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Abstract

There are twanainobjectives of this research. First, this research investigates
whether the relationship between the extent of earnings management and the abnormal
returnof firms that meet or beat earnings expectations (MBE) is moderated by the nature
of the earnings management (opportunistic or informative). Second, this research
investigates whether a belief revision process exists regarding the pricing of discretionary
accruals. Specifically, this research examines wheitleerbnormal returms a function of
t he mar ket sd e xhe extent etarringpneanageanerit ai the earhings
announcement date, and ex pastessment diie extenassessment of earnig

management during the financial statement analysis period.

In relation to the first objective, the results reveal that the extent of earnings
management has a negative (positive) relationship with the abnormal return when earnings
management is likelypportunistic (informative). The discount (rewardeeting or
beating expectatioris more significant when earnings management is more clearly
opportunistic (informative). In addition, the market is shown to penalize firms more for the
use of opportuistic earnings management than it rewards firms for the use of informative

earnings management.

In relation to the second objective, the results reveathieabnormaketurnis a
function of the prior quarter discretionary accruals at the earningaaoement date and
the current quarter discretionary accruals during the financial statement analysis period.
Taken together, these results support a belief revision process ocfumirthe earnings
announcement date to the financial statement angdgsisd as equity valuations change
from being a function of prior quarter discretionary accruals to current quarter discretionary

accruals.This is consistent with past literatuteatsugges thatinvestors requiréime to



price earnings managementdrihe abnormal returfBalsam, Bartov & Marquardt 2002;

DeFond & Park 2001; Gavious 2007)

This research makes several contributions to the literatiméke paststudies this
research does not assume that all firms that meet oeXgsttations by one cent employ
an opportunistic earnings management strategy. Ralftiieresearch contributes to
literature by testing whether the market differentiates between opportunistic and

informative earnings management when awarding an abnoetoah to firms that MBE.

A second contribution is in relation to the research design. This is the first known
study to use an interaction variable to capture thelinear relationship between the
nature anextent of earnings management aimel abnomal return. Utilizing a variable for
the nature of earnings management, and examining thénsam relationship between the
nature and extent of earnings management contributes to the literature by offering a more

robust test of the market pricing meciism of earnings management.

A third contribution is the introduction of gross margin into the MBE setting.
Anecdotal evidence clearly indicates that gross margin is a key metric; however, academic
literature has yet to corroborate this assertion. s& mesults suggest that gross margin is a
key metric that is relied upon by the market when determining an abnormal return for firms
that MBE. The fourth contribution, which is of significance to practice, is the introduction
of a composite modelthatyma des i nsight into whether a
likely to be opportunistic or informative. This model has potential applications for
investors as a tool to make investment decisions and avoid ineftdiecdtionsof capital.

The fifth contrbution is the msight regarding the timing bwhich discretionary accruals
are reflected in equity valuations. The impact of the extent of earnings management is
shown to be revised from the earnings announcement date to the financial statement

analysigperiod.
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1. Introduction

Earnings are widely used as a performance
(Graham, Harvey & Rajgopal 2005Dne suchmeasuréeo success i s wheth
reported earnings meet or beat their earni
interested in a firmdéds ability to MBE bec:

(Bartov, Givoly & Hayn 2002; Kasznik & NcNichols 2001)

MBE has become one of the most simpleiblesand merciless measures of corporate
succesgFortune 2003; Fo2997) For example, the market attaches a higher price
earnings multiple téhe earnings of firms that MB@Barth, Elliot & Finn 1999; Lopez

& Rees 2002and disproportionately penalizes firms that fail to M@Bpez & Rees
2002; Skinner & Sloan 2002)Foran MBE premium, firms that MBE receive an
average abnormal return of 0.7% over a three day window, while firms that fail to MBE
experience an abnormal loss of 1.(0%pez & Rees 2002)The MBE premium

continues to persist over longer time periods. In terms of quarterly returns, firms that
MBE earn an abnormal return of 2.3% after controlling for the magnitude of the
positive earnings surprise, and an additional 0.5% return premiumeior %6 in

earnings surpris@Bartov, Givoly & Hayn 2002) This premium has decreased in the

postEnron periodKoh, Matsumoto & Rajgopal 2008)

The rewards and penalties imposed by the capiteiket create an incentive to engage
in earnings management to MBE. The current body of acad&alsam, Bartov &
Marquardt 2002; DeGeorge, Patel & Zeckhauser 18868)anecdotal evidence
(Graham, Harvey & Rajgopal 2005; Levitt 1998)licate thatarnings management

strategies are commonly employed to MBE.



