward zero. This wiil
increase the probability of a type II error.

This problem will arise when the model used 10 generate the discvetionary accrual
proxy unintentionzlly removes some or all of the discretionary accruals. Under such
conditions, the measurement crror in the pmf{y for discretionary accruals (i.e., u) will be

* The required assumptions are (i) €, is distributed indupendent nortnal with 2cr0 mean and comunon variance. 03 sand
(1) PART, and , ace distributed independently of ¢, for el t and v, The mum_puon that the resicuals are normally

distributed i3 not one of the conginal G 1t is, ho yaired (1) for the OLS estimate ‘o be the

bestof all (Jincar and 1 ) unbiased 5; and (ii) tn derive the dun ibution of the test-statistic, Throughout
Inder of the paper, refer 10 the G: ions will therefore inctude the noumality assumption.

" 'The derivalion of these prop is identical to ine dard derivation for the jroperties of OF.S cstimators in the case

of the exclusion of 2 n.\evnm TeRresser (2.0, Johnsion 1984, 260-2611.
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negatively correlated with the discretionary accrual proxy, causing the coefficient on
PART 10 be biased toward zera.

Problem 3: Low power rest

If . is not correlated with PART, then the estimated coefficient on PART wil‘l not be
biased. However, the exclusion of relevant (uncorrelated) variables leads to an mﬂatedr
standard error for the cstimated coefficient on PART. This will increase the probabihity of
atype Il error.

We will refer back 1o.each of th=se problems in our discussion of the models for detecting
earnings management.

[11. MEASURING DISCRETIONARY ACCRUALS

The usual stacting poiat for the measucement of discretionary ac.cma!.s is total accruals, A
particular mode! is then assumed for the process generaling l!\c nondiscretionary clo,mpoc?en! of
total accruals, cnabling tolal acerualsto be decomposed itll()ﬂdlsl‘l":iml:liil'y anda nondlfcrch(_)fmry
component. Most of the medels require ai least one parameter tohe ts\’mn!cd. and this “ 1ypm'aHy
implemented through the use of an “estimation penod.” dunng which no systematic earnings
management is predicled. This paper considers five modcls of the process generatl‘ng
nondiseretionary actruals. These models ate peneral representations of those that have been used
in the exlan! earnings management literature, We have cast all models 1 the same general
framework to facilitate commarahlity, rather than trying 10 exactly replicale the models as they
may have appeared in the literatore,

The Healy Model

Healy (1983) tesis for earmings management by cort};raring mean total :,\ccn\lals (scalﬁtfl by
lagged total assets) across the earnings management pariitioming ‘{anablc. Healy s s!'udy dll'fCTS
from mos! other earnings management studies in that he prednclf that systematic earnings
management occurs in every period. His partittoning v.annhlc (decs the sample into ll;rce
groups, with earnings predicted to be managed upwards in one of the gr?ups and downwar !T;
the other two groups. Infercnces are then made thiough pairwise comparisans of the mean tota
accruals in the group where eamings is predicted to be managed upwards to the mean total

.accruals for cach of the groups where eamings is predicted 11 be mﬁan_agml.dgygnw?rds. This
approach is equivalent to treating the set of observations for witch carnings arc prcdlthtd to be
manaped upwards as the estimaton period and the set gf observations for which earnings ari
predicted to be managed downwards as the event period. The mean total achpa!s frqm the
estimation period then represent the measurc of nondiscretionary accruals. This implies the
lollowing model for nondiscretionary accruals:

LTA,
. RC)
NDA, =+—,
L T
where
NDA = estimated nondiscretionary accruals; -
TA = tota) accruals scaled by lagged total assets;

t = 1,2...Tis a year subscript for years included in the estmation penod; and
= a year subscript indicating a year in the cvent period.

A
{
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The DeAngelo Model

DeAngelo (1986) tests for camings management by computing first differences in 1otal
accruals, and by agsuming that the fivst differences have an expected vaiue of zero under the null
bypothesis of no cumnings management. This model uses lasl period’s tota) acoruals (scaled by
lagged total assets) as the measure of nandiscretionary aceruals. Thus, the DeAngelo Mode) for
nondiscretionary accruals is:

NDA =TA, . (5

The DeAngelo Model can be viewed as a special case of (he Healy Muodel, in which the
estimation period for nondiscretionary accruals is restricted to the previous vear's observation,

Acommon feature of the Healy and DeAngeloModels is that they bothuseiotal accruals from
the estimation period lo proxy for expected nondiscretionary accruals. If nondiscretionary
accruals are constant over time and discretionary accruals have 2 mean of zero in the estimation
period, then both the Healy and DeAngelo Models will measure nondiscretionary accruals
without error. If, however, nondiscrarionary accruals change irom period to period, then both
models will tend to measure nondiscretionary accruals with error. Which of tie lwo models is
mare appropriate then depends onthe nature of the thine-series process generating aondiscretionary
accruals. If nondiscretionary accruals follow a white noise process around a constant mean, then
the Healy model is appropriate. If nondiscretipnary aceruals follow 2 random walk, (hen the
DeAngelo model is appropriate. Empirical evidence suggests thal totgl accruats_age stationary in

“the levels and approximate a white noise process (c.g.. Dechow 1994),

The assumption that nondiscretionary accruals are constant is unlikely to be empirically
descriptive, Kaplan (1985) points cui that the natere of the accrual accounting process dictates
that the level of nondiscrenonary accruals should change in response to changes in economic
circumstances. Failure to mode! the impact of cconomic circumstances on nondiscretionary
accruals will cause inflated standard errors due to the omission of relevant {uncorrelated)
varigbles (problem 3). Tn addition, it the firms examined are systematically experiencing
abnormal economic circumstances, then failure to model che iinpact of econammuc circumstances
on nondiscretionary accruals will result in biased estimates of the coefficienton PART (probiem 1).

The Jones Model

Jones (1591) proposesa model hat relaxes the assumption that nondiscretionary accruals are
v

n _ D .
constant. Her model a‘iierﬁﬂg 10 contol for the effect of changes in a Frm's economic

circumstances on nondiscretionary accruals. The Jones Madel {or nondiscretionary accruals in
the event year is:

NDA_ =@ (/A )+ 0 {AREV ) + oL (PPE ),

{6}
where
AREV, = revenues in year T less revenues in year -1 scaled by total assets at T—1;
PPE_ = gross property plant ard equipment in year T scaled by total assets at =—| ; ]
A = total assets at T-1; and '

-
o, o, &, = firm-specific parameters.

Estimaics of the firm-specific parametes, o, «, and «, are generated using the following
model in the estimation period:

TA, =2,(1/A_ ) +a,(AREV)) + a,(PPE) + v, N

where
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a,. a, and a, denote the OLS estimater ol a,. &, and o, 2nd TA is total accrualé scaled by lagged
rotal assets. The results in Jones (199 1) indicate that the model 1s successful at explaining around
one quarter of the variatina in total accruals.

An assumption implicit in the Jones model is that revenues are nondiscretionary . If earnings
are managed through discretionary revenues, then the Jones Model will remove part of the
managed eamings from the discretionary accrual proxy (problein 2), For example, consider a
situation where manageinent uses 1ts discretion to accrue revenucs at year-cnd when the cash has
not yot been received and it is highly questionable whether the revenues have been earned. The
fesult of this managerial diséretion will ke an increase in revenues and o1zl accrvals (through an
increase 10 receivahles), The Jones mode) onthogonalizes total aceruals with cespect Lo revenues
and will therefore extract this discrztionary component of accruals, causing the estimate of
camings management to be biased toward zero. Jones recognizes thes limitation of her model (see
Jones 1991, footnote 31,

The Modified Jones Model

We constder 2 madificd version of the Jones Mode] in the empirical analysis. The modifica-
. . . - 8q \'(‘?\'ifabfn J“"“%“UFNT . . g
tion is designed to climinate the ¢dnfecture endency ol the Jones Modcl to measure discretion-
ary accruals with error when diseretion 18 exereised over revenues. In the nadified model,
nondiscretionary accruals are estimaled during the event penad {i.c.. during veriods 10 which
" carnings management is hypothesized) as: Qlapcr

NDA_= & (l/A_,} + O,{AREV, - AREC) + &t (PPE ) . (8)
where ’

AREC = nct receivables in year T less net reccivables year T-1 scaled by total assets at 1-1.

The estimates of o, o, ¢, and nondiscretionary accruals during the esumation petiod (in
which no systematic earnings management is hypothesized) arc those obtained from the original
Jones Model. The only adjustment relative to the original Jones Model is that the change in
revenues is adjusted for the change in receivables in the event pariod. The onyginal Jones Madel
implicitly assumnes that discretion 1s not exercised over revenue m either the i,s,\:imalion period or
the event period. The modi ﬁedyv&&sinn’nf the Jones Mode} jmplxcx(lf?x’s’&%ﬁ'bs }hal all changes in
credit sales in the event period resull froi earnings management. This 15‘!3‘%(’::1 e the reasoning
that it is easier 10 manage carnings by cxercising discretion over (h%ngml‘mg of revenue on
credit sales than it is (o manage earnings by exercising discretion over the recognition of revenue
oncash sales. If this modification is successful, thenhe estimate of eamings management should
no longer be biased toward zero i samples where eamings mansgement has taken piace through
the management of revenuces.

The Industry Model
The final model considered is the Industry Model used by Deciiow and Sloan (1991). Similar

to the Jones Model, the Industry Mp(\)giﬁ! relaxes the as LtI{IDIE‘ELDn tllﬂﬂﬁndiSCl’ﬂionqryrggcl;qy_ls are oo

constapt “over time. However, instead of a‘Fgarf@ rifﬁ’ 10 ci‘tr%tl‘%:\{ngdei Ahe etcm?pgﬁt?g
m al

nondiscretionary-aécreals, the Tndustry Model assi Halfdf T the dererminants of

5511 &% that vaniation
nondiscretionary accruals are commen wcross firm in the€sdme industry, The Industry Model for

nondiscreticnary acé\ruals st

A NDA =¥, + Y,median(TA) . 9
where

dan b potdlerautlaba?
Wﬂ osal dnan faa di}()&\“\em&( o .
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median (TA ) = the median value of total accruals scaled by lagged assets for ali non-sample
firms in the same 2-digit SIC code.®

The firm specific parameters v, and y, are estimated usinz OLS on the observations in the
estimation period.

‘The ability of the Industry Model to miligate measurement error in discretionary accruals
hingescatically oo two factors. First, the Industry Model only removes variation in nondiscretionary
accruals that is common across firms in the same indusiry. Ifchanges in nondiscretionary accruals
largely reflect responses to changes in firm-specific circumstances, then the Industry Model will
not extract all nondiscretionary accruals {rom the discretionary accrval proxy. Second, the
Industry Model removes variation in discretionary accruals that is correlated across firms in the
same industry, poteatially causing problem 2. The severity of this problem depends on the extent
1o which the earnings management stimulus is currelated across firms in the same industry.

IV. EXPERIMENTAL DESIGN

Sample Construction

The empirical analysis is conducted by testing For carnings management using four distinet

samples of firm-ycars as cveat-years:

(1)« randomly sefected sample of TO00 Nrm-years;

(i1) samples of 1000 firm-years thal are randomiy selected from pools of fimi-years expenenc-
ing extremc [inancial performance:

(i) samples of 1000 randomly selected firm-years in which z fixed and known amount of
accrual manipulation has been artiticiaily introduced; and

(iv) asample of 32 firms that are subject 10 SEC enforcement actions for allegedly overstating
annual eamings in 56 {Trm-years.

Sample (1) 15 designed to mvestigate the specification of the test statistics generated by the
models when the measurement error in discrefionary accruasis (1) is uncorrelated with the
earmngs management partitioning vanable (PART). Because the eamings mapagement parti-
tioning variable is sclected at rendora, i is expected to be uncorrelated withany omitted variables.
Note that this is simply a test of whether the Gaussian assumptions underlying the regression ure
satisfied. The existence ol uncorrelated omitted varrables reduces the power of the test (problem
3). but will not systematically bias the type [ errors.

The 1000 randomly seiected firm-years are selected from the 168,771 (irm-yeacs on the
COMPUSTAT industrial files with the necessary data between 1950 and 1991, The 1000 firm-
ycars are selected in a sequentizl fashion and witheut replacement. A firm-year is not seected if
its inclusion in the random sample leaves less than ten unselected observations for the esiimation
period. Selected firms have an average o 21.5 ohservations. The requirement of more than 10
observations is necessary to efficiently estimate the parameters of the nondiscretionary accrual

“inodels for ¢ach firm. This sequentinl sclection procedure cont:nues until the random sampic
consists of 1000 firm-years.

Sample (1) is designed to test the specification of each model when the catniings management
partitioning vanable, PART, is coriclaled with firm performance. The camings manageticnt
stimnulus investigated 11 many existing siudies are correlated with firm performance. For

* The use of two-dagit 81C levels represenis a hade-off beiween defining indusity groupings niurowiy cnuugh that che
Industry Model caplurcs the indusiry spectfi; effeets versus having enough finns in cach *ndusiny grouping s that the
maddel can effectively diwversify firm-specific elfects.
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example, Healy (1995) hypothesizes that management reduce camings when cither camings are
below the lower bound or cash from operations arc above the upper bound of top e4ecutive bonus
ptans, Researchers have also investigated whether management attempt to Joosen debt covenant
restrictions through their accrual chowces (e.p., Defond and hambalve 1994; DeAngelo et al.
1594). Firms close 10 debt covenant resinictions are often experiencing poor earnings and/or cash
flow performance. A final cxample is studies investigating accrval manipulation around pon-
routine management changes (¢.g.. Pourciau 1993, DeAngelo 1988). De Angele (1988) puints out
that poor prior earnings performance is often cited as a reason for management change. Thus,
sample (i} is vsed © examine the impact of firm performance on mode! misspecification,

To mvestigate the estimates of diseretionary aceruals produced by the models when fism
performance 1s vnusual, firm-years are selected to have ¢ither extreme earnings performance
orextreme eish from operations perfonmance ” A "high™ and a “low™ sample 35 Yormed for cuch
of the performance measures, resulting in atotal of four sz.mple\ These samples are formed using
the fallowi ng procedure. Each of the performance measures is standardized by lagged total assets.
Al fiem-years with available dats on the COMPUSTAT indusirial files are then separately ranked
on each performance measure. For each measure. firm-years are assigaed in egual numbers to
decile pontfolios based on their ordered ranks. Each portfotio cuntuing approximately 17,000
firm-years. Samples of 1000 firm-years are randomly selected from the highest and lowest
portfolios for cach performance measure using the sane procedure that was discussed for sample (i),

Sample (i1} is designed w evaleate the relative frequency with which the comnpeting models
of nondiscrevonary accruals gencrate type I errors, Brown and Wamer (1980, 1 285) invesugate
the type 1 errors of alternative models for measuring securily price performunce by artificially
introducing a fixed and known amount of abuormal stock poce prrformance 1nto a randomly
selected sample of firm- -years. Inducing abnormal, aceruals s more complex than inducing
“abnormal siock retms for two reasons. First, we have to make explicit assumptions concerning
the component(s) of accruals that are managed. This assumption s entical for ihe Jones Model,
because il we inlroduce eamings management by actificially intlaung revenues, then both
accruals and revenue increase. The increase inrevenue wiil affectthe estimate of nondiscretionary
aceruals generated by the Jones Model. Second, since accruals must sum to zero over the life of
e firm, arificially inducing discrenonary aceruals requires additional assumptions about the
timing of the accrual reversals. Thus, we artificially introduce earnings managemcnt into sample
[1i1), bul recognize ihat the externa] validity of the results 1s conungent upon how representative
our assumptions are of actual cases of carnings management. :

We obtain sample (lii) by begmning with the 1000 candomly sclected firm-years in sample
11y and then adding accrual manipulation tanging in magnitude from zero percent to 100 percent
of lagged assets {in increments of ten percent). Tn all cases, we 2ssume that the accruals fully
reverse themselves in the next fiscal year. We mzke theae different sets of assumptions regarding
the components of accruals that are managed:

(1) Expense Manipuiarion - delayed recognition of expenses, This approuch is itnplemented by
adding the assumed amount of expense manipulation to total accruals 'n the earnings
management year, and subtracting the name amount in the foliowing year. Since none of the
modelsuse expenses to estimate nondiscretionary aceruah, none of the other variables used
in the study necd to be adjusted.

7 We focus on the mostenireme deciies of vach perfonzunce measure to gederate powerful tosus for possible performance
related biases. Our samples are therefore likely to have more extreme performance than that occurming in specific
carnings management studies, Thits, we expect the performance refaled misspecification to be 150re severe in our
extreme decile samples. In addional tests (not ceparted we conficm that the performanse mduced misspecifications
are pot limited 1o the extreme deciles
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") Revenue Manipulation - prematurc recognition of revenuc (assuming all costs are fixed).

This approach is implemenicd by 2dding ths assumed amournt of revenue manipulation o
total accruals, revenue and accounts receivable. The same ainount is subtracted from total
accruals, revenue and accounts receivable in the following year; and

(3)  Margin Manipulation - premature recognition of revenue {assuming all costs are variable).
This approach is implemented by adding the assumed amount of margin manipulation to
total accruals and by adding the following to revenue and accounts receivable:

(assumed amount of margin manipulation} / {nut income ratic),

where the net incomne ratio is the ratio of the firm’s net income to revenue, cstimated using
the median value of the ratio from observations in eack firm’s estimation period. For
example, to antificially-introduce earnings management of one percentof lagged assetsin a
firm with a net income ratio of ten percent, we add one percent of lagged assets 10 total
accruals and ten percent of lagged assets (o revenue and accounts receivable, The same

amounts are subtracted from total accruais, re venue and accounts recervable in the following
year.

The difference besween assumpuons (2} and (3} relate w the matching of ¢xpenses 10
manipulated revenues. Assumption (2) corresponds (e ‘pure’ revenue manipulation, in which
revenues are manipulated upwards, but expenses do nol change. Assumption (3) corresponds to
premature recognition of a sale ina setting where ail costs are vanahle, Revenues are manipulated
upwards, but expenses are matched to the marupulated revenues, The crucial difference between
(2) and (3) is that (3) requires much greater revenue manipulation in order o achieve a given”
increase in camings. Assumptions {2) and (3) are éxtremes on a continusm, and in practice, we
would expect most revenue-based eamings management to lie between these two extremes.

imerpretation of the type 1l errors for sample (iii) is contingent on tlie explicit assumptions
that arc made concerning how camings arc managed. In order Lo ceinforce the externat validity
of our conclusions concerning type ! crrors, we examine a sample of firm-years for which we
have strong a priori reasons to expect earnimgs management of aknown sign. Saniple (iv) consists
of firm-years that are subject to accounting-hased enforcement actions by the, SEC. The SEC takes
enforcement acuons against firms and individuals having allegedly violated the financial
reporting requirements of the securitias laws, Since Apsil 1982, the SEC has published the details
of its major enlorcernenlt actions in a scrics ol Accounting and Auditing Enforcement Releases
(AAERs).

Enforcement actions in which the Commuission alleges that a firm has cverstaied annual
camingsn violation of Gererally Accepted Accounting Principles (GAAP) are brought prrsuant
te-Section 13(a).” A total of 134 firms arc the subject of ASERs brought pursuant to Section 1 3(a),
‘We further require that (i) each firm has al least ten'vears of the required financial s5atement data
onthe COMPUSTAT industrial files {excluding the years 1 which the alleged averstatements of
earnings occurred); (i) the AAER alleges that annua? earnings have been overstated {many ofthe
AAERs relate to overstalements of quaricrly earnings that are reversed before the fiscal yearend);
and (iii) the AAER does not refate to a financial institution (since the current asset and current
liabihty variables that we use to compute accruals are not available for these firms), These

* Feroz etal. (1991) pruvide descriplive evidence onthe AAERs and theae financial und marketelfeers Pincus et al.( 1988)
desctibe the events leading to a formsl SEC investigation and the publication of an AAER.

..F Section 13(a) requires 1ssuers whose seounimes arr registered with the Commussion 1o flu-qsuns (meludmg the annual

" financial statements on form 10-K) as specified by C: fssion rules and regul The
contamned in these filings are required to comply with Regutanon S-X, which in tum requires contormity with GAAP.
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restrictions result in a sample of 32 firms that are alleged to have overstated eamings in a total of
56 firm-years. Fifteen of the sample firms are targeted for overstating revenue alone. three are
targeted for averstating revenue in comhination withunderstating expenses and the rematning 14
lirms are alleged to have understated a variety of expenses.

Data Analysis

The empirical tests lor earmings management follow from the regression framcwork
developed in section 1L The empincalizsis are separately applied v cach of the samples described
above, The firm-years in each sample represent the event-years that are to be tested for eamings
management. We therefore begin by matcning each finm-year represeated in a sample with the
remaining non-cvent-years for that finn on CGMPUSTAT to form the estimaiion period. The
sample seicchon procedures ensure thai all firms have at least ten obscrvations in their estimalion
penod.

Consistent with previous studics of eamings management (Healy 1985 and Jores 1991), total
accruals (TA}, are computed ag: "

TA ={ACA - 4CL ~ AC;\shl +ASTD, - Dcpl)I(Al_l) .
where
ACA = change in current assets (COMPUSTAT item 4);
ACL = change in curremt liabilities (COMPUSTAT item 5%
ACash = change in cash and cash equivalents (COMPUSTAT item 1)
ASTD = change in debt included in current tiabilities (COMPUSTAT item: 34);
-Dep = depreciation and amortizarion expense (COMPUSTAT 1tem '12); aritl
A = Total Asscis (COMPUSTAT ilem 6).

Eamings s measured using net income before extraordinary items and discontinued
operations (COMPUSTAT item IB) and is also standardized by lagged total assets. Cash from
operations is computed as:

Cash from operations = Eamings ~ TA.

Using each of the competing models, discretionary accruals are then estimated by subtracting
the predicted level of nondiscretionary accruals (NDAP) from total accruals (standardized by
lagped Lotal assets):

- DAP =TA,~NDAE,.. .- ... (o

To test [or camnings management. the estimaied discretionary accruals are regressed on the
pantitioning variable, PART. Recall that the regression pools across observations in the event
period and the estimation period. PART is set cqual 1o one if the observation is from the event
period and zero if the observation is from the esiimation periad:

DAP = &, +b, PART, +¢,. (an

The coefficient on PART, b, , provides a point estimate of the magn:ude of the earnings
management attributable tothe stimubus represented by PART. The mill hypothesis oino earnings
management in response to this factor is tested by applying a t-test to the null hypothesis

ANl data requiced (o estimate the nondiscretonary accruals models and conduct the empirical analysts are iudlly
obtnned from ke COMPUSTAT industral files. Data for the 56 event-years in the SEC sample are manuaily chacked
to hard copses of Lthe sample firms’ ennual reports In some of the cases where the SEC requires a fivm 10 reslate its
carnings. we found that the COMPUSTAT fifes contained the restated numbers. Inthese cases. we substuie the original
figures reporied in the hard copies of the annual reports.

Capyright © 2001 All Righs Réserved

— e

:
|

204 The Accounting keview, April (995

that b=0."" The null hypothesis thal the average (-statisiic is zero for the N firmy in the sample
15 also tested by aggregaling the individual t-statistics to form a Z-statistic:

1 [ 1
7 E b . PN (I )
where ! 'l( ! !

t = t-statistic for firm j; and
k, = degrees of freedom for t-statistic of firm j.

The Z-statistic is asymptotically distiibuted unit normal if the t's are cross-sectionally indepen-
dent.

V. EMPIRICAL RESULTS
Random Sample of Firm-Years

Table | provides descriptive statistics on the parameier estimates and test statistics generated
by cach of the discretionary accrual models when applied 1o the semple of 1000 randomly sclected
firm-years. For cach model, the row labeled “eamnings managemeni” represerts the estimated
coefficient on PART. (b, ), the row labeled “standard error” represents the stundard error of this
coefficient estimate, and the row fabeled “I-statistic™ represents the L-statistic for 1ésting the nuil

__hypothesis that this coefficient is equal to zero. The mean and median valyes of eamings

management are close to zero for ail modcels indicating, as expected, that there is no systemalic
evidence of camings management in the randomly sclecled event-years relative to years in the
cstimation period. The standard errots tend 10 be hizhest for the DeAngelo Model and lowest for
the Jones and Modificd Jones models, suggesting that the laticr models are more effective a1
mnodeling the time-series process gencrating nondiscresionary accruals and suffer less from
misspecifications caused by smutted ¢eterniinants of nondiscretionary accruals. Note, however,
that from 2 researcher's pecspective, the standard errors are high in all models. For cxample, the
mean standard error exceeds 0.09 for all models. Eamings management would therelore have to
cxceed I8 percent of lagged assets bofore we would expect to generate a t-statistic greater than
two for an individual firm, Alternatively, 1f a Z-statistic were computed for a saraple of firms that
had all managed eamnings.by one percent of total assets, over 300 firms would be required in the
sample before ihe Z-statistic is expecied to exceed two. Thus, none of the mode!s are expected
to produce powerful tests for eamings management of economically plausible magnitudes.
Table 2 reports the incidence of type errors for the sampie of 1000 randomly selected firm-
years using the conventional test levels of five percent and one percent. Since the earnings
moanagement partiliomng variable it selected at random in this sample, it is cxpecied to be
upcorrelated with any omitted variables. Thus, the type Eerrars shiould correspondro the test levels
applied, so long as the Gaussian assunuptions are sabisfied. Type I errors are reported for both the
noll hypothesis that discretionary accruals are less than or equal to zero and th= nuil hypothesis

!"The computation of the standasd erroc of b req spevial because the of die y accruals
in the event penod (estimation period) are prediction errars {{itiad residuals) {rom a firsi-pass citimation process. An
adjustment muy 1thevefore be made 10 reflect the fact that the standard errons of the prediction «iTors are greater than
the standard ervors of the fitted residuals. Likewise, the degrees of freedom m the 1-test must reflect the degrees of
Ireeilom used up in the first-pass estimanon, This can be plislied by either eaphcitly adj the standard error
und degeecs of frecclom of the predictonerors {see Jones 1931) or by eniimating a smple stage That trelud
both PART and the determinants of nondiscretionary aceruals (see Dechow and Sloan 19912, The two approachea are
econometncally equivalent and we therefore use the Jatter approach for 1ts computational ease (see Salkever 19746 for
an extended discussion and praof an this rssuel,
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TABLE1 -
Results gf Tests for Earnings Management Using Alternaiive Models to Measure
Discretionary Accruals. The Results are Based on a Sample of 1050 Randomly
Selected Firm-Years.

Siandard Lower : Upper
Modet Mean Deviation Quartde Mediun  + Qn’;fn'le
Healy Model: o o o
Camings management 0.002 1.241 -U.035 000
standard error 0.195 4.57) 0.039 Q085 :?‘:\2
t-statistic 0012 1174 -0.5%3 0.010 0.598
DeAngelo Modei:
eamings management 0.002 0.151 -0.048 0.00!
; . X 0.0
standard error 2.281 6.799 0.054 0.090 < 133
t-stahstie 0.002 1135 57 Yt 0.637
dones Model: -
eamings management 0.001 0.118 ~-0.037 -0 0.01
standard crror 0.092 0.438 0.03 0.060 oie
1-3aisne 0013 1.155 ~0.647 -0‘.022 ()»644
Modified Jones Model: -
camings management 0.002 0.319 -0.035 0K
standard efror n.o92 N.437 0.036 ():t)ﬁ() - (())g:sl
(-statistic 0.062 1.204 -0.613 ¢.027 0.745
Industry Model: P
camings management 0.002 0.662 ~0.032 0.000
APk . 3
smndarq error 0211 5.363 0.038 0063 g (1);)?
t-staustic 0.028 1165 -0.553 0.006 OA %37
Noles:
Eamings manng rep s the 1 coelficient on PART, ( I;, ) from firm-speaific tegiessions of DAP, =
W

3, H;, PART, + ¢ ; where DAP is the measure of discreuon < prod odels an

! u B ‘ ary accruals uced b

anindicator variable equal o | in ayearin which earrings ish 1{;:;:.,‘,,:—,:'“ iy Fls ,p,:P‘-\R‘l:"
R 3

a s
idemified by the researcher and O otherwise. Stardand erros i th H
t se. S F i the standard emor of the coefficicat on PART fe cl
the regressions and t-sfatistic 1s the i-statsnc westing the nisl hypothesis that the cocHficient on‘-;’ART Jstqn;‘l?::r::r

that discretionary accruals are greater than or 2qual to zero, A binomal test is also conducted to
assess whether the empirical rejection tfrequencies are significamly different from the specified
test levels. The empirical rejection frequencies are close to the specified test levels for all models
anc_i none of the differences are significant at conventional levels. Thus, all models sppear w. Jf
specified for a randoin sample of firm-years. i tpperne

Samples of Firm-Years Experiencing Extreme Financial Performance

This secuon considers the four samples of firm-years experiencing extreme financia)
p(.:rfonnancc. .The first two samples exhibit high and low eamings performance, respectively.
Figure I contains plots in cvent time of sarnings and its componeits for each of the two samples.
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TABLE 2
Comparison of the Type | Errors for Tests of Earnings Management Sased on
Alternative Models to Measure Discretivnary Accruals. Percentage of 1000 Randomiy
Selected Firm-Years for which the Null Hypothesis of No Earnings Management is
Rejected (One-Tailed Tests). Coe

Null Hypathests Eamtnes management <0 Eamnings maiagement 20
Test Level: 5% 1% 5% 1%
Healy Model:

ttest o 50% 13% _, .. SA% I R
DeAngelo Model:

1-lest 48 1.3 52 i1
Jones Model:

t-lest 49 1.4 58 1.5
Maodified Jones Modei:

-test 49 1.3 59 13

.. Industry Model:

el “az 14 iogg i 2

* Significantly different [rom the specified test level at the § percent level vsing a iwo-tailed binownmal test.
** Significantly different from the specified test levet at the | percent level using a rwo-tailed binomual test

Year () represents the year in which the firm-years are selecied based on their extreme eamings
performance. There are scparate piots for wtal aceruals, cash from operations and camings. Lzach
of the variables is scaled by lagged total assets and the median valies for cach of the two samples
are shown in the plots. The bottom plct is of eamings performance. As expected, the high earnings
performance sample gradually increases to apeakin yearQend thendeclines thereafter. Similarly,
the low eamings perforiﬁancc sampte gradually declines to a trough in year J and then increases
thereafter. The total accruals and cash from operations plots mirror the earnings plots. though the
peaks and troughs are less extreme. This refllects the facy ihat eamings is the sum of cash from
operations and accruals. Firms with high camings tend to have high cash flows and high accruals.
Similacly, firms with low earnings tend to have low cash flows and low accruals.