Opportunistic earnings management is a deliberate attempt to mislead investors

(Christie & Zimmerman 1994while informative earnings management releases
private i nfor mat ireccash flowstiealy & Patepu 1998;r més f ut u
Holthausen & Leftwich 1983)Currently, there exists a gap iretlterature as no

known modehas been developed differentiate between opportunistic and

informative earnings management. The literature on the nature of earnings

management the MBE settingends to focus on a specific scenario or incentive.

Past literature has made some inroads in determining the impact of the extent and
nature of earnings management on the abnormal returns of firms that MN&&stors
have been shown to discount the MBE premium in the presence of earnings
managemeniBartov, Givoly & Hayn 2002; Koh, Matsumoto & Rajgopal 2008)pr
examplethere exista negative relationship between abnormal returns and the extent
of earnings managemefi@alsam, Bartov & Marquardt 2002; Bartov, Givoly & Hayn
2002) This result suggestthat the market perceives the discretionary accruals to be

opportunistic, as opposed to informative.

The mar ket s reaction to the extent of op]
significantly different tharits reaction to the extent afformative earnings

management. For example, although research in the MBE setting suggests a negative
relationship between the extent of earnings management anarethmeturns, research

in general settingreveals that earnings management can havsiavyeorelationship

with stock pricegSubramanyam 1996; Xie 2001)

Accordingly, another gain the literéure exists as no past study formally investigates

whether the relationship between abnorretims of firms that MBE and the extent of
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earnings management varies according to the nature of earnings management. The
studies that consider the nature of earnings management in the MBE setting make a
general assumption that all discretionary accruidsros that MBE by one cent or less
employ an opportunistic strate¢alsam, Bartov & Marquardt 2002; Bhojraj et al.

2009)

However, this assumption is not accurate. Some firms meet or have a small beat with
high quality accruals to signal future profitabilifizee 2007) In addition, assuming

that all small beat firms employ opportunistic earnings managgefaiés to consider

the information content of other key financial statements metrics that can provide
important information about theature ofearnings management, such as revéRaes

& Sivaramakrishnan 20Q0r gross margiifLev & Thiagarajan 1993)Investigating

the impact of the extent of earnings management on the abnormal return of MBE firms
without paying careful attention to understanding the nature of the earnings
management may lead to inconsistent and/or incomplete conclusions regarding the

market prcing mechanism of earnings management.

A review of the literature also reveals conflicting results surrounding the timing of the
ma r k picing ef the extent of earnings managemeéior example, Baber, Ché&n

Kang (2006) suggest that the market can disentangle the impacts of earnings
management at the earnings announcement date. However, the vast majority of the
literature suggests that the market cannot disentangle the impacts of earnings
management until soetime after the earnings announcement (BZaésam, Bartov &

Marquardt 2002; DeFond & Park 2001; Gavious 2007)



The conflicting research regarding the timing that discretionary accruals are reflected in
equity valuationgeads to anothregap in the literature Specifically, a gap exists as no

known past study attempts to shed light on these conflicting results by investigating the

existence a belief revision process bet wec¢

earnings managemet when earnings are announced;

the extent of earnings management once the financial statements are analysed.

1.1. The Research Questions

Theabove notedjaps in the literature provide the impetus for the research question

Research Question 1:Is the abnormal return for firms that MBE a function of the

nature and ex ante expectation of the extent of earnings management on the earnings

announcement date?

Research Question 2Do investors revise their initial beliefegarding the extent of

earnings management during the financial statement analysis period?

1.2. Objectives
Main objective:

The main objective of this research is to investigate the relationship between the nature
and extent of earnings management and the raiaioreturn for firms that MBE.

Specifically, this research investigates whether the relationship between the extent of
earnings management and the abnormal return for firms that MBE is moderated by the

nature (opportunistic or informative) of the earninggnagement.

The secondary purpose of this research is to determine if the market revises their initial

beliefs about the extent of earnings management from the earnings announcement date

a



to the financial statement analysis period. Determining the exté&néarnings
management requires time to analyse the financial statements. Therefore, this research
explores whether the market relies upon ex ante expectation of the extent of earnings
management at the earnings announcement date, and an ex post assesihee

extent of earnings management during the financial statement analysis period.