Table 3 reports the rejection frequencies for tests of earnings management in response to the
stimulus represented by PART. Since PART is measured by randomly sciecting firme with
cxtreme eamings performance, PART is construcied so that it is not itse)f a causal determinant
of earnings management (although it may be imperfectly correlated with causal determinants).
Thus, we have constructed a scedario which is analogous to the case where a researcher has
selected a stimulus that is correlated with firm performance. but where the stimulus is nor itself
4 causal determinant of earnings management. As such, any rejections of the null hypothesis of
no eamings management represent type | errors. Haowever, these results do not permit a direct
assessment of the extent of misspecification in existing studics. Such un assessment requires a
detailed reexamination of the stim:ulus in question {c.g., Holthausen et at. ! 995].
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Panel B of tablc 3 reports rejection frequencies for the sample of firm-years selected on the
basts of high carnings performance. Inhis case, the results are opposite to those for the low
camings performance sample. The nult hypothests that carnmmgs management 2 () is rejected at
rates similario shose wportted tor the rundom samiple in table 2. However, the oull hypothesis that
carnings managemen < 0 is rejected ad rates that are appreciably greater than che specified icst
levels and the difterences are statistically significant in nearly all cases. Forexample, the test ievel
of five percent yields rejeciion rates ranging from 6.5% for the Jones Model to 12.8% for the Healy
Model. This reflects the factihat frirm-years with high eamings 1end to have high accruals and the
models of nondiscretionary accruals do not compleiely extract the higher accruals. In both pancls
A and B, the misspecifications are less severe for the Jones and Modified Jones models than for
the Healy Model. This is consistent with part of the systematic hehavior in accruals being
extracted by these more sophisticated models, ‘

The resuits repuried in pancls A and B of table 3 are open lo two interpratations {sce the
discussion of problem [ in section 1Ty (i} Barmings performance is correlated with the error m
measuring discretonary accruals (i.e., earnings performance 1s correlated with nondiscretionary
aceruals that are not completely exiracted by any of the models); and/or (ii) eamings performance
is correlated with other variaples thal cause earnings to be managed. If a researcher selects a
stimulus thal does 10! causc eamings (o be managed but is correiated with earnings performance,
(hen the tests for eamings managemem will generate excessive type { errors, That 1s, using the
models evaluated here, the researcher will detect low discretionary accruals when earnings arc
low and high discretionary accruals when earnings are high, cven if the cause of the earnings
management is not the stimulus investigated by the researcher

The evidence intable 3 suggesis that before attributing causanon to the investigated stimulus,
the researcher should ensure that the results are not induced by omited vanables correlated with
earmngs performance. Holthausen et al (1995) iHustrate this point in their extension of Healy's
{[985) paper on cxccutive bonus plans, They conclude that Healy's tower bound results are
induced by the correlation between hrs partitioning variable and eamings performance and that
Healy prematurely atiributes the earnmgs management to bonus plans. We provide further

discussion of this problem in secnion VL

The second twy samples of firm-yeurs are sclected on the basis of hugh cash from operations
and low cash from operations performance, respectivcly. Event time plots for these two samples
of firms are provided in figure 2. The middle plotis of cash from operations. As expected, the high
cash from operations sample climbs to a peak in yzar 0 and declines thereafter. The low cash from
operations sampie cxhibits the opposite behavior, falling to a trough m year 0 und improving
therealter. The bottom plotis of earnings, which follow a similar. though less pronounced pattemn
10 cash from operations. The top plot is of total accruals and is markedly differert from the other
two plots. In every year except for the event-year, total accruals are very similar for the two
samples. Inthe event-year, the fow cash from operations firms experience a sharpincrease intotat
accruals, while the high cash from operations firms experience u sharp decrzase in total acenuals.
The event-year acerual changes are oppusite in sign, but about half as large as the corresponding
changesin cash from operations. These results are congistent with the lindings of Dechow (1994),
who hypothesizes that this negative correlation results from the applicalion of the tmatching
principle under accrual accounting. Dechow's evidence suggests that the event-year accrual
changes represent nondiscrenionary aceruals that are made with the objective of climinating
termporary mismalching problemsin cash from operations. if matching is the cause of the negaive
correlation, then a well specified inodel of nondiscretionary accruals should control for this effect.
However, the resuits in table 4 indicate chat existing inodels do nnt completely control for tns
negalive correlation.
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Table 4 reports the proportion of type 1 emors for the high and low cash from operations
samples. Panel A indicates that the low cash from vperations sample generates type | errors that
are all significantly greater than the specificd test levels for the null hypoihesis that camings

- management % 4. For axample, at the five perceat test 16ve] the Tejection frequencies range fram
alow of 32.9% for the DeAngelo Model to a lugh of 46.7% {or tae Healy Model. This stems {rom
the regulanty documented in figure 2 that firms with low cash from operations tend 10 have high
total aceruals, The opposite problem is obscrved - when testing the aull hypothesis that earnings
management 2 0. Because total aceruals tend to be high, discretionary accruals gencrated by the
various models tend to be high, and the frequency of type 1 errors tend v be lower than the
specified test levels.

Panel B of table 4 veporis results for the high cash from operations sample, Recall that the high
<ash from operations sawmple has low total aceruals in event year 0. The results for this sample
indicate that the null hypothesis that carnings management < ) tends i0 be under-rejected relative
to the specificd test levels, while the null hypothesis that earmngs management 2 0 tends 10 be
over-rejected. The over-rejections are tost senous for the Healy Model, S6.0%. These results
iNlustrate the problem faced by Healy (1985) in lus upper bound tests. Healy hypothesizes that the
cxecutives of firms in which cash from operations exceeds the upper hounds stecifiedin theirtop
executive bonus plans manage eamnings downwards. However. pane! B illustrazes that estimated
discretionary accruals gererally tend to be fow for firms with high cash flows. The upper bound
tesults reporied in Healy's table 2 are therefore likely 10 overstate the amount of curnings
managerment that takes place at the upper bound. Healy recognizes this potential problem ancd
controls for it through the use of a comrol sample in his table 4 resuhts.

More generally. any carnings management study m which Ihe stimulus under investigation
is correlated with cash flow performance is likely to produce musspecified tests. For example,
Gaver et al. (1995) replicate Healy's iower buund results using nondiscretionary earnings to
classify firms relative to the lower bounds specified in their executive bonus plans. Gaver et al.
measure nondiscretionary earnings as the sum of cash from operations plvs nondiscretionary
accruals, as generated by the Jones model. The resulting measure of nondiseretionary earnings
is highly positivety correlated with cash from operations {the mean Pearson corvelation excesds
1.8): Thas, their tests are likely to sutfer from the nusspecification demonstrated in panel A of
table 4. In particular, the fower hound sample is biused toward rejecting the null hypnthesis that
discretionary accruals ase less than or cqual to zero in favor of the alternative hypothests that
accruals are managed upwards. This result is documented by Gaver et al. and attribuled 1o
managerial "smoothing” of earmings.

Samples of Firm-Years with Artificially Induced Earnings Management

The results of the simulations using artificially induced earmngs management are summa-
rizedin figures 3 and 4. Figure 3 provides information coti¢érming bias imthe estimates of earnings
management produced by the competing models. For the sake ot parsimeny, we provide plots for
only three models: the Healy Model; the Jones Model; and the Modified Jones Mode!. The results
for the DeAngelo and Industry models are indistinguishable to those documented for the Healy
and Modified Jones models. For each model and for each assumed source of earnings manipu-

ln additional tei1s (not reponed) we reestimated the 1able 4 results using the Gaver e: al. (1995) measure of
nondiscretionary earmings in place of cash from opesanons, The resulis confirm that the low nondizerAonary carfings
sample over-rejects the null hypothesis that d:scretionary accruals are less thanos equal te 2¢r0n favor of the alternatve
hypathesis that they are greater than zero, For example, the fenes model (which 15 used by Gaver et al ) wegects the null

hypothcsis that caonings managernent 15 fess than or equal 10 zere 37 1% (17 4%) of the time using a five percent {one
percent) tesi level
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TABLE 4
Comparison of the Type I Errors for Yests of Earnings Management Based on
Alternative Models to Mcasure Discretionary Accraals. Percentage of 1000 Firm-Years
Randomly Sclected from Firm-Years in thc Lowest and Highest Decile of Cash Frnm.
Operations Performance for which the Null Bypothesis of No Earnings Manngemcnt is

Kejected {One-Tailed Tests).
Null Hypothesis Earnings munagement <0 Earnings maragemeni = 0
Test Level: 5% 1% 5% 1%

Panel A. Lowest decile of carh from nperations performance

:{:;‘:y Hodel: 467% 2419 1.2%"* 0.3%""
f):c/::' i 329%™ 124" Wi 02"
\J(::: 1 429" w2t 1.2 05
tﬂ'lt:sillﬁed Jones Modet: s g Ly 05
l’,:(el:tr T 450" ma** 12 02**
Panel 3 Highest decife of cash from vperaiions pedformance ) o

ﬁee‘:’ny i g 0.0%”" o0%™" 50.0%" " 239%""
?::: P 0.5 01" 26" 124
f:::{‘ podet 03" o™ 462" 19.0"
gzj'ﬁed Jones Modei: st o soa® 10‘3“
x’f:i:m Hodel 07 00" 457 219*

* Signihcantly difrmni -fm;n the specificd test level at the § percent level using a two-tatled Binomial test.
** Sigmficantly differcnt from the specified iest level at the ! pereent Jevel using 2 two-tailed binomial test.

lation, we provide a plot of detected camings management{ verticat axis) agai nstindutlzcd eamings
management (horizontal axis). Since our simulations are based on a large numbet of mdepenficm
observations, an unbrased esturtator is expected to result in a 45 degreeline (i.¢., detected eamings
management is expected to cqual induced camings management). In Fﬂch graph, the ﬂ":m ],m:
represents the 45 degree line that would be generated by an utibiased estimator, and the thick line
represents the results of our simulations. . :
The first column of graphs provides resulls for artificially induced expense mm-lpulauon.
The thick line lies atop the thin line in all cascs, indicating that all models pmvid? unbiased 1ests
of expensed-based camings management. The sccond column of graphs provides results fur
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artificially induced revenve manipulation. [t is evident that the estiiates of carnings management

provided by the Jones Model are biased downward. The change in revenue is uscd as an

independent variable 1o extract nondiscretionary accruals 1n the Jones Model, thereby extructing

part of the revenue-based eamings management. The magnitude of the hias indicates thay

approximately one-quarter of the induced camings management is not detected. The Modified

Jones Model does not suffer from this bias. The third and final column presents the results for

artificially induced margin manipulation, Again, only the Jones Model prodices biased estimates

of discretionary accruals. The downward bias is approximately one-third of the induced earnings |
management and is more serious than for the case of reverue manipulation because margin 7
manipulation requires a larger amount of revenuc management for & given amount of eamings

management.

Figure 4 provides information soncerning the relative powzr of the altemnative modecls for

detecting earnings management. These graphs ploi the frequency witli which the null hypothesis

of no carnings management is rejecied (vertical axis) against the inagnitude of the induced

nm_d:_mm management (horizontal axis). A separaic graphis provided for each modei and foreach

assimed source of carnings manipulation. Ail rejection rates ure compuicd at the five percent

levetusing aone-tailed test. ' The [irst graph reports the power function for the Healy Model! (thin

line). Healy's power function 1s also provided in the graphs of the semaining models to provide e
a benchmark for cvaluating their relauve power. The pawer functions for the fematning models

are presented using the thicker lines. }

The fiest column of graphs provide the power funcrions for expense manipulation. The

-DeAngelo Model {ics substantially below the Healy.-Model hecause-the standard crrars of the
estimate of eamings management (1able 1) tend to be significantly higher for the DeAngelo
Model, The Jones, Modified Jones and Industry models are ail shghtly mere powerful than the
Healy Modcl. Again, this arises beranse they have slightly lower standard errors. Though it s not
readily apparent from the graphs, the Jones and Maodified Jores models are more powerful than
the Healy and Industry modes for a}] {evels ofinduced eamnings management. The second column
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management and correspondingly reducing thé power.of tho test. The Modificd Jones Model
continues 1o dominate the other madels. The third and finzl column provides the results for
margin-based earnings management. The only significant change in this column s that the power
of the Jones Model drops even Turther due to the downwardly biased estimate of earnings
management. The Modified Jones Model still dominates all the other models, althcugh it only

dominates the Industry Model by a small margin. It should, however, be noted that the odds are |
stacked in favor of the Industry Mode!. We have implicutly assumed that earnings management -
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Dechow, Stoan, and Sweeney—Detecting Farmnings Management 219

Sample of Firm-Years in which the SEC Alleges Earvings arc Overstated

Figure 5 provides event time plots of total acoruals, cash fronioperations and eamings for the
sample of 32 firms alleged by the SEC to have overstated carnings. Year 0 reprasents the year in
which the SEC alleges that earnings are overstated.' To provide a benchmark for comparison,
plors are also provided for the sample of 1000 randomly selccted event-years. The plot of median
wial aceruals indicates thataccruals are abnormally high in the years leading up to and including
year 0 and are abnormally low thereafter. The fact that total accruals are higher for the SEC sample
relative to the random sample in cvent-year 0 is consisient with the joint hypothesis that ota!
accrals measure discretionary accruals and that discrelionary acciuals are positive. The plot also
reveals a sharp decline in accruals in cvent year one, which is consistent with the managed
accruals reversing. )

The cash from operations plot indicates tnat cash flows tend to be slightly lower than normal
for the SEC sample. The earnings plot indicates that eamings are close (0 the random sanple in
the years up to and including event-year 0, and substantially lower thereafter, Thus, the
abnormally high accruals inyears —5 through 0 have the cffeet of masking the lower cash flows
and inflating reported earnings. This is consistent with management attempting 1o delay a decline
in reported earnings through accrual ruanagercent.

Table 5 summarizes the results from tests of eamings management using the alternative
models to generate discretionary accruals. For each mode! of discretionary ‘accruals, the table
reports deseriptive statistics on the estimates of earnings management, their standard errors and
1-statistics, along with the aggregate Z-statistic. The Z-statistic is positive and highly statistically
significant atconventional levels for all five models, supporting the hypotiresis that carnings have
been managed upwards. The statistic is the largest for the Modified Jones Model 15,76) followed
by the Industry Modet (5.00), the Healy Model (3.90). the Jones Madel (3.69) and the DeAngeto
Model (2.88). A comparison of the point estimztes of eamings management ang their associated

-standard errors permits-the-source of the differences in the Z=staiistics to be éxamined. The Jones
ant Modified Jones Models have standard errors that are rnarkedly lower than the other models.
This reinforces our previous findings from table L (hat the Jones and Modified Jones Models are
more successful at explaining variation in accruals. The Jower standard errors explain the source
of their power. The Jow power of the Jones Model relative to the Modified Jones Model stems
from its smaller estimates of carnings management. These smaller estimates are consistent with
the SEC sample including fimis that overstate reventies and these overstatemenis not being
detected by the Jones Model. This reason is investigated in mire detail in teble 6. Finally, the
relatively high Z-statistic for the Industry Model stems from a combination of a high peint
estimate of eamings management relatrve to the Jones Model and 3 low standard error relative to
the Healy and DeAngelo Models.'* "

*Some firms are alleged lo have overstaled earnings for two or more consceutive years, [n figure 5, cvent year 0 pools
across all observations for which overstatement is alicged, event year I is the year prior to the first year w which
overstatement is alleged, and event yeas + 4 is the year following the last year in which overstateinent is alleged. Note
thatinthe regression analysis, PART 1s coded us one in years when carnings management is aileped and zero otherwise.

'*Firms subsequently restare carnings in 29 of the 56 firm-yeass in which eamings overstatement ig alicged by the SEC.
These 39 observations provide us with an opportunity ta investigaie the extent nf eartings managerment detected by the
modeis compared {o that identified by the SEC. The mean {median) restatemant 15 4.6 (2.3)% of assets. The mean
(median) detected eamnings management as a percent of assets for the Healy Model is 14.7 (3.6); the DeAngelo Mode]
is 14.6(2.3); the Jones Modelis 10.5(5.3); the Modified Jones Model ts 15.9 (7.1): and the Indusury Model is 15.4(3.1),
These results are consistent with exther (i) the SEC identifying or requiring only & subset of the total carmings

management to be restated by the fipns; or iii) the models systematically overstating the magnitude of carnings
managemens in this sample.
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FIGURE 5
Time Series of Mediant Annual Total Accruals, Cash From Operations and Earnings all
Standardized by Lagged Tota) Assets. Year 0 js the Year in which the SEC Alleges that
the Firm has Qverstited Earnings. The SEC Sample Consisis of 32 Firms Identified by
the SEC for Overstating Annual Earnings. The Rondom Sample Consists of 1000
Randomly Selected Firm Years.
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\r'"

TABLE S5~
Resuls of Tests for Earnings Managemeat Using Alternative Models to Measure
Discretionary Accruals. Sampie of 32 Firms Targeted by the SEC in Accounting
and Auditing Enforcement Releases (A AERs) between 1982 and 1992 for
Allegedly Overstating Earnings.

Mode! Standard Lower Upper
Mean Dewiatran Quart:le Median Quartile

Healy Model:

CATMNES Management 0.236 0.475 5022 0.058 0.258

standard ertor 0.205 0.255 04084 0.126 0.207

t-statistic 0.760 1310 0258 070 .
Z-statistic = 3_90“ .

DeAngelo Model:

earmings management 0.27% 0.581 ~0.011 0.089 0.310
standard error 0.269 0.277 (R 0].] 0.168 0.279
t-statistic .. 0.564 0.907 (LOBS oL 0487 1.224

Z-sigtistic = 2.48""

loes Model:

carpings managetient 0.138 U374 ~0.023 0.061 0.172
standard ertor 0.154 0183 o07% 0.103 0153
1-stalistic 0754 1414 —0.165 0 a78 1.744
Z-siatistic = 3.69"* o T S

Modified Jores Modei:

eamings management 0.17) 0333 0.002 0.083 0.284
standard error 0.136 0103 0.070 0.106 0.156
t-statistic 1.193 1.991 0.G86 0.895 2.020

Z-statistc = 5,76~

Industry Model:

eamings management 0218 0418 ~-005 0.0907 280
= stangard error = 0198 0.257 e OBT3 e 0123 0.227
1-statistic 0972 1,493 ~0.123 [.N38 1.488

Z-statistic = 5.00""

Notes:

Eammgs management represents the estimazed cocfficicat on PART, (b ). from frm-specific regressions of DAP, =
A+ b PART, + ¢ ; where DAP is the measure ofdlstmuoncu-y sccrualy pmduccd by each of the models and PART s
an lndlcnlor va.mb}c cqual to 1 :n a year in which ized 10 ocrue i responsc 1o the
stimulus identificd by the researcher and & ofherwise, Standasd error s the slnm.l.nnd eworof the coelfscient on PART for

each of the regressions and t-statistic is the 1-statistic testing the null hypothesis that the coefficiert on PART 1s equal (o
ZEI‘U

" Significantly different from zero at the 1 peroeat level using a iwo-tailed tezi.
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TABLE 6

Results of Tests for Earnings Managemen{ Using Alternative Models to Measure
Discretionary Accruals. Comparison of the Jones and Modified Jones Models on the
_ SEC Sample Stratified by the Source of the Alleged Earnings Overstaternent. Sample
of 32 Firms Targeted by the SEC in Accounting and Aaditing Enfoircement Releases
(AAERS) between 1982 and 1992. .

Standard Leeer Upper
Model Meun Deviation Qreartile Medumn (uartile

Panel A: Sample consists of 18 firms managing reveines

canings management 1L.3005 0.185 ~-0.030 0038 0.095
Z-statistic = 1.56

Modified Jones Model:

eamings management 0.091 0,288 0.009 0.074 0.183

Z-statistic = 388"

Fanel B: Sample consists of 14 firms not managing revenues

Jones Model:

eamings management 0.210 0482 7 0017 T 0122 0513
Z-statistic = 3.80""

Modified Jones Modei:

eamings management 0.274 0.368 -0.005 Q.118 0515

Z-statistic = 4.31**

Notes:
Earni_np Mmanagement represents the estimated coefficient on PART, { b, ), from firm-specific regressions of DAP, =
a, +b, PART, + ¢, where DAP is the measure of discrenonary accruals producsd by each of the modets and PART 15
an indicalor vasiable cyual 1 1 in a year in which carnings managemenl 1¢ hypothesized 1o oceur in response o the
stimulys identificd by the researcher and 0 otherwise

**Significantly different from zero ai the § percent level using a two-taled tesq

Table 6 provides an analysis of the impact of revenue-based earnings management on the
performance of the Jones Model. The sample is stratified by the snurce of the earnings
overstatement that is alleged by the SEC, Fifteen of the sample firms are accused of overstating
revenues alone. A further three firms are accused of overstating revenues in combination with
understating expenses. The remaining 14 firms are accused of undersiating expenses. We form
two samples consisting of the 18 firms that are alleged ro have overstated revenues and the (4
firms for which no overstatetnem of Tevenues is alieged. Table 6 reports the results of tests for
carmings management appled to cach of these Lwo samples using the Yones and Modified Jones
Models.

Panel A of table 6 reports the results for the sample for which revenue overstatements are
alleged. The Z-statistic of 1.56 lor the Jones Model is insignificantly different from zero at
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<onventional levels, whité the Z-staustic of 3.88 [61"the Modified Jones ‘Mode! is highly
significant. Inspection of the earmings anagement estimates tor these two models indicates that
the higher Z-statistic for the Modified jones Model results from substantially larger estimates of
camings managemeni. The mean (median) estimate of eamings management is 0.5% (1.8%) of
lagged asscts for the Jones Model and 9. 1% (7.4% ) of |sgged assets forthe Madified Jones Model.
Panel B of table 6 reports results lor the sample for which no revenue-based overstaiernents of
camings arc alleged. The Z-statistics of 3.80 tor ihe Joncs Model and 4.31 fer the Modilied Jones
Mode! are similac and statigticalty significamt. Further mspection reveals that the eamings
management estimates are also very similar. Thus, consistent with the results from our artificially
managed samples, the two models uppear 1o perform simifarly o detecting expense-based

* carnings management. OVerall, the rexults in table & providé confiomatory evidence that the
Modified Jones Model is more powerful than the Jones Model in the presence of revenue-based
earnings management.

The results in tables 5 and 6 provide descriptive evidence on the reiative performance of the
alternative models for measuring discretionary accruals. The tesults in table 7 divectly investigate
the frequency of type I errors for the competing models. Takle 7 reponts the proportion of the
firms in the SEC sample for which the null hypotbesis thay discrelionary earningy is less than or
equal to zero is rejected. [Titis assumed that all modcels are weil specilicd snad that the SEC has
correctly dentificd firms that munaged carnings, then the proportions of tejections in table 7
provide estimates of the refative power of the tests. The results indicate that ihe Modificd Jones
Model rejects the null hypothesis mast frequently, Tollowed by the industry Modcl, ihe Jones
Modet, the Healy Model and the DeAngelo Model. These runkings correspond closely o the
rankings of the power functions vbtained in the simalation tesis and remnforce the documented
supertorily of the Modified Jones Model.

VI. CONCLUSIONS AND IMPLICATIONS

This paper evaluates the ability of aliernative models to detoct earmngs mapagement. The
results suggesi that all the models considered appear to produce reasonably well specified tests
for a random sample of event-years. However. the power of the tests is low for ~amings
management of econormcally plausible magnitades. When the inodels are applicd 10 samples of
firm-years experiencing extreme financial performance, all models lead to misspecified tests. In
this respect, our resulls highlight the conditions under which nusspecified tests are hikely io arise,
However, we hasten ro add thal establishing the extent to which the resulis of an existing study
are misspecilied requires a detailed reexamination of that study (c.g., Holibausen et al.’s [995
reexamination of Healy 1985). Finally. we find that a modified version of the model developed
by Jones (1991) provides the most powcrful tests of eamnings management,

The findings in this study provide three major implications for research on eamings
management. First, regardless of the model used to detect earnings management, the power of the
tests 1s relatively low for camings management of economically plausible magnitudes. Subtle
cases of eamings management inthe order of, say, one percent of to1al assets require samyple sizes
of several hundred firms 10 provide a reasonable chance of detection. Oue analysis has focused
primarily on documenting the propertics of existing medels. Further research to davelop models
that generate betier specified and more powerful tests will further enhance our ability Lo detect
_ eamnings management.'®

"“Preliminary work in this direction ts conducied by Beneish (1994),
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TABLE 7

Comparison of Tests for Earnings Management Bascd on Alternative Madels to
Measure Discretionary Accruals. Percentape of Firms that are Aileged by the SEC to
have Overstated Earnings for which the Null Hypothesis of No Egrnings Management

is Rejected (One-Tailed Tests). Sample of 32 Firms ihat are Targeted by the SEC in
Accounting and Auditing Enforcement Releases (AAERSs) between 1982 and 1992,

Mode! Tesr level af 3% Test {evel nf { %

Healy Model: . .
L-test 12.59% 6.3%

DeAngelo Modei:

I-test 9.4 1.0
Joney Model:

tetest IEE 4 63"
Modified Jones Model.

Leest 28.1*” 12,5
Industry Model:

test 184" 94**

* Sagnificantly different from the specified test level af the 5 rercent level asing a twe-tasled binomial west.
“ Significantly different tram the specified tesi levnl atdhe § percent levei using a two-taled binomial test.

Second. if the earnings management partitioning vaciable 18 correlated with firmy perfor-
mance, then tests for eatnings management are potentially misspecified tor all of the models
considered. Pertinent measures of {irm performance include camings perfoimance and cash from
operatiens peiformance. Two recommendations can be made when faciag this problem. First, the
rescarcher can evaluate the nature of the misspecification and conduct a gualitative assessment
of how it affects statistical inferences. For example, the nature of the pcrformance-related bias
may he such that the coelficicnl on the eamings management partitioning variable is negattvely
biased, while the researcher’s hypothesis predicts a positive ceefficient. Thus, if the researcher
finds a significant positive coefrictent, it would he reasonable 1o conclude that the hypothesis 1s
supported, since the misspecificztion works against finding the resvit. Second, the researcher can
attempt to directly control for the performance related misspecification. Possible approaches
include the use of a contrel samplc (e.g., Healy 1985), inclusion of firm performance in the
eamings management regression (e.g., DeAngelo et al. 1954) or some other form of analysis of
variance that controls for firm performance (¢.g., Holthausen et al. 1995).

Finally, it is important 1o consider the relation between the context in which eamings
management is hypothesized and the mode} of nondiscretionary accruals that is employed,
because the model of -nondiscretionary accruals may-unimentionally exiract the discretionary
component of accruals. For exanple, if the Jones Model is used in & research context where
discretion is exercised over revenues, then it is likely to extract the discretionary component of
total accruais. Similarly, if the Industry Modcl s used in a rescarch context where tntra-industry
correlation in discretionary sccruals is expected, then it is likely to extract the discretionary
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component of total accruals. Consideration of the. sample details should belp avoid the use of a
meodel of nondiscretionary accruals that unintentionally exiracts discretionary accruals.
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Accounting Choices of Issuers of .
Initial Public Offerings*

JOHN M. FRIEDLAN York University

&

Absiract. Because there are no market-delermined prices for IPO shares before
they sre sold to investors, issuers and underwritcrs must use nonprice information
about the firm 1o set the offeriog price. Accounting-based measures are frequently
identified as particularly eseful in valuing uutraded securities. This paper reports
evidence that PO issuers make income-increasing discrelionary aceruals in the
finangial released before the offering. This evidences is consistent with
the hypotliesis that issuers believe that financial staterment information affects IPO
offering prices.

Réswmg. Les actions émises dags le cadre d’vn premier appet public I'épargne
n'ayant'pas de prix fixé par Je marché avant d'étre vendues aux investisseurs, les
émetteurs el les prencurs ferme doivent utjliser I'iaformation relative 4 I'entre-
prise n'ayant pax trail au prix pour établir le prix d'émission. Les mesures d'orig-
ine compiabie sont sonvent considérées comme étant particulitrement utiles dans
Pévaluation de valeurs mobilitres non encore négociées. L'auteur démontre qus

dans lés €tats financiers qu'eiles publicat avant 'émission, Jes entreprises gui -

procédent A un premier:appel public 3 I'épargne traitent les charges abonnées sur
Iesquelles elles exercent un pouveir discréti ire de fagon 2 b les béné-
fices. Cette copstatation est conforme 2 Phypothése selon laquelle les émettenrs
estiment que I'information conlenue. aus les élats finandists a uoe incidence sur le
cours des actions émises dans le cadre d'un premier appel public a I'épargne.

The price at which the shares of an initial public offering (TPO) are sold to
investors.has a sipeificant effect on the wealth of the issuers of the securi-
ties. Unlike most equity transactions in capital markets, there is no market
price available to refer to when issuers and underwriters set the price of
an JPO or-when investors consider investing in it. Therefore, the offering
price must be set and evaluated using nonprice information about the

*  The author thanks Petc Dykes, Steve Scfeik, David Burgstabler, Jim Frederickson,
Lauren Kelly, Elizabeth Mayaes, the ! and especially Jon Karpoff
for their helpful comments. Special thanks to.Professor Jay Ritter at the University of
Ulinois for pmviding his darabase of fmn:l:.mg initiaf pu}b_lic offerings. The author
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Couacil of Cadada, and the York-CGA Accounting Rescarch Program.
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firm. One source of information comes from. the financiai statements pre-
sented in the prospectus. Evidence indicates that financial statement infor-
mation is an input into the pricing of TPOs (for example, see DeAngelo
1988h; Bloch 1986; Perez 1984; Hughes 1986; Titman and Trueman 19865;
and Krinsky and Rotenberg 1983). The apparent association between
financial statement information and the offering prices of IPOs suggests
that issuers have incentives 10 exercise accounting discretion to increase
the proceeds from their offerings.