Sub-objectives:

1. To develop a model to capture the nature of earnings management (opportunistic
versus informative) at the earnings announcement date. No known pdgt st
attemps to develop a modebtcapture the nature of earnings management in the
MBE setting.

2. To investigate whether gross margin is a significant factor in explaining the
abnormal return for firms that MBE. Anecdotal evide(@eaglielmo 2010; Savitz
2011)suggests that gross margin is very important to market participants; however,
no known past study in the MBE setting incorporates grosagim into their
analysis.

3. To investigate whether firms that engage in informative earnings management
generatesuperior future performance relativeftans that engage in opportunistic

earnings management.

1.3. Contributions

This research contributes to the literature by testing whether the market differentiates
between opportunistic and informative earnings management. Unlike past literature,
this research does not assume that all firms that meet or beat expectationsdayt one
employ an opportunistic earnings management strategy. Rather, it incorporates a

composite measure that differentiates between informative and opportunistic earnings
5



management. Accordingly, this is the first known study to formally include variables
that proxy for both the nature and extent of earnings management when analyzing the

abnormal return for firms that MBE.

This study makes a significant methodological extension to the extant body of
literature. Essentially, this research merges the Bhetjia. (2009)methodology for

the nature of earnings management with the Balsam, Bartov, & Marquardt (2002) and
Baber, Chen& Kang (2006) regression methodology for the extent of earnings
managerant. The merger eliminates the issues associated with the assumption that all
firms that MBE by one cent or less employed an opportunistic earnings management
strategy(Lee 2007) The merger is accomplished with an interaction variable that
captures the dynamic relationship between the nature and extent of earnings

management on the abnormal return.

Accordingly, this is the first known study tse an interaction variable in order to

capture the notfinear relationship between the nature and extent of earnings
management on the abnormal return for firms that MBE. Including a variable for the
nature of earnings management and examining thdi near relationship between the
nature and extent of earnings management extends prior literature by providing a more
robust test of the market pricing mechanism of earnings management in the form of the

abnormal return for firms that MBE.

A third contributon is the introduction of a composite model that provides insight into
whet her a firmdébs earnings management i s
composite model relies on four metrics: the change in gross margin, meeting revenue

expectationsinsider ownership, and beating earnings expectations by one cent or less.
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The composite model is shown to be able to differentiate between the two types of
earnings management. This model has potential applications for investors as it may be
used in ordr to make better investment decisions and avoid improper allocation of

capital to firms that opportunistically manage earnings.

A fourth contribution is the introduction of gross margin into the MiBEinganalysis.

Anecdotal evidence clearly indicatimsat changes in gross margin are a key metric
relied upon by the market at the earnings
best knowledge, there is no academic literature that analyzes the relationship between
gross margin and the abnormal retiurthe MBE setting. These results support the

assertion that gross margin is a key metric upon which the market focuses when

determining the abnormal return.

A fifth contribution of this study is the insight regarding the conflicting results

surrounding he ti ming of the mar lementindheBMBEI ci ng o0
setting. This research suggests that there is a belief revision process for the pricing of

the extent of earnings management . The m:
earningamanagement at the earnings announcement date is shown to be revised with

the ex post assessment of the extent of earnings management during the financial

statement analysis periodThe results reveal that equity valuations change from being

a function @ prior quarter discretionary accruals at the earnings announcement date to

current quarter discretionary accruals in the days after the earnings announcement date.

1.4. Motivations
A large number of firms rely on earnings management even theaght treds
indicate thaits use has declined in the p&stron scandal eralrhe proportion of firm
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guarters that MBE with the assistance of discretionary accruals deicbned 7.27%
to 42.78%(Koh, Matsumoto & Rajgopal 2008 herefore, earnings management is

still a relevant 1 ssue in todayo6s financi e

For example, Arthur Levitt, former Chairman of the Security and Exchange

Commission (SEC), made the following comments ineesh given at New York

University:
fAlncreasingly, | have become concerned that motivation to meet Wall
Street earnings expectations may be overriding common sense business
practiceséWhile the problem of earning:

swelled in amarket that is unforgiving of companies that miss their
estimategLevitt 1998)0

In addition, several CFOs argue that:

66you have t o ethabeverycampanyhmahages pr e mi s
e ar n i(@Grghand Barvey and Rajgopal, 20pg. 29

Given the significant use of earnings managemenersl factors motivate the
examination of the nature and extent of earnings management. Earnings management
can be eitheinformative or opportunistic. Opportunistic earnings management leads to
negative consequences, whileammhative earnings managemsaignask future
performanceTherefore developing a model tdentify the nature of earnings

management is important to academics and investors alike.

First,it is important that investonsnderstand the relationship between the nature and
extent of earnings management in order to make better investment deaisidreda
mitigate the risk of inappropriate allocation of capitimlvestors can use an earnings
nature model in order to identify firms with expected superior performasce,

suggested binformative earnings manageme@onversely, investors can use an



earnings nature model to identify firms with opportunistic earnings management, which

may suggest inferior future performance.

Second, it is important for academics to be able to identify the nature of earnings
management in order to understanding howntleket reflects the extent of

discretionary accruals in equity valuations. Past studies that investigate solely the
extent of earnings management may not capture the full market pricing dynamic as the
nature of earnings managememdymoderate the relathship between equity values

and discretionary accruals.

1.5. Delimitation

First, this study focuses dynupon earnings managementlie MBE setting. Second,

only earnings management through discretionary accruals will be investigated (i.e., real
earnings management is not considered). Third, there are three main approaches

utilized to measure discretionary accruals (total accrygdsoach, spafic accruals

approach, andistributional analysis). This study will utilize only the total accruals
approach. Finally, the study uses the an:

other proxiesareinvestigated.

1.6. Outline of the Research

Chapter 2 reviews of the main streams of literature relevant to this research. First, prior
research into earnings management is reviewed with a focus on the nature, incentives,
and indicators of earnings management. Second, the literattie MBE premium

and MBE phenomenon is analysed. Third, the literature investigating the impact of

earnings management in the MBE setting is analyzed.



Chapter 3 presents the theoretical framework and research questions. In addition, the

hypotheses are deloped and justified.

Chapter 4 explains the research desigitess the hypotheses. First, an explanation of
the dependent variablecluding its measuremens, offered. Next, the proxies for the
nature and extent of earnings management are dsdughe control variables are also
defined, and supported. Finally, the regression equations that test the hypotheses are

developed and justified.

Chapter 5 discusses the data. The chapter begins with a discussion of the data sources,
the populationfom which the sample was chosen, and the sample selection methods.
Second, the MBE phenomenon and abnormal returns for MBE firms is documented in
the data. Third, the descriptive statistics of the-8tage Modified Jones Model
regressionare presentedThe Chapter concludevith standalone tests of the

composi te maoddentifgtise natuvei obarnings management.

Chapter 6 analyses the results obtained from the empirical teststhéingsults of the
regressions related to the firssearch question are present®dcondgthe regression
results for the second research question are presddésdriptive statistics related to
the data and models are preseritedoth regression test&inally, the Chapter

presents sensitivity analysand robustness checks of the main regression results.

Chapter 7 presents the conclusions and implications arising from the results. First,
conclusions relating to the hypotheses are discusSecond, there is a discussion of

the implications of theseonclusions for both theory and practidéhird, limitations of

this research are presented. Finally, a number of avenues for future research that arise

from the limitations are discussed.
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2. Review of the Pertinent Literature

2.1. Introduction

Thepurpose of Chapter 2 is to review the literature relevant to this research. The chapter is
organized as follows. Section 2.2 begins by exptpthe nature, incentives, and indicators

of earnings management. SectioB [ovides an overview of the reselamen the MBE
phenomenon and MBE premium. Sectioh&ings together the streams of research in the
previous two sections by investigating the relationship between earnings management in
the MBE setting. Finally, Section®2concludes the chapter by surrzing its main

themes.

2.2. Earnings Management

Accountants have focused on periodic income measurement sinestgakt

corporations began operating as geaogicerns. Today, earnings are still a managerial
priority and widely used as a key perforrnanndicator. A recent survey of Chief
Financial Officers (CFO) reveals that the earnings number prepared in accordance with
Generally Accepted Accounting Principles (GAAP), especially the earnings per share
(EPS), is the key metric upon which the mafketuseqGraham, Harvey & Rajgopal

2005) The importance of GAAP earnings gives rise to a large body of research on
earnings management, emerging from the pioneering studies of (1685)

DeAngelo(1986)and Jone§1991)

Earnings management is an outcome of the discretion managers are afforded in
reporting their financial performan¢éackson & Pitman 2001)Managers are able to
select an appropriate level of earnings management thatepted by auditofan &