This study examines whether IPO isSueis exercise zccounting discre: -
tion by making income-increasing discretionary accruals in the financial
statements:that are included in prospectuses. Tests are conducted using 2 -
modification of the accrual-cstimation method developed by DeAngelo
(1986). The-modified method adjusts for the growth in accruals that is
associated with the growth of the IPO- firms. The results support the
hypothesis thai issuers make income-increasing accruals before going pub-
lic. It is found that when interim financial statements are the most current
statements i prospectuses, issuers make income-increasing accruals in the
interim statements but dot in the most-current annual statements, [n con-
trast, firms for which the annual statements are the most current-account-
ing information in. their prospectuses make income-increéasing accnials in
the anaual statements. These results are consistent with other findings
that show that financial statement preparers manage their statements o
influence the effect of accounting based contracts on wealth distribution
(see, for example, Healy 1985; DeAngelo 19884; McNichols and Wilson
1988; and Moyer 1990). )

The remginder of {he paper is organized as follows. ‘The next section
examines the relationship between accounting information.and the pricing
of IPOs. The third section outlines the method used 1o estimate. discre-
tionary, acgruals'made by-issuers. The following section describes the sam-
ple; and-the next section presents the empirical results. The paper con-
cludes with s summary. ' .

‘The role of mpcounting information in pricing IPOs
Witen a fiem goes public, no market-determined price is available until
aftgr:the shares aze sold 1o jnvestors. As a result, issuers and underwriters
must use nonprice information about the issuing.firm 1o set an offering
price, and investors. must use nonprice information to determine their
demands. R

Oric of the factors used by underwriters to price IPOs is information
in the financial statements of issuing firms. DeAngelo (1988b) reports that
of the major alternative valuation approaches available for issuances ol
publicly traded: equity, the most common are approaches that develop a
relationship bétween open-market. prices and -accounting variables by
comparing similar firms. In the comparable-firms approach, the uader-
writer uses comparable firms’ price-earnings ratios as a statting poiot to
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determisie an earnings multiple {0 apply to the IPQ firm’s earnings. Bloch
(1986) and Perez (1984) provide anecdotal evidence that supports
DeAngelo’s finding. Also, analytical models by Hughes (1986) and
Titmian and Trueman (1986) suggesl a relationship between findncial
statement information and the pricé of ¥POs, and empirical work by

Kritisky and Rotenberg (1989) shows a relationship between the pre—lPO

accountmgmeasure of total assets and the offgring price of FPOs.1 -

There is also evidence of a relationship between financial swteme;nl-

information i prospectusés and the prices of IPO shares in the immediate
aftermiarket. Kicia (1989) presents a valuation model for IPOs and finds

evidence of associations between accounting numbers in prospéctuses, -

mdudmg earnings and revenue, and the market value of IPOs ong week
after the initial trading date, Clarkson, Doatoh, Richardson, and Sefcik
{1992) find a positive relationship between an earnings signal and the mar-
ket valué of IPCs. Because financial statement information in prospec-
tuses appears 10 be ‘associated with the prices of the securities in the after-
market, it is reasonable 10 expect that these data are used to set the
offering prices of IPOs,

For many investors, the prospectus is likely the most cost-efficient
means of obiaining informaticn about an IPO. The prospectus is the only
document that can be distributed by the issuers before the effective date
of the registration statement, and because most IPC firms are small, often
little information is:readily available from other sources for investors to
evaluate; and a laege part of the prospectus is the financtal statemeats.

For isseers to act on incenfives to manage accounting information,
they must believe that underwriters and investors cannot fully detect the
extent and implications of all accounting choices and adjust for them. This
is a reasonablc expectation g'ven the nature of accounting information.
Preparation of periodic accousnting reports requires judgment by prepar-
ers'whea choosing among acceptable alternatives under generally
secepted accounting principles (GAAP). Fully adjusting for all accounting
choices is difficult and costly for underwriters because it requires (1)
knowledge of what accounting information the market will value and how
it will value the information, (2) knowledge of all the accounting choices
made by the issuing firm, (3) being able to discriminate between oppor-
tunistic accounting discretion and accounting discretion exercised Lo com-
municate issvers’ private information (Holthausen 1990), and (4) knowl-
edge of the accmmting choices made by the comparable firms, Thus, nol

" fully adjusting issuers® financial statements for all accounting choices may
be the most efficient and cost- effecuve way for underwriters to use the
information.2

Investors may be similarly influenced by tssuers’ accounting choices. 1t
investors use accounting information in deciding to purchiase IPOs but are
unable to fully disentangle the accounting information cortained in

prospeciuses or are unwilling to incur the cost of doing 5o, investor demands -
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may be influenced by the accounting choices of issuers. Even though
iavestors may be aware that issuers can manage accounting information, the
costs of determining the extent of m:ounmig discretion may make it unde-
sirable for them to do 50. If by exercising accounting discretion issuers influ-

- ence the buying decisions of some investors, a higher offenng price can be

obtained without impairing the probability of selling out the issue. -,

The need to determine an offering price before trading begins in the
aftermarket and the apparent use of accounting earnings in determining an
offefing price establishes incentives for issuers to exercise accounting discre-

_tion before going public. Thus, the main hypothesis tested in this study is

whether issuers of IPOs exeycise accounting discretion to increase reported
net income by making income lncreasmg discretionary accruals in the pen— ‘
ods before going public. Also tested is the behavior of earnings in the peri-
ods before going public. Earnings are likely increasing before the IPO even |
if tssuers do not exercise accounting discretion before going public because
the need to raise capital in the equity market is related to the success of the .
business—success that should be reflected in its accounting earnings. Thus,
income-increasing accruzis add 10 the expected increase in real earings in.
the pre-IPO periods. The behavior of cash flow from operations is also
examined in the tests. It is not possible, however, to make a prediction
about the. direction of the change in cash flow from operations in the peri-
ods before poing public because of the conflicting effects of increased prof-
itability and the nieed for growing firms 1o invest in current assets to support
expanding operations. Increased profitability produces posmve cash flow,
whereas investment in current assets consumes cash.

—————d

Estimation of discretionary sccrualy .
The estimation of discretionary accruals is based on the method devel-
oped by DeAngelo (1986), The method compares accruals in a test period
with accruals in an earlier beachmark period and attributes deviations
from the benchmark measure to accounting discretion. DeAngelo’s model
assumes that the nondiscre(ionary component .of accruals follows a ran-
dom walk and, thus, the change in total accruals between the benchmark
and test penods is assumed to be due to the exercise of accounting discre-
tion, However, the random walk assumption is not valid for IPOs because
these firms tend to be growing. The growth should affect certain aspects of
firms’ operatios, including accruals. If growth is ignored, a change in total
actruals in the test period that is attributed to preparer discretion may in
fact be due 1o changes in nondiscretionary accruals caused by growth. This
may lead to incorrect conclusions about the exercise of accounting discre-
tion by preparers of financial statements.

-The modei presented here assumes that the change in total accruals
between two periods is composed of two components: (1) the change due to
firm growth and (2) the change due to incremental discretion by issuers.
When a firm grows, the amount of nondiscretionary accruals and the pool of
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available discretionary accruals should grow as well For example, consider a
firm that doubles in size from sales in year 1—1 of 310,000 to sales in year r of
$20,600. Assumie that total accruals also double from year (—1 to year 7 from
$1,000 to $2,000. If growth is ignored, the increase in total accruals could be
attributed to discrétion when in fact no discretion may have been exercised,
because the increase in accruals is proportional to the increase in sales.

To control for the effect of growth on total accruals, a model that
assumes a constant,proportionality between total accruals and sales in suc-

cessive periods is used.3 The amount of total accruals that is attributable

to discretion. is the difference between total accruals in the test period
standargdized by sales in the. test period and total accruals in the bench-
mark period standardized by sales in the benchmark period. Formally,

" Discretionary Total aceruals,; peviod
] = T e poriod
A "benchmark period SﬂIGIm'p‘riod

Fowal accrualsyenmark period
Sales,,.,

peviod

As in-DeAngelo (1986), total accruals are assumed to be net income
before exzmordmary items minus cash flow from operations. Cash flow
from operauons is estimated by adjusting working capital from operations
as Teporied in the statement of changes in financial position in the IPO
prospectus for changes in all current operating accountants.

The empirical fests zeported in the empirical results section test the
hypothesis that discretionary accrals are greater than zero. Using the facts
described in the example above, if from year t-1 (benchmark period).to
year 7 (test period), the firm grew by a factor of 2 and total accruals also
doubled, no incremental discretionary accruals woutd be observed in year ¢

Total Total .
accruals,  accruals_, | | 2,000 1,000
Sales, Sales, 20000 10000 |

Because the ratio of total accruals.to sales did not change, there are no
new dlscreuonary accruals in the accounts. In contrast, if in year 7 total
accquals increase to $2,100, then ae income-increasing discretionary
accrual is observed

2100 1,000
20000 10,000 = 0005
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Other techniques have been developed to estimate discretionary
accruals. Jones (1991) uses a time-series approach by regressing total
accruals bn variables expectéd to explain the noudxscrenonmy accruals.
IPO prospectuses do not provide a long enough time series of data to
employ Jones’ model. Moyer (1990) and McNichois and Wilson (1988) use
a cross-sectional approach on specific industries: In this study, however,
there is heterogeneity in industry repmscmaucn. Beatty and Verrecchia
(1989) examine manager response to a mnndatory accounting change and
develop & model that compares the standardized deferred tax flows in
adjacent periods with an as-if model of deferred tax flows had accruals not -
been managed. Beatty and Verrecchia's model is not applicable to this
study because the information necessary to estimate the as-if deferred tax
flows is not available. Thus, the modified DeAngelo (1986) model
described in this section is used.

An alternate model for estimating dlscreuonary accruals is to stan-
dardize: by change insales rather than sales. It can be argued that change
in sales is a more appropriate deflator because the change in accruals that
is related to changes in cirrent operating .accounts is proportional to the.
change in sales, not 1o the sales level.4 The validity of the original model
versus the alternative model depends on the assumption made about the
accrual-generiting process. Also, interpretation problems exist when the
change in sales. approaches zero. Nevertheless, the alternate model has
considerable merit, and using it acts as an additional control for the model
developed above. The results of the alternate model are found in the end-
notes to the-results section.

" Sample selection

The firms used in the tests of accrual management were drawn from a
sample of 277 IPO firms that {1) went public in the United States between
1981 and 1984, (2) issued their shares using firm commitment contracts,.
(3) were not in the financial, insurance or real estate industries (SIC codes
6000-6999), and (4) were in industries with large numbers of IPOs.3 Firms
were dropped from the sample if they did not have at least two full fiscal
years of operations before going public. As described in the previous sec-
tion, the tests of accrual management estimate- discretionary accruals by
examining total accruals in the last two years-before going public. If the
next-to-last year is not a full operating year, the accruals tests are not valid
because: total accruals estimate€ for the next-to-last year is not 2 good
berichatark. That is, any difference between éstimated total accruals
between the two years may be due to the next-to-last year not being a

" complete operating year. By using a two full-year requirement, I dropped

from the sample all firms in the development stage. Based on these crite-
ria, 217 finms in 12 industries (three-digit SIC codes) were available.

Firms were then discarded if the fipancial statements in last and next-
to-last years before going public were not comparable, Financial state-
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ments were considered noncomparable if a firm (1} acquired another firm
in either year and the acquisition was accounted for using the purchase
method, (2) discontinued a line of business, (3) changed an accounting
policy or estimate for which the effects of the change were not reported
retroactively, or (4) changed its year-end. Four additional ficms were then
discarded upon examination of the prospectuses when it was found that
the firms, although not explicitly referred to as development-stage firmis,
were in the development stage based on the extremely low sales relative
10 costs and the description of the firms' business activities. Finally, one

firm was dropped because it provided incomplete interim data. The result:. .

ing sample contains 155 firms in 12 industries. Of these 155 firms, 107 pro-
vide interim ftnancial statements in their prospectuses. Table 1 provides
the distribution of three-digit SIC industries in the two test periods exam-
ined in the study. The 12 industries in the sample represent 58 percent of

all firms that went public between 1981 and 1984 using firm-commitment

comtracts.”
TABLE 1
Industry representation in the sample®
SIC " Test year =1 Test period = i+1
code  TIndustry name Number % Number %
138 Qiland gas field services 12 o778 075
283 Drugs o1 071 5 047
357  Office and computing
m-_ldlin&t - 11 071 5 047

366 Communications equipment 14 091 9 084
367 Electronic comiporents and ‘ -

. 2LCESSOTES 15 0971 13 -121

382 Measuring and conurolling
devices 17 110 14 131
384 Medical instruments and

supplies 13 084 9 084 .
451 Certificated air transportation 12 or7 6 . .056
508  Machinery, equipmentand -
_supplies . 12 o7 1 103
581  Eating apd drinking places 1 o 1w 093
137 C 1p vand datla pre i .
. setyices 15 097 7 066
739  Misceflaneons business services 1 or? 10 093
Total 155 1.000 107 1.000

* Industry distribulion of the firms used in the anpual sample and the interim sam-
pie tests. The 107 firmns in the interim sample are the firms in the annval sample
that provided interim financial statements in their prospectuses,
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Table 2 compares the sample firms with the population of firm-com-
mitment TPOs that went public between 1981 and 1984 for four variables:
sales in the last full fiscal year before going public, gross proceeds from the
issue, offering price, and number of shares sold. Mean sales for sample
firms is higher than for the population, although the median of the popula-
tion is higher. For the three remaining variables, the means and medians of
the population firms are greater than those of the sample firms. Tests for
differences in the means of the population and the sample indicate no sig-
nificant statistical difference between the two groups in any of the-four
variables. These results suggest that the sample firms are similar to the
comparable population of firm-commitment [POs (at least in the four vari-
ables discussed), despite the concentration of the sample in 12 industries.

Empirical results

Time periods . )
The time periods referred to bi the following discussion can be seen in
Figure 1. Firms make their public offerings in year 1+1. The IPO date is

TABLE 2
Comparison of sample firms with the population of [PO firms

: Standard .
Variable Mean- Median deviation Minimum Maxirhum

Sample of IPOs fssued betweer: 1951 and 1984 [z = 155]*
Salest 45513000 7407000 289082 45 3319535000
Grossproceeds 12490331 6,000,000 19863318 750,000 123,750,000

. Offering price 9348 9.000 5338 0100 23.000

Nuber of
shares sold . 1,486 550 762,860 3363,518 150,000 34,500,000

Population of IPOs issued between 1981 and 1984 [# = 1,066]%, § .
Salest  40,829400 9,665,500 159,316,000 0 3486020000
Gross proceeds 14,421,639 7,150,000 - 21,047,503 200,000 205,975,000
Offering price 9553 9.000 T 5631 " 0010 30.000
Number of

shares sald 1,973,251 1,000,000 7,045,185 100,000 152,250,000

*The sample was drawn tron: firms that madé TPO5 between 1981 and 1984, issied
the shares using firm commitment contracts, were nol in the financial, real estate,
or insurance industries (SIC todes 6000-6999) and were in industries making large
numbers of [POs.

5ales represents the 12-month revenue for the year before going public.

$The population is gl firms that made IPOs between 1981 and 1984, issued the
shares using firm commitment contracts, were not ini the financial, real estate.or
insurance industries (SIC codes 6000-5999), and did not issue units.

§Population data obtained from the database provided by Professor Jay Ritter.
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Figure 1 Time periods in accrua} management analysis

Year ! Year r+1

[ mtesim [ Iaterim ]
: period § period i+1
Yeuri-1 [ e Year 142 .
i 1 ———— "
Year- Year- Year- PO Year- Year- Time
ends—2 epd 2-1 endr  date ends+1 end +2

Finng go pablic duging year 1+ 1. The annual figancial taterents for the year 1 are the last
mtmna]mtmnhbefmetheﬂ'o The jaterim period i+1 ix a portion of year ¢+1
from the yrar-cid t to 2 date priar to the IPO. Period  is the same pexiod in year £ as period
i+1is in year (+1. Year t+1 contains the first yearend as a public company. Year ++2is the
Girst fuli fiscal year as a public company.

the date. that the Securities and Exchange Commission (SEC) allows the
‘registiation to become effective and the securities can be sold to the pub-
Tic. The last set of annual financial statements provided in the prospectis
is for yeart. Comparable information is available for year ¢—1, the next-
to-last full year before the TPO. Year 1 is the test year in the study, and
t—1 is the benchmark year. The interim statements provided by some
firms in the sample cover a portion of year £+1, before the IPO date, and

" comparative statements are provided from the same period int year £.-In

-tesis on interim information, the test period is i+1 and the benchmark
periodisi. .

Bescriptive duza

The model developed:in this paper to estimate dxscreuonary accruals. is
based: op the assumption that firms going public are growing. Evidence
supperting that assumption is provided in Table 3. The-table shows that
sampie: firms have mean sales growth between years r—1 and ¢ of 1.982

times (median 1.439) with 143 of the 155 firms (923 percent) increasing in.

size. Two-tailed Wilcoxon and s-tests of the hypothesis: that growth
between the periods is equal to 1-yield highly sigaificant results, resulting
in rejection of the no-growth hypothesis. The results are sumiar for the
interim period (see Table 3).8°

Tab]e 4 presents descriptive data for the 155 firms in the armual sam-

ple. and for the 107 firtas that provide interim financial statements for net v

income, total accruals, cash flow from operations, sales, and total assets.

Overview of tests
The next two sections report a series of tests mteuded to provide evidence
of earnings management by issuers of IPOs. This section prowdes an

10 Contemporary Accounting Research

TABLE 3
Growth of firms in-sample by period

Growth = SALESy s where T=1i+1, 7+, orri2and T-1is -1, f, ror 1+1
SALES;.
(Growth greater than 1 indicates that a firm has incrsased in size.)

Number Percent '
Mean Median >1 >1 Minimum  Maximum

t~1tor(n=155) 1982° 1439t 143 923 0132 . 978
itoi+1(n=107) 1915* 1473t 98 9.6 0363 11511
rtor+t{n =135} 1579" -13&83t 121 896  0.001 6.671
1t 1+2(n = 118) 1410° 1243t = 93 788 0.060 5.865

*pvaluc of two-tailed ¢-test of whether grawth between periods is equal to zero =
000." -

T:p-vu.luc of Wilcoxon test of whether growith between periods is equa to zero =
0.000.

overview of the tests and the rationale for conducting them. The hypothe-
sis that issuers make income-increasing discretionary accruals before
going public is tested by examining. the bebavior of discretionary accruals
in the most current financial statements in prospectuses. For firms that
provide interim financial statements, the interim statements are. the most
current. For firms that do not provide interim statements, the year [
annual financial statements are the most current. It is expected that if
issuers exercise accounting discretion, they will at least do so in the most
current statements because those are most likely to have the greatest
effect on the decisions of underwriters n_nd investors. In addition, the tim-

ing of the offering may Kkmit some issuers’ ability to make income-increas-
ing discretionary accruals in financial statements of periods before the
most current one. Two sets of tests are used to directly test the hypothesis.
The first set examines whether issuers of IPOs that provide interim finan-
cial statements exercise accounting diséretion in the interim statements. In
the second set, the samiple Is partitioned into 4wo subsamples based on
whether or not interim statements are included in the prospectus. The
anmnual statements of fizms in each subgroup are tested for cv:dence of
earnings management.

Three sets of control tests are then conducted to provide suppon for
the main results and to test the validity of the discretionary accruals esti-
mation model. The first set of control tests uses-a sample that comprises ..
the most current financial statement data available for each firm (interim
or annual), In the first test, the materiality of discretionary accruals is
tested by taking the ratio of the change. in nonstandardized discretionary
accruals to the absolut value of net income in the test period. The second
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. statements, The results are presented in Table 5, panel A. It was predicted
earlier that IPO firms report increasing net incomes before going public;
even absent the exercise of accounting discretion by issuers. The results in
column (1) of Table 5, panel A support this hypotbesis. The median

increase in net income is 2.94 percent of sales, and 77.6 percent (83 of 107).

of ‘the firms report earnings increases (p-value = .001). The Wilcoxon
signed-ranks test has a p-value of 00, and-the r-test on winsorized data
has. 4 p-valie of 004. Column (2) summarizes the results of tests for dis-
Crefionary accruals in the interim period. Median estimated discretionary

accruals.is 0.2p6 and 53.3 percent (57 of 107) report increases (p-value =

.281}. The p-value from the Wilcoxon test is .028, and for the r-1est on win-
sorized data, the p-value is .017. Thus, the resuits indicate that issuers sys-
tematically make income- -increasing dnserenonary accrials in the interim
financial statements.
The median change in cash flow from operations over the interim
periods is —0.25 percent of sales, with 48.6 percént of the firms having
“increases (p-value = 771). The Wilcoxon test does not yield significant
results at traditional levels, whereas the r-test on winsorized data yields a
p-valie of .049, indicating a decrease in cash from operations.

These results show that IPO firms report increased earnings between

interim periods ¢ and /+1, and thal part of the increase in earnings results
from the exercise of accounting discretion by issuers. The evidence indi-
catés that the increase in earnings is not accompanied by an, mcrease in
cash flow from operations.?

The next set of tests examings the behavior of discretionary accruals
in anniial financial staterents. The sample of 155 firms is partitioned into
twg subsamples based on whether interim financial statements are
included in a firm's prospectus. There are 48 firmis that do not provide
interim financlal statements and 107 firms that do, For the 48 firms that do
uot provide interim financial statements, the annual statements are the
most current available in the prospectus, Panel B of Table § provides
vesylts of tests on firms that do ot provide interim financial statements,
and panel C provides the results for the firms that do provide interim
statements.

Column (1) of panel B reports that the median increase in earnings
for firms that do not provide intefim financial statements is 5.65 percent of

- sales, and B5.4 percent (41 of 48) of the firms reported increases in stan-’

dardized eamings (p-value = .003). The Wilcoxoi test yields a one-tailed
stgnificance level of .000, and the prvalue from the r-test on winsorized
data is 011, The earnings of firms that provide interim information alko
increase—column (1) of pane! C. The median increase in standardized
" earnjngs is 2.25 percent of sales, and 76.6 percent (82 of 107) of the firms
reporl carnings increases. (p-value = .030). Both the Wilcoxon test and the

f-test on winsorized data are highly significant.
The results of tests on discretionary accruals in the two subsampics
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TABLES '
Resalts of tests for discretionary ancrul]l and chaoge in earnings, accruals, and cash
flow in periods surronnding the IPO*

W L Q ®»

Chanpge in Discretionary Change in Chapge in

cainings acc:unlsf . totakaccryals cash flow
Paned A: Telﬁfnrlmnodi-&-l(inlcdmpﬂmdbdnuﬂle [PO).Bendtmnkpenod =
i teat period = i+ L a =
Median 0 0294 - 0.0206 0.0164 -0.0025
Mean 0.0026 0.1615 0.0739 -0.0707
Winsorized mean 0.358 00476 0.0448 --0.0508
p-value} 0.000 0.028 Q.01 0244
Sign + + T+ -
festh - -
t-statistic 2.706 2157 2.489 -1.988
p-valucd 0.004 0.017 0.007 0.049
Percent positive Ti6 533 56,0 486,
p-valuci 0.001 0251 . 0.123 0771

Panel B: Tests for year £ (the year before the IPG) for firms with no interim Guancial
statenients, Benclunark period = -1, test period =, n = 48

Median 0.0565 -00143 0.0175 012
Mean —0.0310 0.1403 0.1013 01341
Winsorized mean 0.0506 - 01065 0.0805 —0.0155
Wilcoxon test ' ‘
pvaluet 0000 0046 0011 05%
Sign + + + + .
Iestd ' .

t-statistic 2386 2234 2.500 -0.632
p-valuci 0.011 0015 0.008 0530
Percent positive 854 604 . 646 . 542
p-valued 0.003 0.045 0.010 0471

Pauel C: Tésts for year « (the year before the IPO) for firms with interim finamcinl
statesments, Benchmark period = s—1, test period = 1, n = 147

Median 0.0025 0.0001 0.0067 0,0152
Mecan —0.0999 0.0232 —0.0432 -0.0592
Winsorized mean 0.0206 0.0337 0.005% 0.0029
Wilcoxon test )

p-vaivet £.000 0268 0.159 . 0241
Sign + +, + +
rtest}

t-statistic 1597 1289 0335 0167
p-valuey 0.056 0.100 0369 0368
Percent positive 76.6 514 542 . 519

p-valuet 0.030 0.424 0.220 0.122
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FPamel D: Tests for year 1+ 1 (firnt year-end after the IPO). Benchmark period €1,
test period = i+, n = 135

Median 0.0375 00321 0.0386 -0.0001
Meas 0.1032 —(.5451 -02956 0.4008
Winserized mean 0.0205 0.0544 0.059% -0.0331 -
Wikcoxon test

p-value# 0.00¢G 0.001 3.000 0236
Sign + + + -
ttesiy

fstatistic 1.685 2809 4.880 —2282
p-valock 0.943 0.003 0.000 0.024
Percent positive 71 615 8.7 500
pvaluc# 0.000 0.005 0.002 1.000
Paned E: Tests for yesr 1+2. Bendumark period = 1—1, test period = r+2, n =
Median 00158 0.0131 0.0117 0 01(1)
Mean —0.5683 0.0325 0.1110 ~0.6780
‘Winsorized mean —0.0556 0.0095 00051 -0.0512
Wikaxon test

povalue? 0732 0203 0.180 0276
Sign - + + . + -

I :cs:i

I-statistic —2.639 0.464 0516 —2.450
p-valnek ‘0010 0323 0.304 0.016
Percent positive a7 525 525 525
pvahich 0.007 0.646 0646 0.645

*The mean and medians reported it the table for carnings, total accruals, and cash
flow from opcrations are the change in cach variabl: between the benchmnrk period
and the test period standardized by saies in the test peried. That is,

Vanabh:mpem— Variabley, . imark period

_ SaleSyg period
where Variable represcals carniogs, total acoruals, of c-sh flow from operations.
n:etmury lq:mak is thc catimate of the change in total accruals that is due to

the cxér yoting by issucts. Discretionary accruals is estunated
as .

Disgretionary  Totalaccruals,  Total accruals,_,

accruals =

¢ - Sales,  Sales,,
ﬁmmfuxm:elevehforﬂmmg: discretionary accruals, and total aceruals are for
onc-tailed tests of the hypothesis that discretionary accruals and earnings increase in
the year (interim period) before gaing public. Sigoificance levels for tests on cash
Mmmmwomkd

B¢-tosts are performed ob winsorized data. The presence of large outliers limits the
meaningfulness of the t4¢sta on the raw data.

#Significarce levels for dll test on years r+1 and 1+2 are two tailed.

16 Contemporary Accounting Resgarch

present a striking difference. For firms for which the year ¢ annual finan-
cial gtatements are the most current, there is evidence of income-increas-
ing discretionary accruals—Table 5, panel B, column (2). Median esti-
mated discretionary accruals is 1.43 percent of sales, and 60.4 percent (29
of 48) of the firms report increases. {p-value = 045). The Wilcoxon test
has a p-value of .046 ,and the r-test on winsorized data yields a p-value of
.015. In contrast, firms that provide interim financial stalements—columo
(2) in panel C—~show no evidence of accounting discretion by, issuers in
their-year ¢ annual financial statements. Median discretionary accruals
account. for only 0.01 percént of sales, and results of both the Wilcoxon
test and the #test on winsorized-data are not significant at.traditional Tev-
els. A test of the hypothesis that-the mediaa increase in earninps in'year ¢
for the subsample of firms that do nol provide interim statements is larger
than the median increase in earnings for the subsample of firms that do
provide interim statements is significant at the .09 level 10

The significantly larger median increase’in earnings in year ¢ annual
statements of firms not providing interim information may be explained
by earnings management by these firms.’ Although thé firms in both sub-

. samples demonstrate significant earnings growth before going public, the

median increase is significantly larger for firms for which the year ¢ aninual
financial statements are the most current, This significantly higher median
increase in earnings is accompanied by. significant discretionary accruals.
In addition, a median test indicates that whereas median standardized
earnings i #—1 is stausllcally indistinguishable between subsamples,
median standardized earnings for firms not providing interim statements
are significantly larger (at the1 percent level) than for firms providing
interim statements. These results supgest that the significantly larger
increase in earnings for firms that do not-provide interim financial state-
ments is the result of the exercise of accounting discretion by.issuers.
There is no evidence of a significant change in cash flow in either :;ubsamv
ple—Table 5, panels B and'C, column (4).11

The: results of the tests on the aunual sample parnuoned on whether
firms pmwded interim Gnancial information give some confidence of the
exercise of accotinting discretion by issuers. If the resuits of the tests are
due to.misspecification of the discretionary accrual estimation model
rather than to the exercise of accounting discretion, one would expect to
observe significant positive discretionary accruals in both subsamples.
Additional confidence in the model can be obtained by determining
whether the two anoual subsamples are drawn from the same- distribution.
To test whether the two subsamples are drawa from the same disiribution,
tests of location and dispersion aré conducted. Location is tested using the
nonparametric Mann-Whitney test, and dispersion is tested using the non-
parametric Siegel-Tukey test(nogparametric tests are used because of the
presence of large oulliers in the data). The two subsamples are compared
on sales, total assets, net income, sales growth, net-imome growth, total
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“accruals, and proceeds from the issue, In each case, the tests of location
and distribytion are not significant at traditional levels. These results sup-

port the contention that the firms in the two subsamples are drawn from
the fame distribution. This evidence suggests that differences in the accrual -

results bietween the two subsamples are due to the exercise of actounting
discretion (subject to the caveats described in the next paragraph).

The resulis reported kere are consistent with the hypothesis that
issuers use accounting diseretion to increase reported income in their
prospectuses. However, if the model for estimating discretionary accruals
does not fully correct for the effect of growth of noadiscretionary accruals,
the observed results could be due 1o economic effects rather than isster
behavior. For example, if issuers time their offerings to foilow a strong

quarter, the evidence from partitioning the data on whether firms provide .

interim financial §tatements. may be due to strong economic performance
in-the last-reported period rather than the exercise of accounting discre-
tion. Agdditional tests presented in the next section examine the efficacy of
the stimation modeF used in this paper. A

Next, a sample of the most current information available in. each
firm’s prospectus is formed by combining the interim Ginancial statements
-of the, 107 firms that provide interim statements and the annual statements
of the 48 firms thit do not provide interim information. The combined
sample is used ia three control tests o provide additional support for the
hypothesjs that issuers exercise accounting discretion when preparing the
Ginancial statcments that are included in the prospectuses. The first con-

rol-test exantines the materiality of discretionary accruals on net income -

in the test period. The materiality of discretionary accruals is tested by
taking the ratio of the change in nonstandardized discretionary accruals to
the absolute value of net income in the test pedod. The change in accruals
atiributable to-discretion is 22 percent of net itcome in the most current
period reponted in the prospectus, which is sipnificant at the 006 level in a
one-tailed Wilcoxon signed-ranks test.12 This result demonstrates that the
exercise of accounting discretion is economically significant (22 percent of
reported net income) and has a material effect on the net in¢omes
reported by [PO firms. . )

The second test examines the frequency with which the accruals attrib-
utable"to discretion in the test period turned net losses into profits (and
profits into lasses), Forty-four of the firms in the sample had losses con-
verted lo-profits by making discretionary accruals (28 percent of the sam.-
ple 20d 35 percent of the 127 firms that report net profits), whereas only
three: fiems biad profits converted to losses (2 percent of the sample and 11
percent of the 28 firms that report net Josses). Thus, for the firms for which
a change occursed, 94 percent repoiied a change thai converted a loss into
a profit. The hypothesis that this arrangement (44 versus 3) occurs by
chance, assuming that the probability that a fifm will report a net profit is
82'(127 of 155 firms), can be rejected at the 015 level using the binomial
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test. This result is consistent with the hypothesis that issuers use accoupling
discretion to avoid reporting a loss in the:last period before going public.

The results of these sensitivity tests combined with the dirgct tests of
accrual management (reported in Table 5, panels A, B, and C) provide
gvidence that.issuers take actions to influence their reported net incomes
and that the effects of their actions are economically significani:

In the third test, the combined sample is.partitioned on whether cash
from operations is positive ‘or negative. It is assumed: that firms with posi-
tive cash from operations. are strong economic performers and have less
need to make income-increasing discretionary accruals than firms with
negative cash from operations. It is assumed. that firms with negative cash
from:-operations have greater incentives to dress up their poor cash. flow
performance by inflating earnings. ‘Although there are some problems
with this assumption (growing firms sometimes have aegative c’ashﬁor_n
operations because cash is being invested in the expansion), anecdotal evi-
dence. suggests that higher-quality firms have positive cash from opera-
tions. For example, Schilit and Schilit (1992) state that a characteristic of
better IPOs is strong.cash flow from operations. ) )

- The results show that 86 firms report positivé cash from operations in
their most current financial statements-and 69 firins report negative cas}x
from operations. The firms that have posilive cash.flows do not show-evi-
dence of the exercise of accounting discretion (median -discretionary
accruals —0.0251, p-value in a two-taited Wilcoxon test of .372). In con-
trast, the firms that repori negative cash flows have significant positive dis-
cretionary accruals (median 0.0903, p-value .0001). To the extent that cash
flow in-the most current teported period is a measure of economic perfor-
mance, better-performing firms do not make income-increasing discre-

tionary.accruals whereas poor-performing ones-do. .

The next tests examine the bebaviour of diseretiopary accruals in the
years after-the IPO (years ¢+1 and r+2). It is expected that income-
decreasing discretionary-accruals will be observed in these periods as the
aceruals made before going public reverse. For these tests, year /—1 is
vsed as the benchmark year, Using year t—1 as the benchmark implies
that if the discretionary wccruals made before the 1PO fully reverse, dis-
cretionary accruals in the post-IPQ years will not be significantly different
fromi zero.as they return, on 8 growth-adjusted basis, to:the level.in year
7—1. Thus, the hypothesis bejng te.s,;ed is that discretionary accruals in the
years affer the IPO will be the same as those in year 1—1. No directional
hypotheses are.stated for changes in earnings-and cash flow from opera-
tions because there is no.ex ante expectation about how these variables
behave ‘afier the [PO: Note that the sample sizes for years r+1 and r+2 are
reduced (year ++1 to 135 firms and year (+2 to 118 firms) because some
firms in the original sample were takeg over, -others failed soon after going
public,and financial statemenits for stilf others could not be obtained.

The results of these tests are presented ia Table 5, panels D and E.
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The results:show that discretionary accnla]s return to the level jn year (1
afier going public—in-year 42, Iwyear 1+1, dis¢retionary accruals are sig-

aificantly positive relative to year r—1 (see Table 5, panel D), indicating,

that the income-incieasing accruals made before going public.do not

reverse in year ¢+1. The chiange in earnings i significantly positive under -

the Wilcoxon and f-tests. The changg in cash flow from operations in-r+1
rclauve to 21 is not significant, In year ++2, discretionary accruals are not

ily-differest from zero uinder the Wilcoxon and -tests (see Table
5, panel B). This result indicates that discretionaty accruals return to the
level in year ~1.and xmplxes that the income-increasing accruals made
‘before going pubhc reverse inyear £+2 and return the level of discre-
lmnary accruals 10 a “normal” level. However, bécavse the expected out-
comé -of this-test is nonrejection of the null hypothesis of no increase in
_lme,lncteasmg discretionary accruals, the test is weak To provide
additiopal evidence of the reversal of the discretionary accruals, discre-
tiopary-acoryals. in r+2 are akso examined using year r+1 as a benchmark.
A test of the hypothesis that dlscrcuonary accruals in year 1+2 are nega-
tive using #+1 as the benchmark is significant under the Wilcoxon test {p-
value = 013).

‘The changes in aeither earmngs and cash flow are s:gmﬁnnuy differ-
col.from zero under. the Wilcoxon (both change variables are significantly
nepative usidg the -test).13

- The significantly preater level of dtscreuonary acoruals in year +1 rel-
ative (o year 7—-1 may be due to attempts by issuers to reduce the likeli-
hood of litigation by invéstors Iollowmg earnings declines soon after the
i0) ormattempts to maintain earnings levels so that issuers can liquidate
thelr Yicldings before any bad news arrives that may adversely affect share

prices (see Ritier 1991).14
'l'he resnlts of the tests on years r+1 and 142 provide support for the

validity of the inodel used to estimate discretionary accruals since the-

observed behavior of discretionary accruals is consisient with the expecta-
tion that discretionary accruals reverse,

Additional tests

As explauwd earlier, an alternate explanation for the results reported in

the previous section is that the discreticnary accruals are due t¢ economic
factoss, not to-earnings management by issuers. In this section, results are
presented to provide additional evidence of the exercise of accounting dis-
cretion by issuers of IPOs and to support the reliability of the estimation
moxiel developed in this paper for estimating discretionary accruals. The
tests use three different samples of non-IPO firms selected from
Compustat. On average, non-IPO firms should not have incentives to use
accounting discretion to increase net income. Therefore, it is hypothesized
that (1) discretionary accruals of non—IPQ firms are approximately zero
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and (2) TPO firms make more mcomc-mcreAMg dmcrenonary accruals
than do-matched non-TPO firms.

‘The first sample matches each IPO firm with non—l'PO firms on
Compustat that-are from the same industry (three-digit SIC code) and
have financial statements from the same year as the most current year’s
annual- figancial statements in the TPO firm’s prospectus (same industry
year}. Matched firms-are then grouped by- industry year. The matched
sample contains 46 industry-year groups, with each group comprising
between 28 and 202 matched firms (median of 103 firms and mean of 904
firms).15 For each industry-year matched group; the median estimated dis-
cretionary accruals [or year ¢ and median changes in earnings and cash
flow. from opérations belween yearsz—1 and 7 are calculated. Thie distribu-
tions-of 46-medians for each variable are used to test whether discre-

" tionary accruals and the changes in earnings and cash flow from opera-

tions of non-IPO firms are zero. The median approach is used because it
provides a non-IPQO firm ‘benchmark that is not strongly influenced by
outliers and-thus permits useful comparisons of variables between the IPO
and non-TPO firms.

The first hypotheses test whether discretionary accruals and the
changes in earnings and cash flow of nen-IPO firms from the same indys-
try years as the PO sample: firms are different from zero. The tests are
conducted by determining whether the means and medians of the distribu-
tions of industry-year medians are different from: zero. All tests are two
tailed because there are no expectations about the dxrectmn of the
changes in accruals, eardings, and cash flows of noo-IPO fitms. The
results -are prwented in ‘Table 6, panel A. The fesults show that although
the changes in earnings.and cash flow are significanily greater than zero
under both the Wilcoxon signed-ranks and I-tests, discretionary accruals
are not significantly different from zero: This result is consistent with the
hypothesis that discretionary. accruals: for the matched firms is zero and
provides validation for the model devclopcd in this paper for estimating
discretionary accrualsé .

Next, tests for differences between IPO firms and matched firms in
the same industry year are conducted. It is hypothesized that the discre-
tionary. accivals of IPO firms are gn:aler than those of matched firms. It is
also. hypothesized that earnings of [PO: firms will be larger than carnings
of matched:non-IPO firms. For each IPO-firm, the differences between

- the year ¢ vtmables of the PO firm and the median measures of the vari-

ables from the corresponding industry year are determined. For these
tests, [PO firms are again pamuoncd into two groups: firms that provide
interim financial statements in their prospectuses and firms that do not.
The results are reporied in Table 6, pancl B, They are consistent with
those, reported,ip Table 5. For firms not providing interim stalemems, the
Wikcoxon test indicates that yéar r discretionary sccruals are gréater for
IPO firms than for matched firms. In contrast, for firms that provide
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inerim financial statements, the . Wilcoxon test result does not- permit ’

tejection of the null hypothesis that year ¢ discretionary accruals of IPO
firms are not greater than median discretionary accruals of matched firms.
I both subsamples, the différence in the change in earmngs is signifi-
cantly positive (one-tailed tests), although the increase in earnings i
greater for firms not providing interim statements, which may be due to
the greater amouat of discretionary accruals made by firms that do not
provide nterim financial statements. The differenice in the chaoge in cash
flow is not significantly different from zero m either subsample (two-tailed
:esu) 17

‘Next, the model developed in this paper is applied to firms that (1) -

are on Compustat for any year between 1980 to 1984 inclusive (the years
that the IPQ sample firms kave their most current annual financial state-
ments}, (2} have sales growth between years 1—1 and r comparable with
that ‘of the TPO firms {+1.645 standard deviations about the mean of the
distribution of sales growth of firms in the JPO sample), and (3} have total
accruals in year r—1 comparable with total aceruals in year (—1 of the PO
firms (#1.645 standard deviations about the mean of the distribution of
‘total accruals in year ¢~1 of firms in the IPO sample). These filters yield

_ 9,473 firm years of data. If the model developed in this paper effectively
identifies discretionary accruals, then discretionary accruals for the
matched firms should be zero. All tests are two tailed because there are no
expectations about the direction of the changes of aocrua]s earnings, and
cashi flows of Bon-TPO firms.

The results are reported in Table 7, panel A. The results show that-

although the changes in earnings, total accruals, and cash flow are signifi-
cantly greater than zero, discretionary accruals are not significantly differ-
ent from zero. Because the behavior of discretionary aceruals is consistent
with the expectation, this result provides added confidence about the
effectiveness of the estimation model,

. ‘The sample of 9473 firm years matched on sales growth and year 1~1
total accruals is then: used to test whether IPO firms make more income-
increasing discretionary accruals in year i than do the matched firins. The
results of the tests are reported in Table 7, panel B, and are consistent
with the partitioned annual results reported in Tables 5 and 6, The evi-
dence indicates that firms that do not provide interim financial statements
in their prospectuses make significantly more income-increasing discre-
tionary accruals ia year { than do the matched firms, using the normal

approximation of the Wilcoxon rank-sum test. In contrast, for firms that -

provide interim statements, there is no d;fference in discretionary aceruals
between the IPO fim subsample and-the matched firms in year 1. For hoth
subsamples the change in earnings is ugmﬁcanlly lagger for IPO firms
thin for matched firms, and the change in cash from operations for IPO
fitms is'tiot significanily differest from that of thié matched firms.

The third control test compates the IPO firms with firms selected
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TABLE6 :

Re:ults of control tests: per{mmed o nan—IPO firms matc!led on industry and year*
O . @) ©) @
Change in Discretiopary Changein »  Changein

. . carnings accrualst total accruals cash flow

Pavel A: Tesis of changes in motched, non-IPO firme 5 = 4645

Median 0.0058 ~00022 ~0.0064 0.0069

Mean 00059 ~ -0.0016 —0.0060 0.0098

Wilcoxan test -

p-value 0.00¢ 0350 | 0.003 . 0.000

Sign - o+ - - +

test

t-statistic 4203 ~(.585 —2.651 - 3502

p-value# . 0.000 0.561 0.011 0.000

Peycent positive 76.1 370 ' 261 739

p-value# opo0 014 0.003 0.002

from Compustat thal are in the same industry (three-digit SIC code) and
have similar sales growth between years r—1 and 1. For each IPO firm in
the sample, the Compustat firm (1) with sales growth closest to that of the
IPO firm, (2) in the same industry, and (3} w1th financial information, for
the same year as the 1PO firm is selected. Discretionary accruals in year ¢
and changes in earnings, total accruals, and cash flows between years 1—1
and ¢ are calculated for the matched firm. If the model developed in this
paper effectively identifies discretionary accruals, then discretionary
accruals for the matched firms should be zero. All tests are two tailed
because there are no expectations gbout the direction of the changes of
accruals, earnings, and cash fiows of nop-—IPO firms. .

The results are reponed in Tab]c 3. The results show thiat estimated
discretionary accruals in year ¢ are not significantly different from zero for
firms matched to the subgroup of IPO firms that provide interim financial
statements in their prospectuses (panel A of Table 8) or for firms matched
1o the subgroup that does not provide interim statements (panel B of
Table 8). The firms are partitioned into the two subgroups to allow com-
parléon with the main results presented in Table 5, panels B and C.
Comparison of discretionary accruals between IPO and non—IPO firms
shows that for firms that do ot provide iaterim statements in their
prospectuses, discretionary accruals are significantly higher for the 1IPO
firms. There is no difference in discretionary accruals between the IPO
and nen-IPO. firms for the firmsthat provided interim statements in their
prospectuses. These results are consistent with the findings reported in’
Table 5, panels B and C, in which it was reported that for IPO firms that
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TABLE 6 (continued)

PnnelBt  Tests of dl.ﬂennccl in changes between IPO firms and matched,
nnn—-ll’o timna**

of annual data of non-IPO firms matched on industry year with year £

anoual data of IPO firms not providing interim statements m their prospectuses.

(n==a8) Difference Wilcoxon test
Variable . Median Mean Sign p-value
Discretionary accrualks 0.017 0.139 + 0.042
Tatal accruals 0.028 0.106 + 0.006
Eamnings 0.4 ~0.039 + 0.000
Cash flow 0.010 —0.142 + 0.944

Comparison of annual data of non-IPO firms matched on industry year with yeart
znnuai )dau of [PO firms providing interim statements in their prospectuses. .
=107

Discretiopary accruals 0.003 0.025 + 0.210
Total accruals . 0.01% -0.036 + 0.034
Earnings - ¢.023 —0.105 + 0.000
Cash flow 0.002 -0.067 + 0817

*Firms from the same industry year are Compustat firms that (1) are in the same
industry and (2) have finandial statements {rom the same year as the most current
year's l financial in an IPO firm'’s prospectus (year r).
+#Discretionary accruals is the estimate of the change in toial accrusls thst is due to
the exercise of accounting discretion by issuers, Discretionary accruals is esti-
mated as
Dcretionary  Totalaccruals,  Total accraaks,_,
accruals, = —

Sales, Salies,.)
¥The change in ¢arnings, total accruals, and cash flow between the benchmark
period and the test period standardized by sales in the test period. That is,

Variable, ~ Varisble, ;
" Sales,

where Variable n-,prescms earnings, discretionary accruals, total accruals, or cash
flow from

§ The mnu‘:?‘ samplc contains 46 industry-year groups, with each industry year .
corresponding to az IPO firm in the sample from that industry and with sanual
financial statemeits for that year.

# Significance levels for all variables are determined using two-tziled tests.

**The 1est is conducted by taking the difference between discretionary accruals,
eammg,s, or cash flow of IPO firms and the median measure from the correspond-
ing isdustry year of matched firms and testing whether the differences are differ-
ent from zero. Significance levels for camings, discretionary accruals, and total
accruals arc based on one-tailed tests, and the significance levels for cash flow
from operations are based on two-tailed tests, Positive differences mean that the
observation for IPO fitms is greater than for matched firms.
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TABLE7
Results of control test performed on 9473 non-IPQ firms matched on sales growth
and total accruals in year i—~1*

1) @) 3 @
Change ip Discretionary Change in Change in
carnings accruals ‘total accruals cash flow
Panel A: Tests on matched, non—fPO Grmsi
Mecdian 0.0054 0.0011 —0.0034 0.0065
Mean 0.0015 ~0.0347 —5.0052 -0.00711
Wilcoxou test B
p-value$ 0.000 T 0602 0.000 00500
Sign + + - +
I-test
r-5tatistic 0.207 -1.216 -0.217 0297
p-value$ 0.836 0.224 0.828 0767
Percent positive 59.8 509 478 545
pvaluet . 0.000 0.080 0.000 0.000

did not include interim statemeas there is evidence of acorual manage-
ment in year r whereas for firms that provided interim statements, there
was no evidence of accrual management in year ¢ (but there was evidence
of accrual management in the interim statements). The differences
between the means and medians of the two subgroups of matched firms
for all four test variables are not significant.

The tests in this section provide additional assurance that the results
presented in Table S for IPQ firms capture the effects of accounting dis-
cretion by issuers, not real earnings growth. If the model developed in this
paper effectively partitions discretionary accruals, samples of similar,
non-{PO firms should not yield evidence of additional accounting discre-
tion. Three different matched sets of non-IPO firms show np evidence of
discretionary accruals. In addition, it is found that when the PO firms are
partitioned on whether they incfude interim statements in their prospec-
tuses, firms that do not provide interim statements make significantly
more discretionary accruals than firros in all three matched sets. In con-
trast, for IPQ firms that provide interim statements, there is no difference
in discretionary accruals between the IPO firms and ¢ach of two matched
samples of firms. These latter results are consistent with the findings
reponed in Tabie 5.

Summary

This study examines the accounlmg decisions made by issuers of IPOs
before shares are issued. Issuers of IPOs have incentives to obtain the
highest possible offering price for their shares because their wealth s
directly affected by the price that is set. IPO prices must be set without
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teférence to market-determined prices because market prices are not
determined until after the shares have been sold to investors. Therefore,
ungderwriters must use nonprice information about firms to set offering
prices. Some of the inputs frequently identifiéd as useful in setting offering
pricés: come from the financial statements inclided in prospectuses. The
wealth effect of offering prices and the use of financial statement informa-
tion. in sctiing offering prices establish incentives for issuers to use the

fléxibility that accounting rules provide to increase their reported net |

incomes.
The results of the tests are copsistent with the hypothesis that issuers

of PO make income-increasing discretionary accruals before going pub- -

lic. Firms that provide- interim financial statements for a period after the
moest-current annual statements are foynd to make income-increasing dis-

- eretionary accruals in the interim statements but not in the annual finan-
cial statements. Firms that do not provide interim statements exercise
aceounting diseretion in the most current annysl statements. Thus, the evi-
déoce indicites that issuers exercise accounting discretion in the most our-
rént financial statements included in prospeciuses. A series of control tests

. péovide support for the hypothesis of earnings magagement and for the
model used to ‘estimate discretionary accruals. An alternate mode} for
estinating discretiodary accruals also yields results consistent with the
hypothesit of earnings management. :

Endnotes
1. Other evidence suggests a relationship between accounting information and
cfferiug price. Hall and Reaner (1988) nole that the suecess of IPOs usually
tests on sharply rising gales and earnings trends. Khalaf (1992) and Schilit and
Schitit{1992) report instagées in which issuers used aggressive accounting
treatments to boost or maintain ¢arnings. .
2. Apecdotal evidence supports the contention that underwriters do not cenduct
. & detailed review of the actounting choices made by issuers. In 2 meetig with
-AR underwrilez at 3 major investment banking house, the undenwriter said

* 'that lie.does not reaudit the accounts of an TPO firm during the due diligence
investigation and impartantly, does not examine in depth the accruals made
by issuers. Tustead, he said that he relies on the auditor's opinjon. that the
accounting inethads chosen by the issuers are appropriate, limiting his investi-
gation of acoounting choices 1o major-differences between the [PO firm and
‘the comtparable firms and 10 the accounting for areashe believes are sensitive.
This evidence suggests that underwriters 'do not Likely identify and adjust for
all accounting choices made by issuers. -

- Anudits can also be copsidered as 2 mechanism to inhibit the exercise of
accoynting discretion by issuers because auditors are liable under the
Secusities Act of 1933 £nd they have significant reputation capital at stake.
Aneccdctslevidence muggests, kiowever, that andits may not be a very effective

ootrol, The chief accountant of the-Securities and Exchange Commission
(SEC) contenss that zuditors allow SEC registrants 1o use “incredible
accounting” because they are afraid of losing clieats {s¢e The Bottom Line
1992). Many articles in the press cile ¢ iples of the use of aggres-

1
| a2
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sive acconnting choices in audited financial st ts in prosp iS50,
for example, Khialaf (1592) and Schilit and Schitit (1992).

3. Sales are.used to control for growth because they are an abjective measure of
‘a fir’s operations before the exercisé of discretion by managers. However,
sales.arc not completely exogenous. For example, managers can accelerate
shipment of goods to advance the recognition of revenue to a pre-IPO period.

4. Thanks to the anonymous referee who suggested the alternate model.
Formally, the alternate model is stated as:

Discretionary Total accruals, Total accruals,
accruals, = -

Sales, -~ Saley;_y Sales, — Sales,_o

S. The firms used in this study were sclected for a-separate study that required
many firms from each of seversl industries. As a result, the sample is not ran-
dom but is drawn from a subpopulation composcd of firms from industrics
with la;;e numbers of IPOs. The. effect of drawing the sample from this sub-
populaticn, if any, is not clear, but it may limit the ability to draw infercnces
about the entire population of TPOs. '

6. Thic Secarities Act of 1933 requires that if the filing of ths fegistration state-
ment with the- SEC is made within 45.days after the rogistrant’s fiscal year-end
-and audited financial statpments;for the most recent year-end are not avail-
able, the balance sheets may be as of the end of the two preceding fiscal years
and an joterim balance sheel at Jeast as recent as the third quarter toust be
provided. If a firm files between 45 and 90 days after its yeat-end, it must pro-
vide an audited balance Sheet as of the most recent yedr-end. For filings made
after 134 days of the most recent fiscal year, an interim balance sheet to a date
within 135 days of the filing date-must be included in the filing. In addition,
when an interim balance sheet is presented, the corresponding income siaie-
ment and statement of changes in financial position must also be provided.
Jntesiminformation does ot have to be aydited.

7. ‘This finding is based on an analysis of a database of IPO firms that was gener-
ously provided by Professor Jay Ritter, University: of Illinois.

8. Growth of total assets between the benchmark and test.periods yield similar
resulis. For 127 firms thatprovide balanceshests for both periods, total assels

‘increased an average of 2.04imes (median 1.55 times).with 113 of 127 (89.2

. percent) of the firzns showipg increases. Tt was not-possible to test asset
growth between the interif periods betause very few sample firms provide
balance sheets for the benchmark period. - P

9. It is not possibis to preseat results for tests on-interim data using the aiternate
modei for estimating discreti y accruals b it is rare for issuing finms
to provide more than.two 1  statetrients-or one bal: sheet for interim

- - periods. As a tesult, Salés; . 5 is not availablé. . '

10. The results of tests on the paititioned annuai data using the aliernate medel
for estimating discretionary accruals very closely resemble those of the origi-
nalt model; For firms that do not provide interim financial siaterents in their
prospectuses, there is evidance of issuers making income-increasing discre-
tionary accruals before their firms go public (thedian discretionary accruals =
0096, p-value for Wilcoxon test = .030). Vi contias, for finms that do provide

* interim financial in their prospectuses, there is no evidence of
- earningsmanagement {median discretionary accruals = —0.005, p-value for
Wilcoxon test = 197). - )
11. Abarony, Lin, and Loeb (5993) dlso investigate the hypothesis of accrual
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mapagement by issuers of IPOs. Abarony et al. use [POs from between

January 1985 and June 1987 and report “only weak support for the g

hypothesis. ...” that issuers make income-increasing discretionary accruals
before going public. They report, b , &0 iation b
discretionary accyurals and firmi size. Aharony ¢t al. discuss that their sample

- selection miethod may be binsed toward selecting larger IPOs and that this )

12

13.

14,

bias may explain the weakness of their resqits. Comparison of firm size

befween Aharony et ai. and this paper shows that year ¢ total assets and sales

are much 1arger in their sample {inedian sales are 3.8 times larger and median
total asscts 4.1 times larger in the Abarcny et al stdy). .
To {est-whether the selection bias affocted the results of Aharany et al., sam-
ple firms used in this paper were partitioncd into two equal groups based on
total asyets in year ¢ (similar results arc obtained partitioning on sales in year
r) and the tests for earnings management described above were run, The
resulis strow that it is smaller firms that exercise accounting discretion.
Specifically, smallér firms that do not provide interim financial statements
shaw cvidence of the exercise of accounting discretion in their annual state-
meuts whereas larger fifms that do not provide interim financial statements
do'not show evidence of the isc of accrual 7 in their annual
statements. Both largs and small finms that do provide interim finagcial stats-
jocats show no evidence of accounting discretion in their annual staterhents.

“Tests on the interim data show that smaller firms exercise accounting discre-

tiop whereas larger firms do not. These results are consistent with a size
bypothesis tested by Trombiey (1989). These zesults suggsst that an explana-
tion for the weak results reporicd by Abarony et al. is the large finm bias in
{bRir sample and that their findibgs are consistent with those reported in this
paper.

The tast was repeated on the 127 observations in the combined sample that
bave positive net incomes with similar resulis,

The results of tests on the two post—IPC years using the alternate model that
standardizes by change in sales rather than by sales are similar to those
obtained using the original model..

Section 11 of the Securities Act allows a suit to be brought by any person who
bought & registered security, whether dusing distribution o1 in the open mar-
ket. All the plaintiff must prove is that “any part of the registration staternent,
when such part b effective, contained an untruc statement of a material
fact or omitted to'state s magcrial fact required to be stated therein or neces-
tary 1o make tie'statements therein not misicading” ( Section 11(a)): The
plamtiff'does not have 10 show reliance on the untrue information or prove
causality between the untrue infc ion and the damages suffered. The'
defendant can have damages reduced by proving that they did not result from
the errors of omissions in the registration stalement. Thus, in the svent of a
drop in stock price, investors may lock for any means available to recover

their josses, If ting me %, such as earnings, show 2 drop concomi-

tantly with'a stock price fall, invéstors may seek redress by claiming that the
prospectus misrepresented the firm's future earnings prospects,

The burden of proof on plaintiffs increases if an investor acquired a security
after the ksnery have made available to sécurity holders an carnings state-
ment covering s period of at least 12 months beginning after the effective date
of the registrition statemicat (Securities Act, Section 11(a)(5)). ¥f an appro-
priaie.carnings statement has been made available, the investor must prove
reliance on the untrne stalement in the registration statement or reliance on
the registration statement without knowing about the omission. Thus, there

*,

estimated .
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are incentives for issuers to discoyrage investors from initiating litigation in
response 1o a,price fall, and one way of duing so may be 1o defer earnings
decreases. . .

Certaiu shares held by issuers are restricted undér Rule 144 of the Securitiss
Act of 1933. Beginning 90 days afler the dates of the prospectus, restricted
shares may be sold if certain conditions are met: Restricted shares may not be
sold unless they have been fully paid tor and held for two years. Afier owning
restricted shares that have been fully paid forat least two years, sales are lim-
ited in any three-mionth period to 06 itore than the Jarger of 1 percent of the
number of shares oulstanding or ghie average weekly trading volume for a
four-week period priorto eqch sale. Other restrictions alsoapply.

15. IPO sample firms have their most curtent annuval financial statements from
1980 through 1984. With 12 industries.in the sample, there are 60 industry
years, of whicli 46 contain IPO sample firms. The tests reported use matched
finms from the industry years represented in the JPO sample. .

16. The test was also.conducted by weighting industry years proportiopally to
their representation in the:full IPO samplé. The reslts were qualitatively sim.
ilar 16 those reported above, except that the significance level for discre:

- tionary accruals was higher (but not significant). )

17. The tests in thissection are concucted only. on the annual financial statements
because a significant number of firms jn the IPO sampie.do not provide
interim infopmation that is quarterly. As a result, it is not-possible to match
interim periods.of TPO firms withi Compustat firmis. More than 25 percent of
the firms with idterim data have interim statements that arc not quartsrly.
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¥Earnings Management 2nd Its Measurement: A Theoretical
| Perspective

Yan Xiong, Ph.D., Culifornia State University Sacramento, CA

ABSTRACT

This paper presents a theoretical analysis of earnings management literature and its implications for future
research in this area. This paper is organized around the theoretical focuses of eamnings management literature in
different periods. Specifically, this paper analyzes the theoretical focuses and the related empirical evidence in
different periods. Furthermore, this paper summarizes and evaluates different methods to measure earnings

management in the literature. Finally, this paper identifies a few important opportunities for future research on
eamings management,

FOCUS OF EARNINGS MANAGEMENT

The major role of financial reporting is tc effectively communicate financial information to outsiders in a
timely and credible manner (FASB 1984). Tu do so, managers are given opportunities to exercise judgment in
financial reporting. Managers can use their knowledge about the business 1o improve the etfectiveness of financial
slatements as a means of communicating with potential investors and creditors. However, eamings management is
also likely to occur when managers have incentives to mislead their financial statement users (both external and
internal) by exercising discretion over accounting choices in financial reporting.