Jamal 2007pecause of their proprietary informati¢®chipper & Vincent 2003)
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Although earnings management is commonly cited in the media and academic
literature, its definition is somewhat elusiidulford & Cominsky 2002) An early
definition is provided by Davidson, Stickney, and W&B87) as cited in Schipper

(1989)

Athe process of taking deliberate step:

acceptedaccounting principles to bring about a desired level of reported
ear ni(mys o

Schipper (1989) also offers a definition:

Aa purposef ul i ntervention in the exterl
the intent of obta(@mM®2ng some private (g:
A recent, and often cited, definition is |
Awhen managers use judgment in financi i

transactions to alter financial reports to either mislead some stakeholders
about the underlying econooperformance of the company or to influence
contractual outcomes that de(pealyd on
and Wahlen, 1999, p. 368).
The focus of Healy and Wahlendés (1999)
the reporting process andnche interpreted to include two gpectivesl)
opportunistic earnings management; and 2) informative earnings management. The
opportunistic perspective asserts that managers attempt to mislead in(@ststse &

Zimmerman 1994; Payne & Robb 199%®hile the informative perspective asserts that

maragerial discretion in the reporting process allows for the release of private

rej

def

i nformation about t h(dealy& Ralepy4993; Holthausen&p er f o1

Leftwich 1983; Ronen & Sadan 1981)
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Informative earnings management can be defined as fo{Rwsen & Yaari 2008)

Aearnings management is takingofadvant ac
accounting treatment to signal the man:
cash {pl26)ws o
Extensive literature, typified by Hea{$985)and DeAngeld1988) suggests that
managers use accruals opportunistically to hide poor performance oxitoineatheir
compensation. However, accrual based earnings provide a superior measure of firm
performance relative to cash flo@Bechow 1994) Additionally, the market values

both the discretionary and the ndiscretionary accrualSubramanyam 1996)Thus,

it appears that opportunistic and informative eagaimanagement can-eaist.

2.2.2. Opportunistic Earnings Management

The recent accounting scandals (e.g., Enron and WorldCom) have resulted in a public
perception that earnings management is predominantly used opportunistically. This
perception is aceguated by the recent action of regulators, such as public outcries

(Levitt 1998)and the introduction of the Sarbar@xley Act(Jiraporn et al. 2006)

There are many incentives for opportunistic earnings management. Edrasegb
compensation systems supply managers with a strong incentive to opportunistically
manage earnirsgg Managing earnings allows for the maximisation of remuneration for
the current period or future periods depending on the parameters of the compensation
system(Healy 1985; Holthausen, Larcker & Sloan 1995; McNichols & Wilson 1988;
Skouser& Wright 2006; Warfield & Cheng 2005)Additionally, managers may try to
mask poor performance and safeguard themselves from possible dis(biegaigelo

1988; Dechow & Sloan 1991; Dharan & Lev 1993)
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The capital markets also provide an incentive to opportunistically manage earnings.
Firms that report greater than expected earnings typically enjoy significant share price
increaseg¢Bartov, Gvoly & Hayn 2002) Conversely, firms that fail to meet
expectations suffer a significant share price decrézlganer & Sloan 2002)As a

result, managers have a strong incentive to ensure that earnings expectatiats are m
particularly if they hold shares in their firm. One way to meet expectations is to
opportunistically manage earnings. Managing earnings to meet or beat earnings

expectations is commdiKasznik 1999; Levitt 1998)and is discussed ire§tion 2.5.

Another capital market incentive emerges from the initial public offering (IPO) process
(Clarkson et al. 1992; Hughes 198@)he IPO setting is subject to high levels of
informational asymmetry, which creates an opportunity for opportunistic earnings
management. Incoracreasing abnormal accruals have been identified in both the
IPO setting Teoh, Welch & Wong 1998and the seasoned equity offering setting

(Teoh, Welch & Wong 1998b)

Debt covenants very often depend on accounting variables, and can impose heavy costs
on a firm f violated. Accordingly, managers may use opportunistic earnings
management to avoid violating bank covenants. Managers also have an incentive to
avoid being close to violation in order to ensure that their managerial discretion is not
constrainedDechow, Sloan & Sweeney 1995; DeFond & Jiambalvo 1994; Sweeney

1994)

Political costs angressures provide an additional incentive to manage earWeagss
& Zimmerman 1986) Political costs can be imposed by high profitability, which may
attract attention from media, comsar, and/or government groups. Again, the
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empirical research supports this notion. For example, firms reported lower net income
during import relief investigations as the granting of relief is, in part, a political
decision. The lower net income appdarbe the result of significantly negative

discretionary accrualgones 1991)

2.2.2. Informative Earnings Management

Regardless of the persistent perceptions that earnings management is employed
opportunistically, discretionary accruals can also be used to communicate private

information about future performan¢&rya, Clover & Sunder 2003; Demski 1998;

Guay, Kothari & Watts 1996; Healy & Palepu 1993; Holthausen 1990; Louis 2003;

Watts &Zimmerman 1986) Discretionary accruals can be used to improve
management 6s ability to create an earnings:

fundamental vale(Scott 2008; Subramanyam 1996)

Firm value is shown to be positively relatedhiie extent of earnings management. In
addition, the extent of earnings management is associated with agency costs, whereas
firms with larger (less) earnings management have lower (more) agency costs.
Collectively, these two empirical observations sugtestearnings management is, on

average, informativéliraporn et al. 2006)

Arguments in favour of informative earnings management are offered by the blocked
communication oncept(Demski & Sappington 198 @nd the efficient contractin

theory(Chen, Q., Hemmer & Zhang 2007; Dye 1988; Evans & Sridhar 1996)

Frequently, managers (as agents of the owners) obtain specialized information as part
of their expertise. This information can be prohibitively costly to communicate to the

owners (principals). Communicatios said to be blocked.
15



There are several ways to reduce the blockage. For example, the market reacts
positively to disclosures of business strategy that are preceded by a credible gesture of
confidence (e. g., the acquisition of shares) by managgi@ent. & Li 2007)

Additionally, earning management can be used to convey inside information regarding
the expected lorgun persistence of eanys. The unblocking of managéinside

information through the use of earnings management produces a desired result that has

credibility (Demski & Sappington 1987, 1990)

While earnings management can reveal inside information to investors, it also imposes

a cost (e.g., litigation, reputation loss, etc.). Thus informative earnings management is
empl oyed only when the benefits owmtemwei gh i
is volatile (i.e., insider information will be very useful) and/or the amount of inside

information is high(Stocken & Verrecchia 2004)

2.2.3. Detecting Earnings Management

How can investors, regulators, and analysts detect the use of opportunistic earnings
management? This quesiihas long been under investigation by academics and is
important for an efficiently functioning capital market. For an investor, it can lead to

improved returns and an efficient allocation of capital.

Although the conceptual difference between oppastimand informative earnings
management is clearly evident, the nature of financial reporting makes it difficult to

decompose discretionary accsiaito informative and/or opportunistic components.

For example, assume that a manager has inside informragjarding the predicted
future cash flows of the business. Based

estimate of persistent earnings is $1 per share. If the netincome is $0.90 per share with
16



no discretionary accruals, the manager can use tistaey accruals to increase

earnings to $1 per share. However, the manager can also use discretionary accruals to
increase the income to $1.20 per share i
In this scenario, part of the earnings managenighténts) is informative and part is

(20 cents) is opportunistic. Therefore,
possible to attribute the earnings management to a definite mix of informative and
opportunistic. However, if true income is knoythe notion of earnings management

becomes irrelevar{Scott 2008)

Although it is not possible to clearly segregate discretionary accruals into a definitive
mix of opportunistic and informative, a rational investor will compare the reported
earnings with future performance. In the lenon, an investor will continually refine

their interpretation of the earnings reported by manage(@amt Leung & Srinidhi

2003) Managers motivated to inform investors generate a reported income stream that
closely coincides with the future performance of the firm. Investors will have more
confidence in the earning$ the firms with such a track record. Conversely, managers
motivated by opportunism generate a reported income stream that is less likely to

coincide with future performan¢®echow & Skinner 2000)

The empirical research that differentiates between inforeatin opportunistic

earnings management is somewhat ambiguous. Currently, there is a gap in the
literature as no known study provides a model to identify the nature of earnings
management. The vast majority of the research that attempts to identiatuhe of

earnings management focuses on a given setting or incentive. The purpose of this
section is to review the indicators of opportunistic earnings management that have been

identified in past studies.
17
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2.2.3.1. Individual Indicators of Earnings Management

The extant body of literature identifies various firm characteristics that suggest the use
of opportunistic earnings management. For example, opportunistic earnings
management has been linked to deteriorating financial perfornj@aneish 1999)
nonfinancial measure@razel, Jones & Zimbelman 200@)eferred tax liabilities