Eamings management has attracted a lot of attention in acadenic research. Early literaturs in the area of
earnings management examined the impact of accounting choices on the capital market. Its primary focus was to
differentiate between two competing hypothesss. The Mechanistic Hypothesis, prevalent in the 1960s accounting
literature, states that financial statement users do not utilize sources of information other than firms’ financial
reports. Investors arrive at their decisions based solely on the face value of firms’ reported financial infermation.
The mechanistic hypothesis predicts that the relationship between accounting earnings and stock prices is a purely
mechanical one. That is, investors can be systematically misled by firms’ accounting methods and choices.

Taking the opposite view is the Efficient Market Hypothesis (EMH). The EME, the dominant paradigm for
financial accounting research in.the 1970s, states that market prices Tutly reflect all available information. There are
thres fortis of the EMH: the weak fotm, the semi-strong form, and the strong form. The weak form asserts that
current market prices reflect all information contained in the past series of firms’ stock prices. The semi-strong form
implies that stock prices reflect all publicly available information while the strong form states that stock prices
reflect all information including inside information. The semi-strong form is the most coramonly assumed and tested

- form of the EMH in the literature. The implication of this form is that'the market can sse through the effect of

cosmetic accounting changes so these changes cannot systematically mislead the market. That is, knowledge of
information does not aliow investors to eam excess profits because prices already incorporate the information

Early empirical studies employing these hypotheses failed to confirm the predictions of either one. Prior
research tested the mechanistic hypothesis by examining the stock market reaction to changes in accounting choices
that increase reported income, but have no cash flow effect. Kaplan and Roll (1972) examined firms that changed
their depreciation method for financial reporiing purposes from accelerated to straight line and found that the
cumulative abnormal returns of these firms were not significantly different from zero arouud the time of the caruings
arnouncement. Their results are inconsistent with the mechanistic hypothesis. On the other hand, a number iof
market anomalies have been found that challenge the validity of the EMH, such as the January effect (Rozeff and
Kinney 1976), Monday effect (Cross 1973), and post announcement drift (Bernard and Thomas 1989). In additioq,
both the mechanistic hypothesis and the EMH have come under criticism for the simplified assumptions on which
they are based. One of the criticisms relevant to this study is that investors are homogeneous in their abilities to
obtain and process accounting information (Hand 1990). Since there is a lack of consistent support for either of
these hypotheses, it is unclear why firms were making cosmetic accounting changes. In response to this question,
Watts and Zimmerman (1978) developed their positive theory as an alternative explanation for cosmetic accounting
choices. Positive theory proposes non-capital market incentives for firms to manage earnings. In doing so, positive

e e e e ey )
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theory does not contradict the earlier hypotheses, but instead, focuses on firmy’ 1aternal contractual incentlives ta
employ different accounting choices. Accounting variables provide the basis for decisions involving resource
allocation, management compensation, and avoiding dett covenant violations. Management, therefore, can influence

the outcomes of these decisions through their choice of accounting methods and estimates. As such, positive theory
is also referred to as “contracting theory.”

The three major hypotheses proposed by Watts and Zimmerman (198€) are the bonus plan iypothesis, the
debt covenant hypothesis, and the political cost hypothesis. The bonus plan hypothesis discusses the role accounting
choices play in management compensation plans. In addition to their regular salaries, managers are frequently
proviced additional compensation based on their management performance, Financial statement data, specifically
pet income, are often used to measure their performance. Thus, managers have incentives to select accounting
methods and exercise discretion over accounting estimates to improve their compensation. Early researchers
interpreted this“to mean that managers ‘with income-based bonuses -had incentives to--mezke -income-increasing
accounting choices, However, tests of this hypothesis were inconclusive, Healy (1985) explains the inconsistencies
as being due to a failure to control for the existence of upper and lower bounds in many bonus plans. He finds that
managers are more likely to choose income-decreasing accruals when the upper or lower beunds of their bonus
plans are binding, and income-increasing accruals when these bounds are not binding. A more recent instance in
which evidence of earnings management has been found is in Dechow and Sloan (1991), who show that CEOs
increase their compensation in their final years in office by cutting R&D expenditures.

The second major hypothesis proposed by Watts and Zimmerman (1986) is the debt covenant hypothesis.
This hypothesis postulates the existence of an incentive for earnings management created by debt-covenants. Firms’
creditors impose restrictions on payments of dividends, share repuichases, and issuance of aditional debt to ensure
repayment of their principal and interest (Watts and Zimmerman 1986). Thesé restrictivns aré often expressed in
terms of accounting numbers and ratios, such as working capital levels, interest coverage, and net worth. Therefore,
the debt covenant hypothesis states that managers of firms with high debt to equity ratios tend to choose accounting
methods and policies that increase reported eamings to avoid being in technical defavlt of debt covenaats. A
number of studies have examined whether firms approaching lending covenants appear {o manage eamings. DeFond
and Jiambalvo (1994), using a sample of firms that report violating their lending covenants, find that the firms
employed income-increasing accruals in the year prior to covenant viclation. They interpret these findings as
evidence that firms attempt to postpone violating lending covenants as long as possible. Sweeney (1994) also finds
that munagers of firmms approaching dsfault respond with income-increasing accounting changes. She finds thay
default costs imposed by lenders and the accounting flexibility available to inapagers are important determinants of
martagers’ accounting responses.

The final positive theory hypothesis, the pclitical cost hypethesis, examines the role of accounting choices
in the political process. The political process impeses costs on firms or indusiries that are believed to be taking
advantage of the public and making excessive profits. A determination that profits are excessive may result in
pressure on these firms to reduce prices or face strict regulations, Managers of these firms may therefore have
incentives to choose accounting methods and use their discretion to reduce reported profits and lower their polirtical
risk. Han and Wang (1998) analyzed oil firms’ discretionary accruals in a period of rapid gas price increases during
the 1960 Gulf War. They report-that oil firms that expected io profit from the crisis reduced earnings by managing
discretionary accounting accruals to avoid political costs and goveroment regulation, Jones (1991) finds that firms.
defer iqcome-'mcreasing accruals for the purpose of import relief. There is also evidence that banks manage their

loan loss provisions (Collins et al. 1995) and insurers manage claim loss reserves to meet regulatory requirements
(Adiel 1996).

Overall, positive theory proposes three major noncapital market incentives for managers to make cosmetic
accounting changes: the bonus plan incentive, the debt covenant incentive, and the political cost incentive. These
incentives result from the existence of fixed contracts using accounting numbers. Thus, positive theory changed the

direction of earnings management research from that of examiring capital market incentives to focusing on firms’
internal contractual reasons for cosmetic accounting changes.

Recent studies of earnings management have, however, shifted their cmphasis away from positive theory
and back to capital market incentives as explanations of the opportunistic behavior of managers. Recent studies
examine the potential for managers to intentionally mislead investors about the underlying value of their firms.
Specifically, recent studies have examined managers’ attempts to influence equity offers by overstating earnings
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(e.g., Teoh et al. 1998a, 1998b), and/or to influence their shori-term stock performance by managing earnings to
meet financial analysts’ expectation (e.g., Burgstakler and Eames 1998; Kasznik 1999). Consistent with this shift is
the Healy and Wahlen (1999) definition of earnings management, which is that managers use judgment in financial
reporting with the intention either to obscure a firm's fundamental value or to affect resource allocation. A likely

reason for the current focus is that managers’ abuse of accounting methods has received tremendous public attention
(Healy and Wahlen 1999).

Overall, recent evidence indicates that earnings management appears to be a common practice amoag firms
(Heninger 2001) and has recently been made a top priority for the SEC (Levitt 1998). While managers require
discretion 1o effectively communicate their information to financial statement users, accounting standards should
limit oppertunities for managers to-present eamings in a misleading fashion. The SEC is currently examining new
discicsure requirements and has also formed an eamings management task force to regulate earnings management.
To zchieve their goals, the SEC must determine the level of discretion that managers should be allowed to exercise
in financial reporting. Information likely to be taken into consideration when making this decision is the impact
earnings management has on the stock markets and the level of earnings managemert in firms. In addition, research
that seeks to identify firms that have opportunities and incentives to improve their stock performance through

sophisticated accounting techniques rather than by improving their underlying business fundamentals would also
provide relevant valuable information on this issue.

MEASUREMENT OF EARNINGS MANAGEMENT

Since earnings management cannot be directly measured, the earnings management literature offers several
methods of approximating potential eamnings management. These methods include the discretionary accruals

method, the single accrual method, the total accruals method, the accounting changes method, and the distribution
method. A detailed discussion of those methods is presented as follows.

The Discretionary Total Accruals Method

The most common method used is the discretionary accruals methed, which assumes that managers
primarily rely on their discretion over certain accounting accruals as a means of managing earnings (Jones 1991).
Acconnting accruals consist of discretionary accruals which are management determined and non-discretionary
acciuals which are economically determined. Managers can sxercise their discretion over accounting methods and
estimates related to discretionary accruals as well as over the timing of recognizing these accruals. This method
therefore requires a separation of accruals into discretionary and nondiscretionary comporents. Discretionary

accruals are then used as the proxy for earnings management. The discretionary accruals method may also be
differentiated into two methods based on the specific accruals being examined.

The first method is called the discretionary rotal accruals method. Under this method, total accruzals are
separated intd discretionary and nondisérétionary accruals. The most frequently used models for achieving this
separation are the Jones model (Jones 1991) and modified-Jones model (Dechow et al. 1995). The discretionary
total accruals method has been widely employed in tests of the earnings management hypothesis. The major
difficulty involved with using this method is the need to identify and separate total accruals into unmanaged and
managed components. That is, a given company is expected to have a certain level of accruals that are economically,
rather than management determined. Including these accruals in the earnings management computations adds noise

to the measure. Thus, expected or non-discretionary accruals must be removed from total accruals to achieve a
reasonable estimate of discretionary accruals.

The most frequently used models for separating expected and discretionary accruals are:the Jones (1991)
ana modified Jones (Dechow et al. 1995) models. The Jones model assumes that two variables, the level of gross
property, plant, and equipment (PPE)-and changes in revenues, account for the level of uhmanaged accruals

occurring due to firms’ economic transactions. The level of gross PPE determines depreciaticn expense while the
change in revenues implies changes in working capital accounts.

The Jones model regresses total accruals on gross property, plant, and equipment and changes in revenues.
The regression provides coefficients that are then used to estimate unmanaged accruals. The regression residuals are
considered to be managed accruals.

L e e e e e e e e e ——
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ABSTRACT

This paper presents a theoretical analysis ¢f earnings management literature and its implications'fcr future
research in this area. This paper is organized around ihe theoretical focuses of earnings management
literatuie in different periods. Specifically, this paper analyzes the theoretical focuses and the related
empirical evidence in different periods. Furthermore, this paper summarizes and evaiuates different methods

to measure earnings management in the literature. Finally, this paper identifies a few important opportunities
for future research on earnings management.

FOCUS OF EARNINGS MANAGEMENT

The major role of financial reporting is to effectively communicate financial information to outsiders in a
timely and credible manner {FASB 1884). To do so, managers are given opportunities to exercise
judgment in financial reporting. Managers can use their knowledge about the business 1o improve the
effectiveness of financial statements as a means cf communicating with potentiai investors and
creditors. However, earnings management is also likely to occur when managers have incentives to

mislead their financial statement users (both external and internal) by exercising discretion over
accounting choices in financial reporting.

Earnings management has attracted a lot-of attenticn in academic research. Early literature in the area
of earrings management examined the impact of accounting choices on the capital market. its primary
focus was to differentiate between two competing hynotheses. The Mechanistic Hypothesis, orevalent



Taking the opposite view is the Efficient Market Hypothesis (EMH). The EMH, the dominant paradigm
for financial accounting research in the 1970s, states that market prices fully reflect ali available
information. There are three forms of the EMH: the weak form, the semi-strong form, and the strong
form. The weak form asserts that current market prices reflect ail information contained in the pas_;t
series of firms' stock prices. The semi-strong forrn implies that stock prices reflgct all ‘pub‘lncl_y available
information while the strong form states that stock prices reflect all information mcludmg inside
information. The semi-strong form is the most commenly assumed and tested form of the EMH in the
literature. The implication of this form is that the market can see through the effect of cosmetic
accourting changes so these changes cannol systematically mislead the market. That is, knowledge

of information does not allow investors to earn excess profits because prices already ir_\cp_r'porate the
information

Early empirical studies employing these hypotheses failed to confirm the predictions of eitherone.
Prior research tested the mechanistic hypothesis by examining the stock market reaction to changes in
ancounting choices that increase reported income, but have no cash flow effect. Kapian and Roll
(1972) examined firms that changed their depreciation method for financial reporting purposes from
accelesated to straight line and found that the cumuiative abnormal returns of these firms were not
significartly different from zero around the fime of the earnings announcément. Their results are
inconsistant with the mechanistic hypothesis. On the other hand, 2 number iof market anomalies have
been found that challenge the validity of the EMH, such as the January effect (Rozeff and Kinney
1978), Monday effect (Cross 1973), and post announcement drift (Bernard and Thomas 1989). In
addition, both the mechanistic hypothesis and the EMH have come under criticism for the simplified
assumptions on which they are based. One of the criticisms relevant to this study is that investors are
homogenecus in their abilities to nbtain and process accounting information (Hand 1980). Since there
is a lack of consistent support for either of these hyputheses, it is unclear why firins were making
cosmetic accounting changes. In response to this question, Watts and Zimmerman (1978) developed
their positive theory as an alternative explanation for cosmetic accounting choices. Pesitive theory
proposes non-capital market incentives for firms to manage earnings. in doing so, positive theory does
not contradict.the earlier hypotheses, but.instead, focuses on firms' internal confractual incentives to
employ different accounting choices. Accounting variables provide the basis tor decisions involving
resource allocation, management compensation, and avoiding debt covenant violations. Managament,
therefore, can influence the outcomes of these decisions through their choice of accounting methods
and estimates. As such, positive theory is also referred to as "contracting theory."

The three major hypotheses proposed by Viatls and Zimmerman (1986} are the bonus plan
hypotivesis, the debt covenant hypothesis, and the political cost hypothesis. The bonus plan
hypothesis discusses the role accounting choices play in management compensation plans. In
addition to their regular salaries, managers are frequently provided additional compensation based on
their management performance. Financial statement data, specifically net income, are often used to
mesasure their performance. Thus, managers have incentives to select accounting methods and
exercise discretion over accounting estimates to improve their compensation. Early researchers
interpreted this to mean that managers with income-based bonuses had incentives to make income-
increasing accounting choices. However, tests of this hypothesis were inconclusive. Healy (1985)
explains the inconsistencies as being due to a failure to control for the existence of upper and lower
bounds in many bonus plans, He finds that managers are more lkely to choose income-decreasing
accruals when the upper or lower bounds of their bonus plans are binding, and income-increasing
accruals when these bounds are not binding. A more recent instance in which avidence of earnings
management has been found is in Dechow and Sloan (1991), whc show that CEQOs increase their:
compensation in their final years in office by cutting R&D expenditures.

The second major hypothesis proposed by Watts and Zimmerman (1983) is the debt covenant
hypothesis. This hypothesis postulates the existence of an incentive for earnings management created
by debt covenants. Firms' creditors impose restrictions on payments of dividends, share reptirchases,
and issuance of additional debt to ensure repayment of their piincipal and interest (Watts and
Zimmerman 1986). These restrictions are often expressed in terms of accounting numbers and ratios,
such as working capital levels, interest coverage, and net worth. Therefore, the debt covenant
hypotnesis states that managers of firms with high debt to equity ratios tend to choose accounting
methods and policies that increase reported earnings to avoid being in technical default of dabt
covenants. A number of studies have examined whether firms approaching lending covenants appear
to manage earnings. DeFond and Jiambalvo (19984), using a sample of firms that report violating their
lending covenants, find that the firms employed income-increasing accruals in the year prior tn
covenant violation. They interpret these findings as evidence that firms attempt to postpone violating
lending covenants as long as possible. Sweeney (1994) also finds that managers of firms approaching
default respond with income-increasing accounting changes. She finds that default costs impcsed by

lenders and the accounting fiexibility available to managers are important determinants of managers’
accounting responses.

The final positive theory hypothesis, the political cost hypothesis, examines the role of accounting
choices in the political process. The political process imposes costs on firms or industries that are
believed to be taking advantage of the public and making excessive profits. A determination that profits
are excessive may result in pressure on these firms to reduce prices or face strict regulations.
Managers of these firms may therefore have incentives to choose accounting methods and use their
discretion to reduce reported profits and lower their political rigk. Han and Wang (1998) anaiyzed oil
firms' discretionary accruals in a period of rapid gas price increases during the 1990 Gulf War. They
report that oil firms that expected to profit from the crisis reduced earnings by managing discretionary
accounting accruals to avoid politica! costs and government regutation. Jones (1991) finds that firms
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Overall, positive theory proposes three major noncapital market incentives f_or managers to r.zake_ _
cosmetic accounting changes: the bonus plan incentive, the debt covenant incertive, and Fhe political
cost incentive. These incentives result from the existence of fixed contracts using accounting rumbers.
Thus, positive theory changed the direction of earnings managemerit research from tr_lat.of.gxaminmg
capital market incentives to focusing on firms' internal contractual reasons for cosmetic acéounting
changes.

Recent studies of earnings management have, however, shifted their emphasis away f(om posilive
theory and back to capital market incentives as explanations of the opportunistic behavior of
managers. Recent studies examine the potential for managers to intentionally mislead investors about
the underlying value of their firms. Specificaily, recent studies have examined managers' ;-:ttempts to
influence equity offers by overstating earnings (e.g., Teoh et al. 1998a, 1998b), and/or to inflience
their short-term stock performance by managing earnings to meet financial analysts' expectation (e.g.,
Burgstahler and Eames 1998; Kasznik 1999). Consistent with this shift is the Healy and Wahlen (1999)
definition, of earnings management, which is that managers use judgment in financial reporting with the
intention -eithét to obscure a firm's fundamental value or to affect resource aliocation. A #kely reason

for the current focus is that managers' abusa of accounting methods hag received tremendous public
attention (Healy and Wahlen 1998).

Overall, recent evidence indicates that earnings management appears to be a common practice
among firms (Heninger 2001) and has recently been made a top priority for the sec (Levitt 1998).
While managers require discretion to effectively communicate their information to financial statement
users, accounting standards should limit opportunities for managers to present earnings in a
misleading fashion. The sec is currently examining new disclosure requirements and has also formed
an earnings management task force to regulate earnings management. To achieve their goais, the sec
must determine the level of discretion that manageis should be allowed to exercise in financial
reporting. Information likely to be taken into consideration when making this decision is the impact
earnings management has on the stock-markets and the level of earnings management in firms. In
addition, research that seeks to identify firms that have opportunities and incentives to improve their
stock performance through sophisticated accounting technigues rather than by improving their
underlying business fundamentals would also provide relevant valuable information on this issue.

MEASUREMENT OF EARNINGS MANAGEMENT

Since earnings management cannot be directly measured, the earnings management literature offérs
several methods of approximating potential earnings management. These methods include the
discretionary accruals method, the single accrual method, the total accruals method, the accounting

changes method, and the distribution method. A detailed discussion of those methods is presented as
foliows.

The Ciscretionary Total Accruals Method /

The most common method used is the discretionary accruals method, which assumes that managers
piimarily rely on their discretion over certain accounting accruals as a means of managing earnings
(Jones 1991). Accounting accruals consist of discretionary accruals which are management
determined and non-discretionary accruais which are economically determined. Managers can
exercise their discretion over accounting methods and estimates related to discretionary accruals as
well as over the timing of recognizing these accruals. This method therefore requires a separation of
accruals into discretionary and nondiscretionary components. Discretionary accruals are then used as

the proxy for earnings management. The discretionary accruals method may also be differentiated into
two methods based on the specific accruals being examined.

The first method is called the discretionary totai accruals method. Under this method, total accruals are
separated info discretionary and nondiscretionary accruals. The most frequently used models for-
achieving this separation are the Jones modei (Jones 1991) and modified-Jones model (Dechow et al.
1995). The discretionary total accruals method has been widely ermployed in tests of the eamings
management hypothesis. The major difficulty invoived with using this method is the need to identify
and separate total accruals into unmanaged and managed components. That is, a given comipany is
expected to have a certain level of accruals that are econornically, rather than management
determined. Including these accruals in the earnings management computaticns adds noise to the
measure. Thus, expected or non-discretionary accruals must be removed from total accruals to
achieve a reasonable estimate of discretionary acciuals.

The most frequently used models for separating expected and discretionary accruals are the Jones
(1991) and modified Jones (Dzchow et al. 1995} models. The Jones model assumes that two
variabigs, the level of gross property;-plant, and equipment (FPE} and.changes in revenues, account
for the level of unmanaged accruals oceurring due to firms' economic transactions. The level of gross

PPE determines depreciation expense while the change in revenues implies changes in working
capital accounts.

The Jones model regresses total accruals on gross property, plant, and equipment and changes in
revenues. The regression provides coefficients that are then used to estimate unmanaged accruais.
The regression residuals are considered to be managed accruals.
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the modifted Janes model, total accruals arg regressed on gross property, plant, and equipmen.t and
the change in revenues adjusted for changes in receivables. The current study adopts the modified

Jones model as the means of decomposing total accruals into their unmanaged and managed
components.

The original tests of the Jones (1991) and modified Jones (Dechow et al. 1995) models‘were .
performed longitudinally over firms with sufficient time-series data to estimate firm specific coefficients.
These coefficients were then used to estimate discretionary accruals for a particuiar year.
Subsequently, many studies have estimated these models cross-sectionally (e.g., Teoh et al. 1998a,
DuCharme et al. 2000) and using paired data (e.g., Haninger 2001). Since the modified Jones model
is an extension to the Jones model, only the modified Jones model is specified in the paper.

The modified Jones model specifies that-each sample firm is first matched with all firms having similar
SIC code as the sample firm. Total accruals are regressed on gross property, plant, and equipment
and the adjusted change in revenues for each group of control firms matched with a given sample firm.
Data for the regression is taken from the fiscal year prior to the sample years and all variables are
scaled by beginning of the period total assets.
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There has been considerable discussion of the efficiancy of the modified Jones model in detecting
earnings management (Kang et al. 1995; Guay et al. 1396, Peasnell et al. 1998). Peasnell et al. (1998)
demonstrate that the modified Jones model controle for anly a smalt amount of normal working capital

accrual activities. Therefore, recent studies have developed an alternative discretionary accruals
method (Teoh et al. 1998a).
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Due to imperfections in the models used to identify discretionary accruals, the discretionary accrual
proxy can be noisy, regardless of the model used. However, under most circumstances, discretionary
accruals are the most effectivs:yox'es for earning management (Teoh et al. 1989).

The Single Accrual Method

Scme studies have also exemired earnings management using only a single accrual, such as bad
debt provisions (e.g., McNichols and Wilson 1988), depreciation estimates (e.g., Teoh et al. 1999),
and/or deferred tax valuation allowances (e.g., Teoh et al. 1999). Attempting to detect earnings
management using a single accrual has its own disadvantages. First, earnings management can be
detected under the single accrual method only if the accrual teing examined is managed and it is
usually difficult to identify the specific accrual used ic manage earnings. Even if the appropriate
accrual is examined, the effect of managing any one accrual by itself may not be large enough to
achieve statistical significance. secondly, it is logical to assume that managers use more than nne
accrual when managing earnings. Therefore, while the single accrual method is effective in detecting
earnings management in some circumstances, it fails to detect earnings management under most
circunisiances (McNichols and Wilson 1988). Morecver, construct validity is lower for the single
accrual method than the total accrual method because a single accrual can be easily influenced by
other variables. For example, an income-increasing change in a firm's bad debt provision could be the
result of earnings management. However, it could also be the result of a change in the firm's credit
policies or simply a change in overall economic conditions. ‘

The Tolal Accrual. Method /

Studies have examined earnings management by investigating total accruals and accounting changes.
Healy (1985) uses both the total accruals and the accounting changes methods when examining the
effect of bonus schemes on accounting decisions. While he finds support for his hypotheses using
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accounting methods in years following the initial change. In general, although the total egccrua!s .
method is also noisy, it is generally more effective than the accounting change method in detecting
earning management under most circumstances. Additionally, it provides information on the extent of
earnings management, which is of concern to the SEC.
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Although this measure is noisy in detecting the magrnitude of earnings management, and can not

" identify the specific measures used for managing earnings, this measure can provide an indication of
the existence of earnings management. Moreover, this measure provides an easy way for investors to
evaluate the likelihood that a firm is engaging in earnings management without the use of

sophisticated statistical meth\C\dS/'

The Distiibution Method

Recent siudies. examining the prevalence of earnings management in order to avoid reporting losses
andfor zamings declines have adopted an additional approach to test for earnings managernent.
Burgstahler and Dichev (1997) examine the distribution of earnings changes and reported earnings.
They find a higher frequency of firms with slightly positive earnings (or earnings changes) than firms
with slightly negative earnings (or earnings changes). This approach is considered more objective in
terms of detecting the prevalence of earnings management than the other methods discussed.

Conversely, this approach has failed to disclose the extent of earnings management and the specific
methods or accruals that are used for earnings management (Healy and Wahlen 1999).

In summary, each measure of earnings management has its own advantages and disadvantages as
identified above. In the absence of a perfect model for detecting earnings management, earnings

management studies should utilize different earnings managemeitt measures to enhance the
robustness of their results. :
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1. PENDAHULUAN

Lsporan kevangan disusun berdasarkan akuwmansi berbasis akrual (accrnais
accounting).  Akutanst  akrual mempunyi keunggulan  babwa informasi laba
perusahaan dan pengukuran komponennya berdasarkan akuntansi akrual secar umum
memberikan indikasi febih baik tentang kinerja ckonomi perusahann daripada informasi
vang dihasilkan dari aspek ponerimasn dan pengeluaran kas terkint (FASD 19783,
Akuntansi akrual juga memiliki kelemahan, Wild er ol (2003) mengkntik bahwa
akuntansi akrual mermupakan aturan vang hdah serapuwma dan mengaburkan laporan
ketangan yarg bertjuan membertkan informast aliran kas dan Xapabilias perusabaan
dalam menghasilkan kas. Kekaburan informasi int dizkibatkan akuntansi akrual vang
ruwet dan rentan atas maniputasi. Kerentanan i discbut manajemen laba (earnings
managerient).

Kehadiran motivasi dan peluang merupakan insenif bagt manajer uutuk
mengelola laba, Menunit Scott (2000}, metivasi manajemen laba meliputi rencana
bonus. debt covenam, dan biaya politik. Manajer termotivasi mengelola laba untuk
mencapai  target kinerja  dan  kempensasi  bonus.  meminimalkan  kemunghinan
pelanggaran perjanjian utang. dan meminmulkan biava politik karena intervensi
pemerintah dan pariemen.

Kelemahan akuntanst akrual memimbulkan peluang bagi manajer untuk
mengimplementasikan siralegi manajemen luba. Strategi ini dikategorikan menjads
pilihan  Kebijakan‘metode akuntansi  dan  discrevionary  accruals  (kebijakan
pengestimasian akuntansi), Zamjewski & Hagerman (1981} mengindikasikan bahwa

piliban kebijakan akuntansi berasosiasi dengan motivast rencang bonus, debt covenant
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dan biava politik. Discredonary aceruals merapakan strategl yang lebih salit dideteksi
sehingga pendetehsiannya memerlukan penginvestigasion data dan analisis lebih rinci.
Penelition 1 bertujuan mengindikasikan pengaruh motivasi dan  strategi
tethadap praktih mumnagemen faba serfa mengelahui tipe-tipe motivasi dan strates
manapemen luba secara spestfik vang digunakan beberapis perusahaan publik di
budonesias Penchian i dimotivasi dari studi ferdabulu vang menguji pengaruh
ivotivasi terhadap praktk manaemen faba. Stadi terdahuiu menguji hipotesis untuk
mangindikasikan praktik manajemen faba secara wium. Penclitian ini memperluas studi
terdahudu dengan menguji pengaruh simultan metivasi dan strategi (erhadap praktik
managemen daba Penehtian juga menginvestigasi molivasi dan strategi secara spesitik
dafam praknk-prakiik manajemen Jaba pada beberapa perusahaan publik. Penclitian in
memihki dua kenstnbusi, Pertama, penclitian ini secara lebih komprehensit menguji
brpotesis untuk pengindikasian praktik manajemen laba secara wmum (bernilai global)
dan penginvestigasion prakuk manajemen laba sccara spesifik (bernitat lokaly pada
pertsahuan pubhk di Indonesia. Temuoan penehtian i memberikan manfaat praktis
dalum penpetathuan akuntanst. RKedon, penelitian ini mengimformasikan  tipe-tipe
motvast dan strateen manajemen laba. Informasi s berguna bagl masyurakat bisnis
wnk menilai kualitas Tiba perusahaan publik serta berguna bagi profesi akuntan dan

pemetintah (BAPEP AN untub penyvusunan standarpedoman akuntansi keuangan.

L TELAAI LITERATUR DAN PENGEMB.

AN HIPOTES

2L TELasu LITERATUR

Paporan Keuangan disusun berdasarkan akuntansi akrual yvang mengharuskan

pengakuan pendapatan dan beban berdasarkan saat terjadinya hak dan kewujiban, bukan
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saat penerimaan dan pengeluaran kas, Laba vang dihasitkan akuntansi berbasis akrual
memberikan inlormasi kinega ekonomi vang lebih baik daripada laba vang dihasilkan
akuntansi berbasis kas (FASE 197R),

Dalam  pencrapan  akuntlansi  akrual. prinsip akuntansi berterima  umum
mentbertkan  (leksibilitas  dengan mengijinkan manajer untuk memilih  kebijakan
akuptanst dalam pelasporan laba. Flekeibilitas ini dbnaksudkan agar manajer dapat
menginformasikan kondisi ckonomi sesuaj realitanya. Namun, fleksibilitas prinsip
akuntansi menimbulkan peluang bagt manajer untuk mengelola laba. Menurut Frscher
dan Rosenzweig (1993). manujemen labu merupakan  tindakan manajer untuk
meningkatkan (menurunkan) luba vang diaporkan saat Kinl dari sudlu unit vang
menjadi tanggung jawab manajer tanpa mengkaitkan dengan peningkatan {penurunan)
profitabilitas ekonomi jangka pamjang. Akuntansi akrual terdin dari discrerionary
acerualy (DA) dan aon discretionary accruals {NI3A) DA merupakan akrual vang
ditentukan manajemen (management determined). Manajer dapal memilih kebijakan
dalam hal metoda dan estimasi akuntansi. NDA merupakan akrual vang ditentukan atas
kondisi ekonomi (eeoamically determinedy (Niong 20061

Manajeren kba dapat diukar dengan model DAL Model int menjelaskan bahwi
manajer memiliki diskresi untuk menggronhen  akuntanst  akrual sehagal alat
pengelolaan Iuha (Jones 1991) Mode! Jones mengasumsikan babwa perubahan
pendapatan dan aktiva tetap bruto merupakan akrual vang ditimbulkan dart wransaksi
ekonomt perusahaan dan bersifat tidak dapat dikelola (wmmanagedy, dalam hat ini
pernbahan pendapatan dan aktiva tetap bruto ruencerminkan perubaban modal kerja dan

biaya penyusutan. Model Jones meregresihun fowal acoruals sebagai fungs dan
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perubahan pendapalan dan aktiva tetap, Koefisien regresi ini digunakan ontuk
mengestimast NA Residual regresi dianggap sebagai DA
Dengan aswinsi perubahan penjualuy kredit merupakan peluang manajemen [aba.
Dechow er wic (19931 memndifikasi model Jones dan membuat penyesuaian bahwa
pertbahan pendapatan hares dikavangy perubahan pivtang. Modet Jones moditikasian
wicrupakan model terbak dalam pendeteksiun manajemen Iaba (Dechow er ol 1995).
Mode) Jones modifikasian ini diformalasikan schagai
Doy Ner - TAArs (B (FAk1 )+ By JOARE Yy - AREC, ) Agur | + B2 (BPEy /Asc)]
dutam hal ini. DAy diseretionaiy accruals perusahaan i pada tahin 1, Ay < total
aktiva perusahaan 1pada tahun 1210 TA - total akqual perusahaan t pada tahun 1, AREV,
prerubaban pendapatan perasahiaan i dalam tahun 1 AREC, = perubahan piutang usaha
porusahaan v dalam tahan L dan PPE = aktiva tetap brute perusahaan i pada tnhun t.
Tindakan manajemen laba memiliki pola wmelipoti rafking o bath, income

H LD

eni, income maxinuzation. dan income smoothing (Scott 2000). Manajer
mengednakan pola manajemen laba yang hersesuaiun dengan motivasinva. Menurut
Scull (200t motivast manajemen Jaba meliputi rencana bonus, debt covenunt. dan
brava politih, Bochow (19043, Delond & Hambalve (1994) dan Sweeney (1994)
mengindikastkan rencana bonus dan debt covenant sebagal motivast manajemen faba.
Prankel & Trezovam (1994). Clovd of ol (1993 dan Mavdew (1997) mengindikasikan
blava politih sebagal motivast manajemen laba. Manajemen laba juga dipengaruhi
tuktor-faktor bain. misalnva peninghatan nilal saham (Dechow 1994, Teoh ef ol 1998,
dan Guimandi 2000), pelanggaran regulasi anti monopolt (Cahan 1992, Na'im & Hartono
1996, dun Hartone & Na'int 1998). serta meminimalkan pajak (Guenter 1994, Clovd et

w! 1905 dan Mavdew 1997).
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Pola manajemen laba diaplikasikan menjadi strategli manajemen laba. Strategi
im meliputi kebijakan pengestimasi akuntansi, perubahan meteda akuntansi. dan

penggeseran perioda pengakuan biava atau pendapatan (Setiawati & Na'un 20005

2.2. PENGEMBANGAN HIPOTESIS

Teorr akuntansy positil’ {eonpacting theory) menjelaskan bahwa  akuntansi
merupakan alat pengawasan dalam pelaksanaan kontrak antara pihak-pthak vang terikat
pengetolaan perusahaan. Konirak inl mengeunakan angka-angka akuntansi, Akuntansi
menyediakan informasi yang menjadi basis keputusan dalans penentuan  alokas)
sumberdava. kompensast mangjemen, dan pengawasan perjanjian utane, Manajemen
berusaha mempengarthi hasil-hasi) keputusan im melalw pilihan metoda akuntansi.
estimasi akuntansi, penggeseran periode pengakuan biava dan pendapatan (Setiawati &
Na'im 2000), serta penggeseran biaya dan pendapatan antar perusahaan (Beneish 1997).
Lmijewski & Hagerman (1981) mengindikasikan bahwa strategi pibhan metoda
akuntansi berasosiasi dengan empat faktor praktik manajemen laba (ukuran perusahaan.
kompensas) munajemen, rasio konsentrasi, dan rasio utang terhadap olal aktiva).
Hy: Strategl pilihan metoda akuntansi berpengaraly terhadap praktik manajemen laba

Watts & Zimmerman (19867 dan Seont (2000) mengajukan 3 hipotesis motivasi
manajemen laba meliputi rencana bonus, dedht covescn, dan biava politik. Hipotesis
rencana honus menjelaskan peran pilthan kebijalian akuntansi dalam penentuan rencana
Kompensasi manajemen. Selain gaji bulanan, manajer menerima kompensasi tambahan
sesual Kinerjanya, Angha laba sering digunakan untuk mengukur kineria manajer.
Manajer memiliki insentif untuk memilih metoda akentansi dan kebijukan estimas

akuntapsi untuk memperbaiki kinerfanya Dechow & Sloan {1991) menyatakan bahwa
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manetjer meninghathan Kompensasinva dengan pemotongan biava riset. Healv (1985)
menambahkan bahwa manajer memilih penurunan laba ketika informasi laba tidak
wencapal target bonus minpnal ataw melewati target bonus maksmmal.

H>:  Motvasi rencana bonus berpengaruh terhadap praktik manajemen laba.

Hipotesis deld covenamr menyatakan bahwa manajer termotivasi melakukan
manaiomien laba untuk menghindani pelanggaran perjanpan utang. Kreditor brasanya
membatasi pembavaran dividen, pembelian kembali saham beredar, dan penambahan
ulang untek menpunin pembavaran pokok uwtang dan bunga (Watts & Zimmerman
1986). Pembatasan mi dinvatakan dengan angka atav rasio akuntansi misalnva tingkat
maodal herja. saierest coverage, dan aktiva bersih. Defond & Jiambalvo (1994) dan
Sweeney (1994 mengindihasikan bahwa perusahaan pelanggar perjanjian utang
menggunakan akrual untuk meningkatkan laba tahun sebe lumava.

H;: Motivasi deft covenant berpengaruh terhadap praktik manajemen laba.

Hipotesis biava politik menguii peraman pilihan kebijakan akuntansi dalam
proses politik. Proses politik menimbulkan biava bagi perusahaan atau industri vang
divikini memperoleh heuntungan dari publik atau memperoleh laba sangat tinggi. Laba
sangat linggl mengakibatkan perusahaan ditekan agar menurunkan harga jual atau
penierintah meregulast harga, Manajer memiliki insenuf dalam pepnlihan metoda
akumianst dan penggunaan diskrest unfuk menurunkan laba dan risiko politik. Han &
Wong {1998) mengnrdikasikan bahwa perusahaan minvak menggunakan diseretionary
veerrafy umtuk menurunkan laba, sawt krisis minyak akibat perang teluk tabun 1990,
Sudi fain mctaporhan babwa manajer hank mengelola penyisthan kerugan pirtang
(Collins er ¢/, 1993) dan manajer asuransi mengelola cadangan kerugian klaim {Adiel

1996 untuk menghindari tekanan dari regulator.
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Ha: Motivast biava politik berpengarub terhadap praktik manajemen laba

i1 METODA PENELITIAN
3.1, SAMPEL DAN DATA

Sampel penelitian adalah perusabuan yang memenuhi kritena meliputi (1)
terdaftar di Bursa Efek Jakarta sefama tahun 2003..201G5. (2) terklasifikasi dalanm sektor
pemanufakturan, (3) menerbitkan laporan keuangan secara. lengkap dan memiliki saldo
ckuitas bernifai positif, serta {4) menggunakan periode laporan keuangan mutai 1
Januart sampai 31 Desember dan Rupiah schagal mata uang pelaporan.

Data penciitian diperoleh dari laporan keuangan. fndonesian Capital Market
Directory (JCMD), dan informast publikasian perusahaan. Pengklasifikasian sckior
pemanufakturan didasarkan data [CMD. Pengujian hipotesis menggunakan data laporan
keuangan 2004 dan 2005, Data laporan keuangan 2003-2005 dan informasi publikasian
lainnya digunakan dalam penginvestigasian prakiik-prakiik manajemen faba.

3.2. DEFINISI OPERASIONAL VARIAREL

Pengujian hipotesis menggunakan variabel praktik manajemen laba. motivasi
mangjemen laba, dan strategi manajemen laba. Prakiik manajemen laba diproksikan
dengan nilay discrenonary acernals swrprise (DAS) vakni selisth discresionary
acernals (DAY tahun kini dengan DA tabun lalu. DA divkor berdasarkan model Jones
moditikasian (Dechow ef al. 1995). Motivasi munajemen laba meliputi rencana honus,
debt covenant. dan biaya politik. Rencana bonus dickur sebagai rasio jumlah
kompensasi vang diterima direksi dan komisaris terhadap total ekustas. Debt cavenant
divkur sebagai rasio total uiang terhadap total aktiva, Biava politik dicerminkan dari

ukuran perusahaan, vang diukur sebagai logariuma dan total akuva
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Strutegt manajemen Jaba diukur berdasarkan skala intervat penggunaan metoda
akuntanst. vang mengadopst model Zmijewski & Hagerman (1981). Setiap pilihan
motode ahuntans dibeokan skor. Skor O untuk senma pibban metode yang menumnkan
Iaba Skor | jike memilih sow pilihan metode vang meningkatkan laba. Skor 2 jika
mumibh dua pilihan melode yang meningkatkan laba. Skor 3 jika memilih semua

pilihan metede vang meningkahan laba. Pilthan metode akuntansi vang diukur adalah

Pengaruhnya Pada Laba Akuntanst
. Menasikkan Menurunkan
P'ersediaan FIVO Rata-rata
Penyusutan Aktiva Tetap Garis Lurus Akseleras
smortisast Aktiva Tidak Berwojud | > 20 abun | < 20fahun

3.3, PROSEDUR PENGUIIAN HIPOTESIS
Pengaruh  motivasi dan  sfrategi  terhadap praktik manajemen laba  diji

berdasarkan data Hntas sekforal dengann model regrest berikat in:
DASE Poo B SMLy o+ B BPy P2 DC g+ [y POy + 104

datam hal ini, DAS ¢ - prakiik manajemen laba perusahaan 1 tahun t, SML = strategi
manajenen faba perusiham i tahun t. BPy = rencana bonus perusahaan i tahun ¢, DCy, =
perjaniian wtang (debr covenani) perusahaan 1 tahun t. dan PC 3 - biaya politik
perusahaan 1 tahin 1 Sebelumnyva, dilakukan wji asumst multkolinieritas  dan
heteroskedastisitas. Gejala mudtikolineartas dimdikastkan dart nilai VIF (variance
inflution factor). Gepala heteroskedastisitas dingi dengan Korelasi Spearman’s rho.
3.4 PROSEDUR INVESTIGAST PRAKTIK ManAmves LaBa

Objek investigasi adalah scbagian sampel perusahaan dalam pengujian hipotesis.

Kriterianva adalah nikan DAS. Prosedumya meliputi (1) penghilangan beberapa sampel
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vang memiliki nilai DAS di sekitar median sumpai tersisz dalam angka puluhan
terdekat, (23 jumlah subsampel objek investigax adalah 12.5% dari angka puluhan, dan
(3) perusahaan vang diinvestigast adalab 50Y¢ dari jumlah subsampel dengan DAS
tertinggs dan S0%% durt jumlab subsampel dengare 1348 terendah

[nvestigasi praktik manajemen laba herdasarkan telaah analitis dan t1elaah
substantif. Tolaah analiity berguna sebagai indikasi awal eksistensi motivast dan strateg
manajemen laba. Telaah analitis menggunakan indeks (yang diadopsi dari Bencish
1997) meliputi indeks penjualan. indeks laba kotor, mdeks perputaran piutang, indeks
perputaran persediaan, indeks beban usaha, indeks kualitas aktiva, indeks depresiasi.
dan indeks Jeverage, Sclanjutnya, telaah analitis dikembangkan dalam telaah substantif.
Telaah substantif ini menganalisis perubaban  clomen-clemen laporan  keuangan
berdasarkan wformasi yang tersedia dalam laporan keuangan. laporan auditor, dan
iaporan lain yang relevan misalnya laporan keuangan pihak-pihak dalam hubungan
istimewa (jika tersedia secara publik). Investivasi inl mengingkap motif manajemen
laba. RBerdasarkan mouf tertentu, perusahaan mengembangkan strategi manajemen laba.
Strategi ini berpenguruh pada nilai elemen-elemen laporan keuangan. Strategi ini

mengakibatkan penyajian laba vang terlalu tingei atau terlalu rendah.

IV, HASIL PENELTTIA

4.1. Hasn, PENGUIIAN ITIPOTESIS
Penelitian ini menggunakan sampe) sejumlah 83 perusahaan. Tabel 1
memyajikan perhitungan jumlah sampel penclitian. Data pengujian hipotesis meliputs
praktik manajemen laba. strategi manajemen luba, dan motivasi manajemen laba.

Praktik manajemen laba divkur dengan skor discretionary accruals swprise (DAS),
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Struicgr manajemen laba diukur dengan skor pilihan metode akuntansi. Motivasi
musraemen laba diukar dengan skor rencana bonus, debf covenant. dan biava politik.
DAS merupakan selisth discretionary aconals (DA) 2005 dengan DA 2004 DA
werupakan residual dard regresi tord aocrals (TA). Regresi 1A tahun 2003 adalab:
T Ap = 0048~ 0030 (AREV, A - ARLC A ) - 0,180 (PPLG Ay )
1136 1,962%
AP RT3
Nilar b 3207
#signilikan pada tingkat kevahinan 3%
Persanzaan regrest TA tahun 2004 adalah:
Py Ay o -00128 ¢ 0070 (AR Ay - ARECY Aury - 0221 (PPE A )
1,398 995k

AGRTE5.8%
Hilan 2488027

sipnitilan pada tingkat kevakinan $%
2 sgnibikan pada tingkat Keyvakinan 196
stanstih deskriptif data disapkan di wabel 20 Hasil pengujian asumsi klasik disajikan
pada wbed 3. Untuk setiap variahel bebas, nilal rolerance adalah lebih dard 010 (VIF
Kurnng, darl 10y den korvelasi Spearman’s the karang dar 0.7, Jadi, data penclitian ind
tiduk mengmdikasikan yegala multikolinienitas dan heteroskedastisitag yang serius.

Fonehtian s mengujn pengarub strategs pilthan metoda akuptanst (SMI),
rencana bonus (BP). perjanjian vtang (D), dan biaya politik (PC) terhadap praktik
manajenen laba (DAS). Hasil penoujian disajikan schagai persamaan regresi berikut:
PIAS - 0527 - GO23SME 0 0.017 BP 5 0,211 DO + 0,066 PC
0.871 0,290
1.980% 1,725%

Adi R 0038
Nilal B o 2.266%
# gignilikan pada ingkat kevakinan 10%

Koetisien DU dan PC bernilat positil’ dan signifikan pada tingkat keyakinan 10%

sehingga mendukung hipotests ketiga dan keempat. Hasil int mengindikasikan balvwa
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peningkatan motivasi perjanjian utang dan biava politik akan meningkatkan praktik
manajemen laba. Hasil i konsisten dengan studi terdabulu bahwa manajer berupava
meningkatkan laba menjelang pelanggaran perjanjian kredit (Sweeneyv 1994 dan
DeFond & Hambalve 1994} dan manajer menggunakan discretionary accruals vang
menormkan laba untuk menghindart tentit penurunan harga jual atag tckanan
regulast dari pemenintah (Han & Wong 1998 Collins vf al. 1995, dan Adiel 1996). Jadi.
perjanjian utang dan biava polittk merupakan motivas) manajemen laba vang berlaku
umum (bernifai globat) dalam praktik-praktik bisnis pengelolaan perusahaan.

Koefisien B3P udak signilikan schingga tidak mendokung hipotesis kedra,
Penelitian ini gagal mengindikasikan rencana bonus sebagal motivasi manajemen labi,
Hasitind tidak kensisten dengan Dechow & Sloan (1991), DeFond & Jiambalvo (1994,
dan Sweeney (1994) Argumen kegagalan hipotesis kedua melipui (1) manajer
menentukan target kisaran bonus; manajer menurunkan laba ketika informasi laba tdak
mencapat target bonus minimal atan melewati target bonus maksimal (Healy 19853, (2)
perusahaan publik di Indonesia masih tepenpgarul krisis ekonom: schinpgga managjer
fidak berani meningkatkan bonusnyva. dan (3) manajer mempertimbangkan bonus saat
penmgkatan laba namun mengabaikan bonus saat peninrunan faba

Kocfisien SMI. tidak signifikan sehingga tidsk mendukung hipotesis pertama
Penelitian ini pagal mengindikasikan pengarub strategi pilikan metede akuntansi
terhadap praktik manajemen taba®. Hasil ini tidak konsisten dengan studi Zmijewski &
Hagerman (1981). Kegagalan ini menunjukkan bahwa manajer tidak menggunakan

strategi pilthan metoda akuntansi dalam pengelolaan laba. Strategt ini sudah kedaluarsa

* Penelitian ini Juga gags! mengindikastken pengarul molvast rnsuna bonus, perjanjian Wang. dan biava
pelitik terhadap pilihan merode akuntanst sebagal sategl siangjemen faba
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(ot of date). karena mudah diketabui pengguna laporan keuangan. Scott (2000)
menambahkan bahwa manager lebth memilih kebijakan estimasi akuntansi dalam
manajemen  Jaba. Stolowy  dan Breton (2000) mengidentifikast  strategi-strategt
manajemen laba mehputi faba (rug) penjualan sekuritas, dividen dar nvestasi bukan
anak pervsahaan. fvestinent x eredif. perubuhan darl depresiasi akselerasi ke garis
lures. heputusan purehase atau poaling, perubahan kebijakan akuntanst, keputusan
discretionary deconnting. blava pensiun. pos luar biasa vaitu classificatory atau
iterieniporal. blava penelitioan dan pengembangan. beban operasi atau ordinary, foan
doss provision. dan seltsth kurs,

4.2, HASIL INVESTIGAST PRAKTIK-PRAKTIR NIANATEMEN LAsA

Perbitungan jumfah sub-sampel investigast disajikan pada tabel 2. Tabel 4
menvajtkan B perusahaan dengan skor DAS (sebagai indikasi praktik manajemen laba)
chastrn imtuk tahune 2005, Tabel 5 dan 6 menyajikan ringkasan kasus-kasus manajemen
peningkatan laba dan penurunan laba secara ckstriny
1280 Mo nvast VanauaeMeN Lasa

Tabel 7 menyajikan matriks ringkasan motivas) manajemen laba, Tabel im
menjelashan motivass nanajemen laba secara spesifik pada 10 perusahasn sub-sampel
Hivestigasi.

Kompensasi - Mapajemen, Dividen, dan Perjonjian  Utang, Tabel 7
menunjubhan bahwa penmghatan laba berasosias dengan kompensasi mapajemer
pembavaran dividen. dan ketenkatan perjanpan utang. Sefutvh perusahaan vang
weningkathan  faba maniliki notivasi kompensasi manajemen. Empat dari hima
perusitham vang menmakatkan laba memiliki motivasi pembavaran dividen. Tiga dan

lima pertisahaan vang meninghatkan laba memiliki motivasi keterikatan perjanjian
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utang. Hal ini mengindikasikan cksistenst hipotesis pengaruh kompensast manajemen
{rencana bonus). pembayaran dividen (kescjabteraan pemegang saham), dan keterikatan

perjanjian utang {debt covenant) terhadap praktik peningkatan laba, Motivas) rencana

bonus konsisten dengan Carlson & Bathala (1997 Gaver #f al. (1995). dan Holthausen

of wfl. {1995, Motivasi pembavaran dividen konsisten denpan Wang & Williams (1994)

dan Lev & Kumitzky (1974). Motivasy deh

! covenant konsisien dengan DeFond &

Jiwmbalvo (1994). DeAngelo ef «f. (1994) dan Sweeney (1994). Tabel 7 menunjukkan
bahwa hanva satu dari lima perusshaan vang menurunkan laba memiliki motivast
kompensasi manajemen dan keterikatan perjanjian utang. Dua dart lima perusahaan
vang menurunkan laba memiliki motivasi pembavaran dividen. Hal ini mengindikasikan
bahwa kompensasi manajemen. pembavaran dividen. dan keterikatan pada perfanpian
utang bukan motivasi utama dalam prakik penwrunan laba. Indikasi ini menjustfikasi
hasil pengujian hipotesis babwa rencana bonus berpengarub tidak signitikan terhadap
prakiik manajemen laba. Hipotesis rencana honus hanva berpengaruh untuk penimgkatan
laba. dan kurang relevan untuk kasus penuronan baba

Restrukturisasi Utang. Restrukfurisasi utang menjadi ekutas menghasilkan
laba. Laba ini merupakan insentif bagi manajer untuk menciptakan laba tambahan, agar
pengguna laporan keuangan menginterpretasikan kinerra laba vang bagus dan tidak
semata-mata laba dart restrukturisast ulang, Hal e mengindikasikan babiwa manajer
melakukan manajemen Jaba paska restrukturisasi wang (Sutrisno 2003). Temuan ini
merupakan masukan bagi penyusun standar akuntansi uniuk mengevaluasi PSAK No
34, yang mengakui laba dari restruktirisasi utang (LAD 1998). Sehisth febih nilai ekoitas

dengan nilai tercatat uiang tebih batk diakui yebagal tambahan modal disetor.

o
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Pajak. Tabel 7 menunjukkan bahwa pembavaran pajak berasosiasi dengan
penurtnan faba (konsisten dengan Mavdew 1997, Guenther 1994, dan Boynton ef ol
1992, Eksistensi pajak dapat dibedakan antara pembavaran pajak (pajak kini) dan pajak
tangguhan. Pertama. Stojowy dan Breton (2000) mengkategorikan pembayaran pajuk
sebagat proksi biava politik. Argumenava bahwa perusahaan besar membayvar pajak
lebih unggs sehingza pembayaran pajak adalah motivasi manajemen laba. Kedua, pajak
tangguhan fimbul dari perbedaan jumlah pajak menurut {aba fiskal dan taba akuntanst.
Pajal tangguhan memmbulkan  pengakuan beban (pendapatan) pajak  tangguban.
Pengelotaan beban (pendapatan} pajak tangguhan merupaken strategi manajemen laba.

Penggeseran Kinerja antar Perusahaan. Tabet 7 menunjukkan bahwa
petigeeseran Kinenja (pendapatan dan biava) antar perusahaan berasosiast dengan
penurunan laba, kensisten dengan Beneish (1997). Penggeseran ini diindikasikan dani
kebersediann memanggung kerugion signifikan, ketiadaan jasa penilai dalam pengalihan
ahitiva tetap. pengalihan aktiva tetap bersifat kontinjens:, signifikansi dampak transaks:
dalam hubingan istimewa, pihak-pihak dalam bubungan istimewa tidak diungkapkan
sevara momadal, upaya penvesatan dalan pelaporan transaksi untuk mengaburkan
substarsy ckonomi. dan Konsentrasi kepemilikane saham oleh Aolding company. tipe-
tipe penggeseran kinerfa melalui penjualan dan pembelian. berutang dan berpiulang
(tunpa bunga dan atau tanpa jateh tempo), menvewa dan menvewakan. dan pengalthan
ghiva Penggeseran i umamoya merupakan pelanggaran prinsip akuntansi misalnya
Letidakonkupan pengunghupan  trunsakst. penvesatan pelaporan suatu  transaks,
wengungsuikan informast bersubstanst hukum  daripada substansi ckonomi. dan

pemvagien miormas bersubstansi keuangan dengan mengabaikan sobstansi ekonomi il

Pengeeseran hinerja antar porusabaan hanva terjadi pada perusahaan vang menderita
ARPAM-04 15
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kerugian atau penununan laba. Informasi penurunan kinerja ini menjadi argumen untuk
meminimumkan upah burth. penundaan perbavaran utang. penurunan {penghindaran)
pembayaran dividen bagi pemegang saham ¢kstemal, meminimumkan pembavaran
pajak, atau penghindaran tanggung jawab sosal dan lingkungan. Penggeseran kinerja
i mencerminkan biava politik bagt perusahaan publik.

Kendala Kesinambungan Usaha Kendala kesinambungan usaha bertmplikasi
pada pengakuan kerugian penurunan manfaat ckonomi akfiva. Penurunan laba akibat
kendala kesinmmbungan merupakan upaya akuntanst untuk mengimgkapkan substans
ckonomi mengenat kondisi perusahaan di masa depan, Namun, kendala kesinambungan
menimbulkan fleksibilitas dalam derajat pengakuan beban atau kerugian di masa kini,
Hal mi mencerminkan eksistensi konflik antara akuntansi akrual yang berorientasi pada
kinerja jangka panjang (nasa depauj dan gejala manajemen laba vang berorientas: pada
kinerja jangka pendek (masa kini). Pengaruh kendala kesinambungan usaha terhadap
penarunan laba merupakan “motif khusos™ dalam monajemen laba

4.2.2, STRATEGL MANAJEMEN LABA

Strategt manajemen laba dapat dibedakan menjadi manajemen laba anifisial dan
manajemen laba transaksional (Stolowy dan Breton 20007, Perusahaan melakukan
manajemen laba artifisial melalul pemanfaatan {leksibilitas prinsip akuntans) dan
pelanggaran prinsip akuntansi. Pemanfaatan fleksibilitus prinsip akuntansi meliputs
praktik-prakiik akuntansi vang konservaiifl netral. dan agresil’ (Dechow dan Skinner
2000). Manajemen laba transaksional merupakan praktik-prakiik operasional atau
penciptaan transaksi vang mempengaruhi laba dengan keterlibatan pihak eksternal.
misalaya transaksi akuisisi. transaks] divestasi. dan transaksi dengan pihak-pihak dalam

hubungan istimewa. Jadi, praktik manajemen laba dapat dikatesortkan mengad: tiga.
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mieliputt fleksibilitas prinsip akwtanst, pelanggaran prinsip akuntansi, dan manajemen
faba transaksional, Tabel 8 menyajikan ketiga jenis strategt ini.

Ficksibilitas  Prinsip Akuntansi. Tabel & pancl A menvajikan  strategi
Heksibilitas prinsip akuntansi. Fleksibilitas ini meliputi (1) estimasi penyisihan pimang
menimbulkan beban penvisiban pitang (koosisten dengan Beneish 1997 dan Dechow
er ool 1993)0 (2) cstimast pepyisihun persedizan menimbulkan beban  ponyisihan
persedizan (konsisten dengan Bencish 1997), (3) estimasi umur aktiva atao tarip
penvusitan menimbutkan beban penvusutan (konsisten dengan Neil er ol 1995 dan
Michelson ef al. 1995), dan (4) cstimasi masa manfaat biava tangguhan menimbulkan
behan amortisasi buya tangguhan (konsisten dengan Beneish 1997 dan Moses 1987).
Perusahaan memiliki kebebhasan wntuk memperoleh kevakinan mengenai kewajaran
behan-beban estimastan mi. Fleksibilitar  pengestimasian penyisthan piutang dan
penvisihan persediaan merupakan modus tertinggi dalam strategi manajemen taba.
Tabel & menunjukkan bahwa manajer perusahaan menggunakan sedikit strategi
Hleksibilitas prinsip akuntansi (umumnya strategi penvisihan pintang dan persediaan)
sorta lebih menvukal strategl pelanggaran prinsip akuntansi dan manajemen laba
transaksional. Hal mengelaskan bahwa manajer perusabaan “magih kasar™ dalam
premianipulasian faba

Pelangearan Prinsip Akuntansi. Tabel 8 panel 13 menyajikan strategi
pelanggaran prinsip akuntansy wmeliputi (1) tidak mencatat persediaan dalam proses
untuk mewngkatkan harea pokok penjualan. (2) tidak mencatat laba penjualan aktiva
tetap (konsisten dengan Bartov 19933, (3) tidak mencatal kerugian penurunan nilai
aktiva ten operast (honsisten dengan Copeland 1968, Schuff 1968, dan Kirchheimer

19683, (4) menggunakan nilal neto persediaan, setelah dikurangi penyvisthannya, untuk
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menaikkan harga pokok penjualan, (3) mencmal investasi kepemilikan saham sehesar

20% (lebih) dengan metode hiava (konsisten dengan Barclield & Comiskey 1972 dun

Dascher & Malcelm 1970, (6 melaporkan yoodhorfd negaif (selisih lebnh nilar buku
atas biaya perolehan investasi anak perusahaan) dengan masa amortisasi 20 tahun untuk
menarunkan beban amortisast: dalam hal ini, geodwill negatif seharusnva mengurangi
biava perolchan aktiva non lancar, (7) mencatal persediaan {iktif' (Konsisten dengan
Beneish 1997). dalam hal ini. mencatyt persediaan scbesar biava upah. dan (R)
membuat laporan menvesatkan tentang kerugian kehitangan persediaan. dengan tidak
mengestimasi pendapatan dart klaim asuransi vang mengurangi kerugian. Kesalaban
perhitungan harga pokok pemjuatan. pelaporan goodwi!l nogatif, dan penyesatan
pelaporan kerugian kehilangan persediaan merupakan straiegi manajemen laba yang
berlaku spesifik (bernilat fokal) dan bheluom teridenifikasi dalam penelitian terdahulu.
Temuan i mengindikastkan bahwa manajer perusahaan publik di Indonesia sangat
toleran dalam pelanggaran prinsip akuntansi.