(Ettredge et al. 2006¥tock recommendatioridbarbanell & Lehavy 2003)and the

extent of discretionary accrugBeneish 1997, 1999; Dechow, Sloan & Sweeney 1995;

Feroz, Park & Pastena 1991, Richardson, Tuna & Wu 2002)

Deteriorating financial performance can provide management with an incentive to
manage earninggspecially ifmanagers are trying to maintain a high stock price. Poor
financial performance has also been identified as a distinguishing indicator between

aggressive accrual managers and GAAP violgieseish 1997; Dechow et al. 2011)

Much of the empirical research that attempts to differentiate between informative and
opportunistic earnings management is found in the IPO s¢Bailg& Shivakumar

2007; Billings & Lewis 2009; DuCharme, Malatesta & Sefcik 2001; Teoh, Welch &
Wong 1998a)Earning management has been linked to managerial opportunism
(information signaling) when an IPO issuer faces greater (less) information uncertainty
(Shao, Sheng & Wen 2008nhd when the IPO is underwritten by a lgasre)

reputable investment bah{_ewis 2008) Themarket appears to be able to identify the

informative accruafs(Lewis 2008)

! Lewis postulateshat in order to protect their reputatiofi@ng 2005)reputable investment bankers may
seek to limit their association with a firm that reports large amounts of intwreasing accrualgdo, Kim &
Park 2007)r adjust the IPO security prices based on the extent of ac8katakumar 2000)
% Informativeearnings management is defined as abnormal accruals that are correlated with future
performance.
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A firmbébs growth opportunity, as measur ed

k

al so related to manageppernnisiicaccruadgse of i nf or

Discretionary accruals improve the value relevance of earnings measured in terms of
the earningseturn relationship in firms with high I0S. This suggests that there is a
higher proportion of informative earnings managementgh-t®S firms(Gul, Leung

& Srinidhi 2003)

2.2.3.2. Composite Models of Earnings Management

In addition to indivdual indicators composite measures of earnings management have
been developed. For example, Bayley and Tg@007)offer a model to identify

firms likely to overstate earnisgThe model utilizes six red flag ratios: (1) operating
acaual magnitude; (2) sales index; (3) accruals index; (4) inventory index; (5) reserve
index; and (6) asset quality index. These factors are combined with a logit regression,
and suggest that fireoverstating earnings outside of the boundaries of GAAP have

different financial statement characteristics.

Beaver, McNichols, and Rh{@005)found similar results regarding thaility of

financial statement ratios to predict bankruptcies. The accruals index (divergence
between earnings and cash flows) and sales index (ratio of reported net revenue relative
to a notional estimated of tmanipulated net revenue) are the most pbweariables

in the model. Additionally, the results suggest that financial statement indicators are

better at identifying overstatements than other measures of unexpected accruals.

Most recently, Dechow et gR011)offer three models to predict earnings management

by analyzing: 1) offbalance sheet variables; 2) Aiamancial variables; 3) market
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related variables; and 4) financial statement variables. A computational algorithm

selects the variables and logistic regressieates the models.

The first model includes variables obtained primarily from financial statements.
Backward elimination results in the following variables: accrual quality (as measured in
Richardson et a[2005), change in receivables, change in inventory, change in cash
sales, change in earnings, and actual share issuance. The second model builds on the
first model by including ofbalance sheet and ndinancial measures to the financial
statement variables. After backward elimination, two additional variables are included
into the model: abnormal change in employees and the existence of operating leases.
The third model builds on the second model by incorporating megleed variables
Backward elimination results o additional variables: boeto-marketratioand

lagged markeadjusted stock returns.

The results suggest that the bulk of the predictive ability is obtained from the financial
statement variables in the first mod&easures beyond the financial statement
variables are incrementally informative in the second and third models. Similar to
Beneish(1997) these models suggest that growth in receivables and revenues are

important in predicting earnings management.

228t 30i 1 Aou T &2/ OEA 3AAOGEI 1860 1 AET 4EAIAO
This section investigates the nature, incentives, and indicators of earnings management.
Earnings management has been shown to be either opportunistic or informative. There
exists a gap in the literature as no known model attempts to differentiate between
opportunistic and informative earnings management. Various incentives are related to

the use of either opportunistic or informative earnings management. A major incentive
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for usingearnings management is to meet or beat earnings expectations. Accordingly,

the next section discusses the MBE phenomenon and MBE premium in detail.