Manajemen laba Transaksional. Tabel & panel C menyajikan strategy
manajemen laba transaksional. Strategi ini meliputi (1) kerugian selisih kurs akibat
pembelian mapor dalam valuta asing (konsisten dengan Bravshawand & Eldin 19%9).
(2) akwsist perusahaan lamn yang profitable wan divestas) anak perusahaan vang
menderita kerugian (konsisten dengan Beneish 1999). (3) pencatatan pendapatan dan
harga pokok penjuatan {iktil” dalam pengakuan pendapatan komisi sebaga perantara
penjualan. (4) penvesatan pelaporan transaksi antar perusahaan atau anter pthak dalam
hubsngan istimewa: dalam hal ini. bentuk-bentuk transaksinya antara lain (a) membuat
pejanjian pengalibun aktiva di masa depan dan bersifat Kontinjensi untuk mengakui

keuntunpan atau kerugian saal menjelang akhir tabun (konsisten dengan Givoly &
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Ronen 19815 (b berfransakst dengan perusahaan non publik vang terindikasi sebagai
perusahaan atithast dalam pengendahan holding company (konsisten dengan Beneish
1997, Carlsen & Bathala 1997, serta Beattic ef al. 1994, (¢) bertransaksi penjualan dan
pembelian. herutang dan berpimang. serta menyewa dan menvewakan ruang dengan
perusahaan fam yang terindikasi sehagarl perusahaan afiliasi dalam pengendalian
fodeding compan) (mengindikasthan substanst ckonomi il sebagad satu kesatuan entitas
usahu). Prakik penggeseran pendapatan dan beban antar perusalizan merupakan strategi
mnngenen laba vang sangat mungkin dilabukan secara tuas oleh perusahaan publik di
Indonesia, Clavssens @ ol (2000) menyatakan bahwa pengelolaan perusahaan di

Indoncasa torpengaruly konsentrasi kepemilikan saham keluargae pendint. Pendapat ini

rtkan dugaan balnvae perucahaan-penisahaan di Indonesia melakukan manajemen

faba antar perusabaan dalam satu erup bisnis vang dikendalikan keluarga pendin.

V. PENUTUP

51 KESIMPULAN

Penelivian ini menguii pengarub motivasi dan strategi lerhadap  praktik
managemen laba Hasml pengujian mengindikasikan bahwa peningkatan motivasi debr
covenarl dan motvasi blava politik akan meningkatkan praktik manajemen laba.
Namun, penclitian ini gagal mengindikasikan pengaruh motivasi rencana bonus dan
strategt pilian mctode akuntansi terhadap praktik manajemen laba.

Penelitian mi menjelaskan tipe-tpe motivasi dan strategi manajemen Jaba pada
perusahaan publik di Indonesia. Motivasi mangjermen laba secara spesifik meliputs (1)
pemnbayaran pajak dan penggeseran Kinerja antar perusabaan (sebugal akibat biava

politik) yvang berasostasi dengan praktik penurunan laba, (2) laba darl restrukturisasi
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utang vang merupakan msentifs bagi sranajer untuk meningkatkan laba (3) kendala
kesmambungan usaha vang menmbulkan konflik kepentingan anmtara akuntans: akrual
dengan erientasi kinerja masa depan dan studi manajemen laba dengan orientasi kinerja

masa kit serta (4) motivasi rencana bonus. pembavaran dividen, da debt covenam

vang berasosiasi dengan praktik peningkatan Jaba dan kurang herusosiasi dengan praktik
periurunan laba. Tomuan i merupakan penjelasan kegagalan pengujian hipotesis
motivasi rencana bonus

Strafegi manajemen laba secara spesifik meliputi (1) perusahaan menggunakan
strategi fleksibilitas dalam pengestimasian penyisiban pintang dan persediaan, (2)
perusahaan lebih menvukal steategd pelanggwran prinsip akuntanst dan manajemen laba
transaksiona) daripada pemanfaatan fleksibilitas shuntansi akrual. serta (3) penggeseran
pendapatan dan beban antar perusohaan untuk menurunkan laba. Perusahaan tidak
menggunakan strategi pilthan meotode akuntansi, Temuan D merupakan penjelasan
kegagalan pengujiun hipolesis strategi pilihan mictods akuntanst.

Penelitian ini mengidentifikasikan hahwa motivasi debt covenant, biava politik.
kesejahteraan pemilik (pembayaran dividen). dan strategi fleksibilitas akuntansi akrual
merapakan praktik manajemen laba berlaku umuimn (bemilat global). Sebaliknyva, praktik
manajemen laba bersifat spesifik (bernilai tokaly mehputi motivasi dari restruldurisasi
utang dan kendala kKesinambungan usaha serta strategi vang agresif melalui pelanggaran
prinsip akumtansi dan transaksi antar perusahaan.

5.2. KETERBATASAN
Penelitian ini menguji hipotesis dengan heberapa kelemahan. Pertama. sampel
petusahasn tidak dikontrol antara perusahaan vang terindikasi melakukan manajemen

laba secara ekstrim dengan perusahaan vang tidakh mengelola Jaba, Kedua, penelitian
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mengeunakan sampel hanva X3 perusabaan schingga wmode! prediksi discretonary
aceriads vang dibasitkan relatit masih leprah, Khususnya untuk tahun 2005,

Lnvestigasi praktik manajemen laba menghasilkan motivasi dan strategi yang
bersital indikasi dan bukan pembuktian vang dapat dijadikan dasar dalam penilaian
Kewaaran suaty transahst secara chonomi dan hukum. Investigast ini mengandalkan

inforiwasi publikusian sehingga  tidak  terbebaskan dari kemungkinan  kesalahan

wierpretasi, akibat asimetrt informasi antara pengguna dan penerbit mformast.

3.3, SARAN

Penclitian mendatang diharapkan dapat menginvestigasi pengujian pengaruh
mativasi recana boous erhadap manajemen peningkatan laba dan mengklanifikasi
vartebel pajak sebagat motivast dan strategt manajemen laba. Jaba restrukturisas: utang
rerupahon insentil bagl manajer nntuk mengelola laba sehingpa temuan int merupakan
masukan bagi penvusun standar akuntanst untuk merevist PSAK No 34, Indikasi
pelanggaran prinsip akuntanst dan manajemen laba transaksional merupakan masukan

bagt BAPEPAM datam penvusunan pedoman faporan keuangan publik.
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Tabel i

Perhitungan Jumiah Sampel Perusahaan

§

oo

{

_,“Lj, - Koterangan ] Jumlah | Porsentase
| Perusahaan terdattar & BET tahun 2003 — 2005% | 333 100%
{ Perusahaan sektor non-manufakturing * {180 { 54 2%)
| Laporan keuangan tidak bestanggal 31 Desember ( 2) ( 1%)
Mata uang laporan keuangan bukan Rupiah (5 (2%
Saldo ckuitas pernah mengalami negatif { 56) { 16%;)
Laporan keuangan vang tersedia tidak lengkap (7 (2%
i Tumiah Sampel Pengujian Hipotesis 83 25 %
i Jumlah Sub-sampel Investigasi Pendal aman
b= 1259 5 (83-3) 10

* Sumber: Tndonesian Capatal Marker Directory 2004

Tabel 2

Statistik Deskriptif

1" Keterangan

Deviast Std.

] Discreationary\eerual
2004

! Disereationary Accrual
F 2003
Diservationary Ace
Surprisc

Strategd Manajemen Laba
Monvasi Bonus i’1an
Mogvast Debt Covenant
s Political Cost

N | Minimum | Maksimum | Rerata
83 ] 0252 0,828 0.006
§3 | -0.970 0.500 0,000
g3l o7 1,580 -0.006
83 1 0 3 1.580
83 { 0.000 3733 0,070
83| 0105 0,986 0478
83| 4625 7,672 5,432

|

O P .

Tabel 3

0.143
0,152
0,212
0,828
0,408
0.217
0,602

[lasil Peneuptan Multikolinteritas dan Heteroskedastisitas

f
}
4 Varlabe! fudependen
\}\mn a8
! AMedivasy [
Clotivast

i

s Stratezt Metoda Akuntanst

Jehi (ovenant

weet Cost

i Mulukolinieritas Heteroskedastisitas
r Korclasi Signifikansi
Tolerance VIF Spewrman’s
rho
CUTHESS T Te T 0033 0§30 ]

C0.898 3.7 -(.193 0,080

: 0.911 LO98 -0,108 0,329
0,973 1,028 0.021 0,851

Tabel 4

Skor DAS Sampel Investigasi Prakiik Manajemen Laba

i__ . Peningkatan Luba Penurunan Laba

I No Perusabaan Skor PAS* | Ne E Perusahaan Skor DAS*
i

:7] 1 Perusabaan A 1L.379 1 [Perusahaan ¥ (09700

¢ 2| Perusahaan B 0.317 2 | Perusahaan G {0,834)

3 | Perusahaan € 0.278 3 Perusahaan H 10,347y

LE i Perusahaan 1) 0.274 4 ' Perusahaan i {0,285)
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5 [ Perusalaan E I 0260 [ 5 ]Porusahaand [ (0261)

*PAS = dizaretionary acernuals SUITITISE

Tabel 5
Ringkasan Kagus-kasus Manajemen Peningkatan Laba

Perusahaan A Persabiaan termotivast meningkatkan Fompensas: bugr manajer dan dividea
bagi pemegang seham. Informas: om merupaben sinyel bunk best boedion Pensahaan benipaya
menyampaikun sinyal bagus melalul pertumbubian penjialan y disumbangkan darl pengakuan
peigualan berdasadian pevargian tiga pilak vang dikliiin peesabaun, sebagan perantara penpualan
Pengakuan i merupakan pengmglaren konsep substans; chonomi mengunggull bentuk hukum

Perusahaan B. Penirahaan termotivasi memugh

a7 Kesejahteraan manajenien dan pemegang
szham. Strateginya meliputs mengakiusisl perusahaan liin yang profitable. tdak mencatal penyixibiar
prutang usaha, tulak mencatat penyisihan persediean. mencatat persedian fkUf, dan mencatal mvestas)
saham dengan metode hiaya

Perusahaan C. Perusuhoan termotivasi meningkatkan kompensasi manajemen. Motif ini timbu)
ketiks tersedia peluang bagi manajemen unnik mengubab inforinasi dari mendenta kerugian menjadi
menghastlkar laba. dart restrukturisast wlang. Mamasjemen menyadar: babwa kinerja faba restrukny isasi
utang adalah ndak terkad kinerje nenglasilkan aliran kax sehunges tidak dapat dijadikan argumen nntik
meningkatkar kesejahteraanya. Manajemen memilili siratest untik menciptakan laba tambahar, Strarey
i mebput) ek mengakul pemngkatan penyisilan piitang usaba, tdak memnbuat penyisihan persedsamr,
< tidak mengaki pernurunan manfaat ekonoms atas

Perusahaao D. Perusaliaan tenpotivasi mer
nrangjemen dan pemegang saham sera penyampaian s

aktiva non operas:

1oy faba untuk menngkatkan kescjahreraist
1] bagus Jepada kreditor, Strateginya meliputy
1oamak perusahzan veng nugi, tdak menbual penvisihan piatang usaha dan tidak membuar
sihan persedizan

Perusahaun E. Perusdhaan termotivasi Aerinpketian wba dengan pola income swroothing ik
mempertabanican kesejaltieraan manajemen dan pemegang saham serta penyampaian sinyal bagus kepada
kreditor. Strateginya meltpun penyisihan pintang usaha terlalu rendah dan kebijakan tunp penyusutan
aktiva terlalu rendah

)
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Tabel 6

Yn;()()fhmg unfuk
thani . menperpanjang, pinjaman
waden kepacla pesegang sabam cksieral, Srrateg iy
kst dabue Dutnngan sumewa (penjuaian produk, pembelian, berpivrang, serta berutang

e bungs dw quted tempo) pembad

waare termotivasi menurunkan laba dengan pola los
poirk (tekaman dan faeruly, kreditur, dan poinegang: sa

art Dank. dan tidak saembayer

nann segord bisva langguban, pengakuan gy kehilangim
- fiaan barang, dalum proses, fulak mengungkapkan Inbs
a felan. dun pelaporan goodw il negattl pada $19 pasiva vk neraca.

Fpersediia ekl udak erwagukin pers
] .

vl uk

alman (. Mernsallaen timotivast munirkan feba untuk mengurangt pembayaran pajuk
st bty
Ey eemabsinalban dividen bagi pemegang sdham. Staleginya adalah penpgeserau
anir perteshuan melabn ransaksi penjualon dan pembelian, menyewa dan
myewsban, berutang dan berpiotang vang tormdikest antar perusahaan afilinsi dalum satv holding
wesnpu) dan penvisilnn prileg terfalu tnggn Transakst menyewa dun orenyewaken di safl ruangan
1k 12, dan kawtor o anar perigabaan mengindikasikan bahwa perusahaan-perusahaan
vy terhbas prgsaks g e menlike substunst ekonomi “secara il sebagal satu kesaman entiias usaha.
Perusahaun W Derusabman memilikl ketergantungan pada pemasok  uar nepett yang
ulhiar bebar selinl furs don keudala kesinambigan ussha. Hal vn berimplikasi pada penerapan

LRI At pensabinnn Teerminan blayae politik | meminimalkas B e R

el

.

| komservattsma dalain pemlalan piaang, persedizan. don aktiva non operssi. Peusabuan ntelaporkan

i s gt
|

paddi xim prasiva Joverace

Perusabaan L Perusshoun tennotivasi menuranken laba utuk mengurangi pembayaren pajak

sabtaan (sebagat contupan blava politik), Strateginya melalui pengakuan

st petgdidian witiva telap dan wansakst sefe-leave baok. Pengaliban aktive tetap (meliputi

iy berdasakan perjanjin yang belum disahkan dan dibuat sesaat
pikak dalam pengaliban aktiva terindikass dalam hubungan sthmewa di

endads halding company Jt huar negen

Perusabaan J. Perusabuat temmotivast mesamakan faba untuk menurunkay pembayaran pajek

R ANENggL

hmerpanar

WL meneae

Lo

alcar rulal persediaan secara neto (eefelah dikurangn penyistan nilai persediaan)
rea pokok penquaian

Tabel 7
san Motivasi Manajemen Laba

PERUSAHA
|
AlBlelpie Fla J il
ajemets s )% x S ‘ ~ | |
. . OV N B
tridery (K esejaliersan 1Y X X X 8 X .
- | § i | |
Loverants by x 1 ox | s !
: T J‘
. | F{__j
ik (Bixya Poliuk) v 5 S x
- P - l’ i [
wran Kinerja (xava Polak) pox X ‘ x
| o
ARPALY 27

SIMPOSIUM NASIONAL AKUNTANSI X

Unhas Makassar 26-28 Juli 2007

Tabel 8

- . Ringkasan Strategi Manajemen Laba .
Strategi Manajemen Lahba ;- LERUSAHAAN T T ‘}
I

i
jHi1 g
Panel A Fleksibilitas Prusip Aknntans l ; l }
[Tstumastpenyisihan prang, i EREEE
Istimasi penvisthan pritansg, ! ; ] 1
. . PSS EL I
Hstinas: penynisthan persediaun | [ X |

E Eistirmasy masa man it broyo tngguba

“stunast wnw akiyya (ar W perysaian

Panel B: Pelanggaran Prinsip Akuntanst

!
1

T

Tilak mencatat persedioan

Ticlak mencatat labatugi pengalibian shtiva

Tidak mencatat keragian penuran lai

Akliva non operasi

Resalahay perhatmgan harpa poxek
| Perualan

Kesalahan peneatatan mvestass sahan -metode
1 buaya
1 Kesalahan pelaporan goodwill nega

SR SV SNV NN SN S

Pencatatan parsechaan fivnf

-

|
I -
i
|
-
i

waks il
{Transakst antar Perusahasan:

|
)

Kerugrun selisih kurs

o
i

_

Alansisi atau divestasi perisahasan laim

Pepcatatan pendapatan <an harga pokok

pentualan HiuL (pelanggacan prinsip abintans) )

Penyesatan pelaporan berbagal transaks) antar
perusahaan ¢ dalam hublngan stimewa
{pelanggaran prinsip akimtansi)
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untuk KAP Big 5 dan Non Big 5

INTEN MEUTIA

Universitas Sriwijaya

This research examines the effect of auditor’s independence on the relationship
between audit quality and earnings management. This research is different Jrom
prior research because it examines whether two auditor’s independence mea-
sures: non audit-services and auditor s tenure affect the relationship between au-
dit quality and earnings management (which is measured by using absolute dis-
cretionary accruals). Audit quality is classified as prior research, that is Big sized
and non-Big sized firms. A correlation analysis uses to determine the relationship
| between audit quality and absolute discretionary accruals. Further, auditor s in-
: dependence is used as a moderating variable to determine the effect of the relation-
ship between the two other variables. Using a sample of 131 firms listed on the

Jakarta Stock Exchange, in Indonesia over the period 1998 to 2001, a significam
i negative relation between audit quality and absolute discretionary accruals was
‘ found. This finding support the hypothesis and is consistent with resuit from prior
; research. Independent t-test is used to determine the effect of non audit services
; and auditor tenure. Both variables give significant effect on the relation between
audit quality and absolute discretionary accruals. The existence of non-audit
services increases the value of absolute discretionary accruals both for Big and
non-Big audit firms. On the other hand, the long tenure decreases the value of
absolute discretionary accruals both for Big and non-Big audit firms.

Keywords : Famings management; Quality Audit; Independence;
non-Audit Seivices

; 1. Pendahuluan

j

1 Laporan keuangan merupakan bentuk pertanggungjawaban manajemen kepada calon in-
iwstor pada umumnya dan pemegang saham khususnya. Laporan keuangan memberikan informasi
ang berguna kepada para pengguna umumnya untuk pembuatan keputusan. Oleh karena itu,
jepatumya laporan keuangan dapat memenuhi keperluan para pengguna terutama berkaitan dengan
El:iitas informasi tersebut. Informasi yang diberikan seharusnya informasi yang dapat dipercaya.

un demikian pada prakteknya laporan keuangan seringkali disalahgunakan oleh manajer dengan
lakukan manajemen laba.
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Isu mengenai usaha manajer untuk melakukan manajemen laba sebe
isu baru di bidang akuntansi. Hal ini sudah ada scjakjlama, dahulu :il?l::i:lbum o
smoothings. Manajemen laba merupakan usaha pihak manajer yang disengaja un
laporan keuangan dalam batasan yang dibolehkan oleh prinsip-prinsip akuntansi de,
untuk memberikan informasi yang menyesatkan para pengguna laporan keuangan untuk ll(lgan
pihak manajer.

Meskipun secara prinsip, praktek manajemen laba ini tidak menyalahi prinsin-nrinsi akuntans;
yang diterima umum, namun adanya praktek ini dapat mengikis keercayazgn ;fs-gﬁ:t terha,
laporan keuangan eksternal dan menghalangi kompetensi aliran modal di pasar modal (S ;
2001). Praktek ini juga dapat menurunkan kualitas laporan keuangan suatu perusahaan Mcm? eral
laba juga merupakan hal yang merugikan investor karena mereka tidak akan mendaﬁat ?n;ijmm_
yang benar mengenai posisi keuangan perusahaan il

Adapun audit rpempakan suatu proses untuk mengurangi ketidakselarasan informasi
terdapat. antara manajer dan para pemegang saham dengan menggunakan pihak luar “yazi
meml?enk:n pengesahan terhadap laporan keuangan. Auditor diharapkan dapat membatas; rar}:t
manajemen laba serta membantu menjaga dan meningkatkan kepercayaan masyarakat umum tsrh "
laporan keuangan. Namun demikian efektifitas dan kemampuan auditor untuk mendeteksi mana'easap
laba tergantung kepada kualitas auditor tersebut. Beberapa penelitian terdahulu telah membulJ(tik:nn
bgh\ya terdapat hubungan antara kualitas audit dengan manajemen laba. Kualitas audit ini biasan
dikaitkan dengan ukuran auditor yaitu Big dan non-Big. Auditor Big dianggap memiliki kual'ti:
yang lebih tinggi dibandingkan dengan auditor non-Big. Auditor yang diklasifikasikan sebagai ;BEg

Juga dianggap akan lebih mampu membatasi praktek manajemen laba dibandingkan dengan auditor

non-Big.

_ Namun demikian kasus Enron yang cukup mengguncang ekonomi Amerika Serikat bary-
baru ini serta diikuti dengan kasus-kasus sejenis seperti Xerox Corporation dan WorldCom
menunjukkan bahwa kualitas audit yang biasanya diklasifikasikan menjadi Bi g dan non-Big tidak
sclamag)fa menjadi ukuran terhadap kemungkinan timbulnya manipulasi terhadap laporan keuangan
Kasus ini telah membangkitkan isu baru berkaitan dengan kualitas audit. Oleh karena jtu. mungkiﬁ
terdapa faktor lain terkait dengan auditor yang mempengaruhi terjadinya manajemen laba dalam
suatu perusahaan yaitu independensi auditor.

Berdasarkan latar belakang di atas, penulis ingin melihat lebih jauh adakah independensi
yang »dimiliki auditor memberi pengaruh terhadap hubungan antara kualitas auditor dengan
manajemen laba.

Sesuai dengan pernyataan masalah di atas, maka penelitian ini memiliki dua objektif yaitu:
L Untuk menguji bubungan antara kualitas audit dengan manajemen laba
2. Untuk mengidentifikasi pengaruh dua indikator independensi yaitu non-audit services dan

masa jabatan auditor terhadap hubungan antara kualitas audit dengan manajemen laba.

2. Kerangka Teoritis dan Penelitian Terdahulu

2.1. Manajemen Laba

' Terdapat beberapa definisi mengenai manajemen laba: misalnya Davidson (1987) dalam
Schipper (1989)? menyatakan bahwa manajemen laba adalah proses di mana dilakukan langkah-
langkah yang disengaja dalam batasan prinsip-prinsip akuntansi untuk memperoleh tingkat

sebagai income
tuk men; ip
n‘]-‘ e
epenﬁnm‘

i cndapatan yang diinginkan.

Menurut Schipper (1989), manajemen laba adalah intervensi dalam proses pelaporan keuangan
isternal dengan tujuan untuk mendapatkan keuntungan-keuntungan pribadi. Healy & Wahlen
1999) menyatakan juga bahwa manajemen laba terjadi apabila manajer menggunakan penilaian
4alam pelaporan kevangan dan dalam struktur transaksi untuk mengubah laporan keuangan guna

Ymenyesatkan pemegang saham mengenai prestasi ekonomi perusahaan atau mempengaruhi akibat-

skibat perjanjian yang mempunyai kaitan dengan angka-angka yang dilaporkan dalam laporan

Keuangan.

Dari ketiga definisi di atas dapat dikatakan bahwa manajemen laba merupakan usaha pihak
anajemen yang disengaja untuk memanipulasi laporan keuangan dalam batasan yang dibolehkan
oleh prinsip-prinsip akuntansi dengan tujuan untuk memberikan informasi yang menyesatkan para
pengguna laporan keuangan bagi keuntungan pihak manajer.

Selain itu manajemen laba dianggap sebagai tindakan yang dapat menurunkan kualitas

Ylaporan keuangan. Arthur Levitt (1998), ketua Securities and Exchange Commission (SEC)

menyatakan bahwa manajemen laba merupakan pengikisan dalam kualitas pendapatan sekaligus

fualitas laporan keuangan. Terdapat beberapa alasan yang mendorong manajer untuk melakukan

manajemen laba yaitu : Alasan Kontrak, alasan Pasaran , Management Buyout Offers” (MBQs) dan

alasan Peraturan.

§ Menurut Beneish (2001) terdapat tiga pendekatan yang biasanya digunakan untuk

“mendeteksi adanya praktek manajemen laba.

1. Pendekatan yang mengkaji akrual agregat dan menggunakan model regresi untuk menghitung
akrual yang diharapkan dan yaug tidak diharapkan.

Z Pendekatan yang menekankan pada akrual spesifik seperti cadangan hutang ragu-ragy,
atau akrual pada sektor yang spesifik seperti tuntutan kerugian pada industri asuransi.

k3 Pendekatan yang mengkaji ketidaksinambungan dalam pendistribusian perdapatan.

Dari ketiga pendekatan ini pendekatan yang pertama lebih banyak digunakan untuk mengetahui
adanya manajemen laba dalam suatu perusahaan. Pendekatan ini juga yang akan penulis gunakan
dalam perelitian ini. Terdapat dua jenis manajemen laba, yaitu income increasing earnings man-
agement dan income decreasing earnings management.

Sistem akuntansi akrual sebagaimana yang ada pada prinsip akuntansi yang diterima umum
memberikan kesempatan kepada manajer untuk membuat pertimbangan akuntansi yang akan memberi
pengaruh kepada pendapatan yang dilaporkan. Dalam hal ini pendapatan dapat dimanipulasi
melalui discretionary accruals. DeAngelo (1986) menyatakan konsep model akrual memiliki dua
komponen. Komporen non-discretionary dan discretionary. Komponen discretionary accruals
ini merupakan bagian akrual yang dapat dimanipulasi oleh manajer. Hal ini disebabkan karena
manajer memiliki kemampuan untuk mengontrolnya dalam jangka pendek. Sebaliknya komponen
non-discretionary ditentukan oleh faktor-faktor luar seperti kondisi ekonomi atau permintaan
terhadap penjualan serta faktor-faktor lain yang tidak dapat dikontrol oleh pihak manajer. Discre-
tionary accruals ini antaranya penilaian piutang, pengakuan biaya garansi (fufure warranty ex-
pense) dan asset modal (capitalization assets ). Manajer akan melakukan manajemen laba dengan
memanipulasi akrual-akrual tersebut untuk mencapai tingkat pendapatan yang dinginkannya.

22.  Kualitas Audit

Audit merupakan suatu proses untuk mengurangi ketidakselarasan informasi yang terdapat
antara manajer dan para pemegang saham dengan menggunakan pihak luar untuk memberikan
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pengesahan terhadap laporan keuangan. Para pengguna laporan keuangan terutama para pem
saham akan mengambil keputusan berdasarkan pada laporan yang telah dibuat oleh auditor
laporan keuangan suatu perusahaan. Hal ini berarti auditor mempunyai peranan penting dj

pengesahan laporan keuangan suatu perusahaan, Oleh karena itu kualitas audit mery agkanlm
penting yang harus diperhatikan oleh para auditor dalam proses pengauditan, P M

Goldman dan Barlev (1974} menyatakan bahwa laporan auditor mengandung kepenti ‘
tiga kelompok yaitu: (1) manajer perusahaan yang diaudit; (2) pemegang saham pemsaham:\gm
(3) pihak ketiga atau pihak luar seperti calon investor, kreditor dan suplier, Masing-m;sqan
kepcntingan ini merupakan sumber gangguan yang akan memberikan tekanan pada auditor uml::k
menghasilkan laporan yang mungkin tidak sesuai dengan standar profesi. Lebih lanjut hal inj akan
menganggu kualitas audit.

Berkaitan dengan kualitas audit, DeAngelo (1981) mendefinisikan kualitas audit sebaga
kemungkinan bahwa auditor akan menemukan dan melaporkan pelanggaran datam sistem akumaﬁa{
klien, Temuan pelanggaran mengukur kualitas audit berkaitan dengan pengetahuan dan kemampu:,:
auditor. Sedangkan pclaporan pelanggaran tergantung kepada dorongan auditor untuk

dimiliki oleh auditor tersebut.

_ Kuali_tas audit bukanlah merupakan suatu yang dapat langsung diamati. Persepsi terhadap
kualitas audit selalunya berkaitan dengan nama auditor. Dalam hal ini nama baik perusahaan
mempakm gambaran yang paling penting. Baik secara teori ataupun empirik, kualitas auditor
seringkali diukur dengan menggunakan ukuran kantor akuntan publik.

2.3, Indep'_endensi

Independensi auditor merupakan suatu hal penting yang sudah sejak lama menjadi
perbicaraan baik dikalangan praktisi, pembuat kebijakan ataupun para akademisi. Hal ini dikarenakan
pendapat yang diberikan oleh auditor berkaitan dengan kepentingan banyak pihak. Namun demikian
pendapat yang diberikan oleh auditor terhadap laporan keuangan suatu perusahaan tidak akan
mempunyai nilai apabila auditor tersebut dianggap tidak memiliki independensi oleh para pengguna
laporan keuangan.

Berkaitan dengan independensi, AICPA memberikan prinsip-prinsip berikut sebagai
panduan:

1. Auditor dan perusahaan tidak boleh tergantung dalam hal kewangan terhadap klien.

2, Auditor dan perusahaan seharusnya tidak teriibat dalam konflik kepentingan yang akan
mengganggu objektifitas mereka berkenaan dengan’ cara-cara yang mempengaruhi laporan
keuangan. '

3. Auditor dan perusahaan seharusnya tidek memiliki hubungan dengan klien yang akan

mengganggu objektifitas auditor.

Selain definisi yang diberikan oleh AICPA, SEC (Securities Exchange Committee) sebagai
badan yang juga berkepentingan terhadap auditor yang independen memberikan definisi lain
berkaitan dengan independensi. SEC memberikan empat prinsip dalam menentukan auditor yang
independen. Prinsip-prinsip ini menyatakan bahwa independensi dapat terganggu apabila audi-
tor: (1) memiliki konflik kepentingan dengan kliennya; {2) mengaudit pekerjaan mereka sendiri;
(3) berfungsi baik sebagai manajer ataupun pekerja dari kliennya; (4) bertindak sebagai penasihat
bagi kliennya. Ryan et al(2001).
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Ikatan Akuntan Indonesia (1AI) sebagai pihak yang mempunyai kompetensi mengatur dan
rengawasi aktivitas akuntan di Indonesia juga memberikan aturan berkaitan dengan independensi,
ejujuran dan objektifitas akuntan dalam melaksanakan aktivitasnya. Dimana dalam menjalankan
gasnya anggota kantor akuntan publik (KAP) harus selalu mempertahankan sikap mental
ndependen di dalam memberikan jasa profesi sebagaimana diatur dalam Standard Profesional
(kuntan Publik yang ditetapkan oleh IAI. Sikap mental independen tersebut harus meliputi
dependen dalam kenyataan (in facts) maupun yang kelihatan (in appeareance).

Berkaitan dengan auditor yang independen, Watt dan Zimmerman (1986) menyatakan bahwa
ebolehpercayaan yang diberikan untuk verifikasi auditor terhadap laporan keuangan kliennya
nderung tergantung kepada kompetensi dan independensi. Kompetensi bermakna kelayakan
rofesional individu yang memiliki kemampuan teknik untuk mengetahui wujudnya pelanggaran
jalam suatu sistem akuntansi. Adapun independensi mensyaratkan auditor untuk mempunyai
pandangan yang tidak bias dalam segala hal yang berhubungan dengan hasil auditnya. Pandangan
yang tidak bias ini diartikan oleh Watts dan Zimmerman sebagai kebebasan untuk melaporkan

LS fpelanggaran yang ditemukannya.
mengungkapkan pelanggaran tersebut. Dorongan ini akan tergantung kepada independensi yang

Menurut Scott et al (2000) auditor yang independen seharusnya dapat menjadi pelindung

‘erhadap praktek-praktek akuntansi yang memperdayakan, karena auditor tidak banya dianggap
‘ memiliki pengetahuan yang mendalam di bidang akuntansi tetapi juga dapat berhubungan dengan
-audit committe dan dewan direksi yang bertanggung jawab untuk memeriksa dengan teliti para

pembuat keputusan di perusahaan.

Dari pelbagai pendapat mengenai independensi di atas, terdapat satu kesepakatan bahwa
independensi merupakan hal penting yang mesti dimiliki oleh auditor. Terdapat pelbagai jenis
independensi, tetapi dapat disimpulkan bahwa independensi yang dapat dinilai hanyalah
independensi yang kelihatan, Dan penilaian terhadap independensi yang kelihatan ini selalunya
berkaitan dengan hubungan yang dapat dilihat serta diamati antara auditor dan kliennya.

2.3. Non-AuditServices

Salah satu faktor yang banyak dibicarakan berkaitan dengan gangguan terhadap auditor
yang independen jalah adanya non-audit services. Terdapat pendapat yang bertentangan berkaitan
dengan non-audit services ini. Sebagian menganggap bahwa pemberian jasa selain audit tidak
mengganggu independensi auditor. Pendapat yang lain menyatakan bahwa pemberian jasa selain
pengauditan dapat mengganggu independensi auditor.

Berkaitan dengan non-audit services ini, Securities Exchange Commission (S8EC) us
menerapkan peraturan baru pada tahun 2000 yang mensyaratkan perusahaan yang terdaftar di
bursa untuk mengungkapkan informasi berkaitan dengan bayaran non-audit services yang diberikan
kepada auditor.

Dikaitkan dengan keempat prinsip yang diberikan oleh AICPA dalam menentukan apakah
independen auditor terganggu ataupun tidak, adanya non-audit services tidak sesuai dengan
prinsip yang keempat, yang menyatakan bahwa auditor dan perusahaan seharusnya tidak memiliki
hubungan dengan klien karena dikhawatirkan akan mengganggu objektifitas auditor tersebut.

24. MasaJabatan Auditor

Pada tahun 1961, Mautz dan Sharaf telah menyatakan bahwa terdapat beberapa ciri yang
ada pada praktisi akuntansi yang dapat mengurangi independensi auditor, terutarma mengurangi
independensi yang kelihatan. Antaranya ialah ketergantungan keuangan auditor terhadap kliennya
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Bagi perusahaan yang diaudit oleh KAP non-Big 5, discretionary accruals di kelangay
perusahaan yang menerima ron audit services adalah lebih tinggi daripada discretiong,
accruals perusahaan yang tidak menerima non audit services. i
H4:  Discretionary accruals perusahaan yang diaudit oleh KAP Big 5 dengan masa jabatan > 3
tahun lebih tinggi daripada perusahaan yang diaudit KAP Big 5 dengan masa jabatan<3
tahun. -

Discretionary accruals perusahaan yang diaudit oleh KAP non-Big 5 dengan masa jabatan }
>3 tahun lebih tinggi daripada perusahaan yang diaudit oleh KAP non-Big 5 dengan masa /}
jabatan <3 tahun. :

3. Metodologi Penelitian

3.1. Variabel Bebas

Kualitas audit merupakan variabel bebas yang digunakan dalam penelitian ini. Kualitas
audit akan di ukur dengan mengklasifikasikan atas audit yang dilakukan oleh KAP Big-5 dan audit
yang dilakukan oleh KAP non-Big 5. KAP Big-5 digunakan untuk mengukur kualitas audit yang
tinggi, sedangkan KAP non-Big 5 untuk mengukur kualitas audit yang rendah.

3,2, Variabel Terikat

Variabel terikat dalam penelitian ini ialah manajemen laba. Penelitian ini akan menggunakan
model Jones (1991) yang dimodifikasi untuk mendeteksi discretionary accruals. Menurut model
Jones (1991) yang dimodifikasi
TAit =ACAit—-ACashit—ACLit+ACPLTit-DEP&t ...
NDAIt =« (1/Ait-1)+ B1[(A REVit - ARECit)/ Ait-1]+ B2 (PPEiVAit-1) ()
DA/AI-1 =TA it/ Ait-1 —{Bo(1/Ait-1)+ BI{(A REVit - ARECit)/ Ait-1] + B2 (PPE it/Ait-)

e (3)
Dimana :
NDA it = Non-discretionary accruals pada tahun t
DAit = Discretionary accruals / discretionary accruals pada tahun t
TA it = Jumlah akrual pada tahun t
Ait-1 = Jumlah asset pada tahun t-1
ACAit = Current asset tahun t dikurang current asset tahun t-1
ACashit = Cash pada tahun t dikurang cask pada tahun t-1
ACLit = Current Liability tabun t dikurang curent liability tahun t-1
ACPLTit = Bagian hutang jangka panjang yang jatuh tempo pada tahun t dikurang
bagian hutang jangka panjang yang jatuh tempo pada tahun t 1.
DEP it = Penyusutan pada tahun t
AREVit = Penghasilan pada tahun t dikurang penghasilan tahun t- 1
A RECit = Piutang pada tahunt dikurang piutang pada tahunt -1

[l U Y [T L
e

= Harta dan peralatan kotor pada tahun t
Indeks perusahaan
1,...T [sub I] indeks tahun

PPE it

H

[

t

po, B1 dan P2 diperolehi dari persamaan berikut ini :

TA i/Ait-1 =Po (1/Ait-1) + BI[(AREV it- A RECit) /Ait-1+ B2 (PPE it)/ Ait-1+ it

.............

33. Variabel Moderating

Untuk mengukur independensi auditor, digunakan dua ukuran yaitu non-audit services
serta masa jabatan sebagai auditor. Non-audit services diukur dengan ada atau tidaknya non-
audit services yang diberikan. Masa jabatan diukur dengan masa jabatan kurang atau sama deagan
3 tahun serta yang lebih dari 3 tahun.

3.4. Populasidan Sampel

Populasi dalam penelitian ini ialah semua perusahaan yang terdaftar di Bursa Efek Jakarta
(BEJ) (325 perusahaan). Sampel dalam penelitian dipilih dari semua industri kecuali industri kevangan
yang berbeda dengan industri yang lain dalam hal perhitungan discretionary accruals. Dengan
menggunakan pemilihan sampel berstrata, berasaskan yang diaudit oleh KAP Big dan non-Big
dipilih 131 perusahaan sebagai sampel.

35. Data

Penelitian ini menggunakan dua jenis data yaitu data sekunder dan data primer. Data sekunder
berupa laporan keuangan perusahaan tahun 1998-2001 yang diperoleh dari laporan tahunan

perusahaan yang terdafiar di Bursa Efek Jakarta. Adapun data primer diperoleh melalui kuesi(?ner
yang diberikan baik kepada kantor akuntan publik yang berkenaan ataupun perusahaan terkait.

3.6. Analisis Data

Tahap pertama akan dilakukan penghitungan absolute discretionary accruals dcngap
menggunakan model Jones (1991) yang dimodifikasi. Guna melihat hubungan antara kualitas audit
dengan manajemen laba akan digunakan analisis korelasi dengan menggunakan non-parametn’_c
test. Selain itu sebagai pendukung, absolute discretionary accruals antara perusahaan yang diaud}t
oleh Big-5 dan yang diaudit oleh non-Big 5 akan dibandingkan. Selanjutnya untuk menguji hipotesis
2,3.4 dan 5 akan dilakukan perbandingan mean dengan menggunakan independent t-test.



4. Analisis Data
4.1. Data
Tabel 1 menunjukkan klasifikasi perusahan yang menjadi sampel berdasarkan jenis industrj

TABEL 1

TABEL3
Klasifikasi Sampel Menurut Non-Audit Services

Klasifikasi Perusahaan Berdasarkan Jenis Industri

Jenis Industri N Perse

Pe rtanian 3 Z,ste
Pertambangan 6 4.6
Industri Dasar dan Kimia 35 267
Ancka Industri 27 20.6
Industri Barang Konsumsi 22 16.8
Property, Real Estat & Konstruksi Bangunan 10 7.6
Infrastruktur dan Transportasi 7 5.3
Perdagangan, Jasa dan Investasi 21 16
JUMLAH 131 100

Tabel 2 menunjukkan Kklasifikasi sampel menurut kualitas audit. Karena penelitian ini
menggunakan data tahun 1998-2001, maka terdapat 524 tahun perusahaan yang menjadi unit
penelitian.

TABEL 2
Klasifikasi Sampel Menurut Kualitas Audit
Kualitas Audit N Persentase
Big 5 437 83.4
non-Big 5 87 16.6
Jumlah 524 100

Dari tabel | didapati bahwa sebagian besar perusahaan yang menjadi sampel datam penelitian
ini merupakan perusahaan yang diaudit oleh KAP Big 5 yaitu sebanyak 437 (83.4%), sedangkan
yang diaudit oleh KAP non-Big 5 sebanyak 87 (16.6%).

Selanjutnya tabel 3 menunjukkan banyaknya perusahaan yang memperoleh ron-audit ser-
vices. Sebagian besar perusahaan ternyata tidak mendapatkan non-audit services jenis apapun
dari auditornya, yaitu sebanyak 375 tahun perusahaan atau 71.7%. Adapun yang mendapatkan
non-audit services, baik jasa manajemen, pajak ataupun yang lainnya sebanyak 149 tahun
perusahaan atau 28.4 %.

Non-Audit Services N Persentase
Ada’ 149 284
Tidak ada 375 . 71.7
Jumlah 524 100

3bel 4 menunjukkan lamanya perusabaan menjadi klien auditor. Sebanyak 338 atau 64.5 % sampel
-Jah diaudit oleh auditor dengan selama lebih dari 3 tahun. Selebihnya, sebanyak 186 atau 35.5%
senjadi klien auditor dalam masa kurang atau sama dengan 3 tahun.

TABEL 4
Klasifikasi Sampel Menurut Masa Jabatan Auditor
Masa Jabatan Auditor N Persentase
< 3 tahun 186 35.5
> 3 tahun 338 64.5
Jumiah 524 100

(2. Model Discretionary Accruals

Penelitian ini menggunakan absolute discretionary accruals {ABSDA ) sebagai ukuran
fiscretionary accruals serta tidak membedakan antara income increasing discretionary accruals
taupun income decreasing discretionary accruals dalam setiap analisisnya. Tabel berikut
nenunjukkan mean, median, nilai maksimum dan nilai minimum dari discretionary accruals dan

bsolute discretionary accruals

) TABEL 5 -
Mean, Median, Nilai Maksimum dan Minimum Discretionary accruals dan
Absolute discretionary accruals

Discretionary Accruals Absolute discretionary accruals
Mean 0.067 0.464
Median -0.069 0.300
Minimum -1.737 0.001
Moaksimum 3.575 0.357




mengidentifikasi apakah terdapat perbedaan mean ABSDA bagi perusahaan yang diaudit oleh
4 KAP Big 5 yang menerima ataupun tidak menerima ron audit services. Tabel 4.6 menunjukkan hasil
analisis tersebut.

~ -t et enN et

4.3.  Analisis Hipotesis

TABEL 6
Korelasi antara Kualitas audit dengan ABSDA

TABEL 8
Correlations Perbandingan Mean ABSDA Perusahaan yang Diaudit oleh Big 5
Menurut Non-Audit services
. _ absolut DA | AUDNEW
Speaman's rho  absolut DA Correlation Coefficient 1.000 -.103* : Kualitas Audit Non- Audit Mean Sig (2
Sig. (2- :
g. (2-tailed) . 019 £ services N ABSDA ujung)
N 524 524 .
AUDNEW _ Correlation Coeffiient 10w | 1000 Bisgs Ada 132 0.92798 | 0.000%
Sig. (2-tailed) .019 . Tdk Ada 305 (.23943
N . 524 524 Jumlah 437

“. Correlation is significant at the .05 tevel (2-tailed).

Dari tabel 6 didapati bahwa terdapat hubungan yang negatif antara kualitas audit (AUDNEW)
dengan absolute discretionary accruals (ABSDA). Walaupun hubungan ini tidak begitu kuat,
hanya sebesar - 0.103 namun secara statistik hubungan ini signifikan pada tahap 5% (p<0.05).
Dengan demikian dapat dikatakan bahwa temuan ini memberikan dukungan terhadap hipotesis 1.

Selanjutnya untuk membandingkan absolute discretionary accruals antara kedua jenis
kualitas audit, dilakukan analisis dengan melakukan perbandingan mean ABSDA kedua jenis

kualitas audit, dengan menggunakan t-test. Tabel 7 menunjukkan perbandingan mean antara
keduanya.

TABEL 7
Perbandingan Mean ABSDA Menurut Kualitas Audit

Dari tabe! 8 didapati bahwa sebanyak 132 tahun perusahaan yang diaudit oleh KAP Big §
menerima non audit services. Sementara dari 437 tahun peruszhaan yang diaudit oleh KAP Big 5
yang tidak menerima non audit services sebanyak 305 tahun perusahaan. - Selanjutnya mean abso-
lute discretionary accruals (ABSDA) perusahaan yang diaudit oleh KAP Big 5 dan menerima non
audit services lebih tinggi dari perusahaan yang tidak menerima non audit services yaitu sebesar
0.92798 dan 0.23943. Secara statistik perbedaan ini sangat signifikan (p = 0.00). Penemuan ini
mendukung apa yang dinyatakan dalam hipotesis 2.

Sama seperti pada hipotesis 2, untuk melakukan test terhadap hipotesis 3 juga dilakukan
independent t-test guna mengidentfikasi apakah terdapat perbedaan mean ABSDA bagi perusahaan
yang diaudit oleh KAP non-Big 5 baik yang menerima ataupun tidak menerima non audit services.
Tabel 9 menunjukkan hasi] analisis tersebut.

TABEL9
Perbandingan Mean ABSDA Perusahaan yang Diaudit Oleh Non-Big 5

Kualitas Audit N Mean Sig (2
Persentase ABSDA i
Big 5 437 83.4 0.44741 0.069
non-Big 5 87 16.6 0.55131 '
Jumlah 524 100

Menurut Non-Audit Services

Hasil perbandingan mean menunjukkan bahwa mean ABSDA perusahaan yang diaudit
oleh KAP Big 5 lebih rendah dari mean ABSDA perusahaan yang diaudit oleh KAP non-Big 5. Di
mana mean ABSDA perusahaan yang diaudit oleh KAP Big 5 sebesar 0.44741, adapun mean
ABSDA perusahaan yang diaudit oleh KAP non-Big 5 sebesar 0.55131. Temuan ini menyokong
analisis sebelumnya yang menyatakan bahwa terdapat hubungan yang negatif antara kualitas
audit dengan absolute discretionary accruals. Hasil analisis ini secara statistik signifikan pada
tahap 10% (p <0.1).

Selanjutnya guna melakukan test terhadap hipotesis 2 dilakukan independent t- test untuk

Kualitas Audit non- Audit Mean Sig (2
- Services N ABSDA ujung)
non-Big 5 Ada 17 1.01106 0.000*
Tdk Ada 70 0.43966
Jumiah 87

Dari tabel 9 didapati bahwa hanya sebanyak 17 tahun perusahaan yang diaudit oleh auditor
non-Big 5 menerima non audit services. Selebihnya, yaitu 70 tahun perusahaan tidak menerima
non audit services. Pada kelompok ini mean ABSDA perusahaan yang menerima rion audit ser-
vices besarnya 1.01106, sedangkan pada kelompok yang tidak menerima non audit services mean
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yang diperoleh dari analisis ini menyokong hipotesis 3.
Kedua analisis baik pada tabel 8 ataupun 9 menunjukkan bahwa adanya non audir Services
baik bagi perusahaan yang diaudit oieh Big 5 ataupun non-Big 5 memberi pengaruh terhadap

besarnya ABSDA yang terjadi di perusahaan tersebut. Hal ini ditunjukkan dengan lebih tingginya -

mean absolute discretionary accruals pada tahun perusahaan yang menerima non aqudir Services,

Untuk melakukan test terhadap hipotesis 4, berkaitan dengan masa jabatan auditor dilakukan
independent t-test . Analisis ini dilakukan untuk melihat perbandingan mean ABSDA bagi tahun
perusahaan yang diaudit oleh auditor Big 5 dengan masa jabatan selama < 3 tahun dan yang > 3
tahun. Hasil analisis terdapat di tabel 10.

TABEL 10
Perbandingan Mean ABSDA Perusazhaan yang Diaudit oleh Big 5
Menurut Masa Jabatan Auditor

Kualitas Audit | Masa Jabatan N Mean Sig (2
ABSDA ujung)
Big 5 < 3 tahun 114 0.92254 0.000*
>3 tahun 323 0.27972
Jumlah 437

Dari tabel 10 didapati bahwa pada kelompok Big $ lebih banyak tahun perusahaan yang
diaudit oleh KAP dengan masa lebih dari 3 tahun, yaitu sebanyak 323 tahun perusahaan
dibandingkan dengan yang diaudit oleh KAP dengan masa kurang atau sama dengan 3 tahun,
yaitu sebanyak 114 tahun perusahaan. Selanjutnya didapati bahwa mean ABSDA untuk tahun
peruszhaan yang diaudit oleh Big 5 dengan masa jabatan kurang dari sama dengan 3 tahun lebih
tinggi dari mean ABSDA tahun perusahaan yang diaudit dengan masa jabatan lebih dari 3 tahun.
Untuk tahun perusahaan yang diaudit oleh Big 5 dengan masa jabatan < 3 tahun mean ABSDA nya
0.92254. Perbedaan mean ini secara statistik sangat signifikan (p = 0.60). Walaupun demikian
temuan ini tidak menyokong hipotesis 4. o

Selanjutnya untuk melakukan test terhadap hipotesis 5 berkaitan dengan masa jabatan
auditor juga dilakukan independent t-test Analisis dilakukan untuk melihat perbandingan mean
ABSDA perusahaan yang diaudit oleh auditor non-Big 5 dengan masa jabatan selama < 3 tahun
dan yang lebih dari 3 tahun. Hasil analisis terdapat di tabel 11.

————

ABSDA-nya hanya 0.43966. Perbedaan ini secara statistik signifikan pada tahap 5% (p=0.00). Apa |

TABEL 11
Perbandingan Mean ABSDA Perusahaan yang Diaudit Oleh non-Big 5 Menurut Masa
Jabatan Auditor

Kualitas Audit | Masa Jabatan | N Mean Sig 2
ABSDA ujung)

non-Big 5 <3 tahun 72 0.59693 0.055*

>3 tahun 15 0.33233
Jumlah 87

Sebanyak 72 tahun perusahaan yang diaudit oleh auditor non-Big 5 t2lah diaudit dengan
masa jabatan kurang atau sama dengan 3 tahun. Sementara hanya 15 tahun perusahaan yang telah
diaudit oleh auditor dengan masa jabatan lebih dari 3 tahun. Bagi perusahaan yang diaudit oleh
non-Big 5 dengan masa jabatan < 3 tahun, mean ABSDA-nya 0.59693 dibandingkan dengan masa
jabatan > 3 tahun mean ABSDA nya 0.33233. Secara statistik perbedaan mean kedua masa jabatan
ini signifikan pada tahap 10% (p = 0.055).

Temuan ini menunjukkan bahwa lamanya masa jabatan auditor mempengaruhi besarnya
absolute discretionary accruals (ABSDA) yang terjadi di suatu perusahaan. Masa jabatan yang
lebih lama memperkecil absolute discretionary accruals yang terjadi di suatu perusahaan. Sebaliknya
masa jabatan yang singkat ( kurang atau sama dengan 3 tahun) memperbesar absolute discretion-
ary accruals yang terjadi. Dengan demikian analisis ini juga tidak menyokong hipotesis 5.

5. Pembahasan dan Kesimpulan

5.1. Kaualitas Audit dan Absolute Discretionary Accruals

Hasil analisis korelasi yang terdapat pada tabel 5 telah menemukan terdapat hubungan
negatif antara kualitas audit dengan absolute discretionary accruals. Walaupun hubungan ini
tidak begitu kuat iaitu sebesar —0.103, namun secara statistik hubungan ini signifikan pada tahap
5% . Temuan ini mendukung hipotesis dan konsisten dengan penelitian-penelitian terdahulu
berkaitan dengan kualitas audit. Dimana pada penelitian terahulu selaiu ditemukan bahwa KAP Big
5 memiliki kualitas yang lebih tinggi dari KAP non-Big 5. Antaranya ialah penelitian DeAngelo
(1981), Palmrose (1988), Burilovich (1997) dan Becker et al. (1998).

Temuan ini mendapati bahwa perusahaan yang diaudit oleh KAP Big 5 memiliki absolure
discretionary accruals yang lebih rendah, dibandingkan dengan perusazhaan yang diaudit oleh
KAP non-Big 5. Hal ini memunjukkan bahwa KAP Big 5 lebih berkualitas dalam mendetellcsf
berlakunya manajemen laba di dalam suatu perusahaan. Penjelasan yang mungkin untuk hal ini
adalah bahwa KAP Big 5 mempunyai auditor yang berpengalaman dan berkualitas sehingga
memungkinkan mereka untuk bekerja dengan lebih baik.

Teori yang menyokong perbedaan kualitas ini diberikan oleh De Angelo (1981) yang
menyatakan bahwa kantor akuntan publik yang lebih besar memiliki dorongan yang lebih besgr
untuk mendeteksi dan mengungkapkan kesalahan pelaporan oleh pihak manajer. Karena KAP Big
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j lebih besar dari pesaingnya, De Angelo menyatakan bahwa mereka memiliki kualitas yang lebih
tinggi.

5.2. PengaruhIndependensi

5.2.1. Non-audit services

Test terhadap hipotesis dua dan tiga menunjukkan bahwa adanya non audit services telah
memberi pengaruh terhadap hubungan antara kualitas audit dengan absolute discretionary accry-
als. Hal ini ditunjukkan dengan meningkatnya mean absolute discretionary accruals pada tahun |
perusahaan yang mendapatkan non-cudir services baik yang diaudit oleh Big 5 ataupun non-Big 5.

6.1.

Walaupun menggunakan ukuran yang berbeda berkaitan dengan non audit services , namun
hasil penelitian ini konsisten dengan penelitian Gore e al {2001) dan Frankel et af (2001) yang juga
menyatakan bahwa terdapat hubungan positif antara bayaran yang diterima auditer yang bersumber
dari non audit services dengan besarnya discretionary accruals yang terjadi di suatu perusahaan, -

arasoan

5.2.2. Masa Jabatan Auditor

Satu lagi ukuran independensi yang diteliti ialah masa jabatan auditor. Berkaitan dengan
apakah lamanya masa jabatan auditor dapat mengganggu independensi auditor, penelitian ini
Justru mendapati bahwa semakin iama auditor mengaudit suatu perusahaan semakin kecil absolute
discretionary accruals yang terjadii di perusahaan tersebut. Sebaliknya semakin singkat masa
jabatan auditor semakin tinggi absolute discretionary accruals yang wujud di perusahaan tersebut.
Temuan ini menunjukkan bahwa masa jabatan auditor memberi pengaruh terhadap hubungan
antara kualitas audit dengan manajemen laba.

5.3. Kesimpulan

Penelitian ini menguji hubungan antara kualitas audit dengan manajemen laba, sekaligus
melihat pengaruh independensi yang diukur dengan non-audit services dan masa jabatan auditor
terhadap hubungan antara keduanya. Penelitian ini menemukan bahwa semakin tinggi kualitas
audit akan sgmakin rendah absolute discretionary accruals yang terjadi di suatu perusahaan.

Berkaitan dengan pengaruh non-audit services ditemukan bahwa adanya non audit ser-
vices memberi pengaruh terhadap hubungan antara kualitas audit dengan manajemen laba melalui
meningkatnya absolute discretionary accruals pada tahun perusahaan yang menerima ron audit
services. Selain itu berkaitan dengan masa jabatan auditor, hasil temuan ini menyokong pendapat
yang menyatakan bahwa semakin lama masa jabatan auditor akan lebih meningkatkan kualitas audit
karena memberikan kesempatan pada auditor untuk lebih mengenali transaksi kliennya.

6. Limitasi dan Implikasi Penelitian
Limitasi

Penelitian ini memiliki beberapa Iimitasi antaranya ialah hanya menguji dua vkuran untuk
melihat pengaruh independensi, yaitu ada ataupun tidak non audit services dan masa jabatan
auditor. Sehingga hasil penelitian tidak dapat digunakan sebagai generalisasi terhadap independensi
secara keseluruhan. Selanjutnya dalam mengukur non audit services ukuran yang digunakan ialah
ada atau tidaknya ron audit services. Penulis tidak menggunakan ukuran yang telah banyak
digunakan dalam penelitian terdahulu yaitu bayaran yang diterima. Hal ini disebabkan data ini

-~ merupakan data yang bersifat rahasia baik bagi perusahaan ataupun auditor. Selain itu belum ada

peraturan bagi perusahaan yang terdaftar di Bursa Efek Jakarta untuk mengungkapkan data ini
pada laporan keuangan.

Berkaitan dengan non audit services ini penulis tidak memperhitungian jenis jasa yang
diberikan baik jasa konsultan pajak, manajemen ataupun jasa lain. Hal ini didasari dengan asumsi
bahwa semua non-audit services merupakan gangguan terhadap independensi auditor.

6.2. Implikasi

Berdasarkan keputusan yang menunjukkan bahwa kualitas audit berhubungan secara negatif
dengan manajemen laba yang diukur dengan absolute discretionary accruals, menunjukkan bahwa
kualitas audit yang biasanya diklasifikasikan terhadap Big 5 dan non-Big 5 merupakan satu ukuran
yang cukup penting dalam menilai validitas informasi yang disajikan dalam laporan keuangan.

Namun demikian hal lain yang tidak kurang pentingnya ialah mengenal pasti sejauh mana
independensi yang dimiliki oleh auditor yang mengaudit perusahaan tersebut. Karena independensi
yang dimiliki oleh auditor baik Big 5 ataupun non-Big 5 juga berpengaruh secara signifikan terhadap
validitas informasi yang disajikan dalam laporan keuangan. Implikasi dari temuan ini jalah para
pengguna laporan keuangan perlu mempertimbangkan informasi mengenai jasa yang diterima oleh
suatu perusahaan selain jasa audit. Selain itu informasi berkaitan dengan masa jabatan auditor juga
perlu untuk diperhatikan dalam menilai laporan keuangan suatu perusahaan.

Sehubungan dengan non audit services, aturan yang telah diterapkan oleh Securities Ex-
change Commission (SEC) terhadap perusahaan yang terdaftar di New York Stock Exchange baik
juga untuk diikuti oleh Badan Penyelenggara Pasar Modal (BAPEPAM) Indonesia. Dengan
mewajibkan perusahaan yang terdaftar di Bursa Efek Jakarta untuk mengungkapkan informasi baik
berkaitan dengan bayaran audit ataupun bayaran nown audit services pada laporan keuangan akan
memberikan informasi yang lebih berguna kepada para pengguna laporan keuangan.
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Faktor-faktor yang Mempengaruhi Kelengkapan
Pengungkapan Laporan Keuangan pada Perusahaan
Manufaktur yang Terdaftar di Bursa Efek Jakarta

BINSAR H. SIMANJUNTAK
BPKP & Universitas Trisakti
LUSY WIDIASTUTI

-Universitas Trisakt!

The aim of this research is to find the factors that influence financial statement
disclosure comprehensiveness. This research used 34 manufacturing companies
listed at Jakarta Stock Exchange in the period of 2002. The tools analysis used in
this research are multiple-linier regression analysis and t-test.

The independent variables i.e. leverage, liquidity, profitability, the portion of
stock owned by public investors and company age are predicted to influence fi-
nancial statement diselosure comprehensiveness. The resuits of this research show
that leverage variable which proxied by debt to equity ratio, profitability, the
portion of stock owned by public investors are significantly and positively associ-
ated with financial statement disclosure comprehensiveness.

Hapely, in the next research, other variables should be tested. This is important
because there are a lot of other variables influencing financial statement disclo-
sure comprehensiveness, such as firm size,securities issuance in the subsequent

year and firm status.

Financial statement disclosure; Leverage; Liquidity;
Profitability; The portion of stocks owned by public investors;
Company ages.

Keywords

1. Pendahuluan

Penelitian mengenai kelengkapan pengungkapan (disclosure) dalam laporan tahunan dan
faktor-faktor yang mempengaruhinya merupakan hal yang penting untuk dilakukan. Penelitian
semacam ini akan memberikan gambaran mengenai kondisi suatu perusahaan, serta memberikan
gambaran tentang sifat perbedaaan kelengkapan ungkapan antarperusahaan dan faktor-faktor yang
mempengaruhinya.

Laporan tahunan pada dasamya merupakan sumber informasi bagi investor sebagai salah
satu dasar pertimbangan dalam pengambilan keputusan investasi di pasar modal dan juga sebagai
sarana pertanggungjawaban manajemen atas sumber daya yang dipercayakan kepadanya.