2.3. Meeting or Beating Earnings Expectations

Recall that the research questions focus on eggnmiranagement in the MBE setting.
Section 2.3l briefly discusses the capital market incentive to manage earnings in the
form of a share price premium to beating earnings expectations. This section expands
the discussion of the MBE phenomenon and MBE pramn order to outline the

MBE setting.

2.3.1. The Meeting or Beating Expectations Phenomenon

A firm is able to meet or beat expectations (MBHE)en earnings are greater than the

mar ket 6s expectation. However ,ott he mar ket
management and the market focus on three expectébe@eorge, Patel &

Zeckhauser 1999)

(1) An expectation of positive earnings, or avoiding logBesgstahler & Dichev
1997; Dechow, Richardson & Tuna 2003)

2)An expectation of reporting an increas:
avoiding earnings decreag@eGeorge, Patel & Zeckhauser 1999; Graham,
Harvey & Rajgopal 2005xand

(3) An expectatiomf reporting earnings that are g

(Bartov, Givoly & Hayn 2002)

The analystsd6 forecast is the most widely

because it is thought to include the most current information available regardi
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firmds earnings. Addi tional | y(Burgetaltea ger s

& Eames 2006; Richardson, Teoh & Wysocki 2004)

It is common for firms to MBE. For example, approximately 50% of firms were able

to meet or beat expectations from 1984 to 1992. The number of MBE cases increased
to approximately 65% from 1992 to 19@8pez & Rees 2002)Although this trend

has decreased recenfioh, Matsumoto & Rajgopal 2008his has become known as

the MBE phenomenon

In regards to the distribution dié forecast error for firms that MBE, there are a
disproportional number of firms reporting earnings per stietare just above the
consensus an @townslt B. 8000; Matsentot 2a0ZHowever, recent
trends indcate that firms just barely MBE less often in the geiston scandal era

(Koh, Matsumoto & Rajgopal 2008)

2.3.2. Beating Expectations and Future Performance

Meeting or beating earnings expectations can be a signal of future profitability. Firms
that MBE tend to report higher future earnings, after controlling for current earnings,
than firms that do not MBBBartov, Givoly & Hayn 2002) In addition, firms that

MBE also have superior future performance over a two year period, as measured by
ROA, ROE, cash flows from operations, profit margin, income growth and sales

growth(Dopuch, Seethamraju & Xu 2008)

The increasé future performance for firgithat are able to meet or beat their earnings

expectation is a rational explanation, and driving force, favIB& premium
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2.3.3. The Premium to Meeting orBeatET C ! T A1 UOOO6 w@bPAAOAOQEI
The characteristics of analystso6 forecast :
accuracy and whether analysts have incentives for biasing their for@aists, B. M.

et al. 2006; Brown, L. D. 1997, 2001; Clement 1999; Jacobs, Lys & Neale. 1999)

However, significant economic benefits continue to accrue to firms whose earnings

meet or beatanalyss 6 f or ecast s.

There is a large body of literature, both academic and anecdotal, that documents a
significantcapital market premium for firsithat meet or beat their earnings
expectations. This has become known asviB& premium The MBE premium

appeas to be justified on economic grounds as these firms tend to have superior future

performance, as discussed in section 2.4.2.

The market significantly rewards firms that MBE, relative to firms that do not MBE,

with an average abnormal return of 0.7% cwénree day window. Firms that failed to

MBE experience an abnormal loss of 1.0% over the same period. The large, negative
response is a function of missing anal yst:
(Lopez & Rees 2002)In addition, growth stocks are found to be punished more

severely, relative to value stocks, for the same amount of negative earnings surprise

(Skinner & Sloan 2002)

The MBE premium continues to persist over longer time periods. In terms of quarterly
returns, firms that MBE earn an abnormal return of 2.3% after controlling for the
magnitude of the positive earnings surprise, and an additional 0.5% return premium for

every 1% in earnings surprise. This is significant considering that MBE firms earned

23



an average quarterly return of almost 3% higher than their peers that fail to do so

(Bartov, Givoly & Hayn 2002)

The MBE premium continues to persist even overamgewindows, such as a year.
For example, firms that consistently meet or beat their earnings expectations over three

successive years enjoy a valuation premfiasznik & NcNichols 2001)

The recent accounting scandals in the United States impacted the MBEmremi
the postEnron scandal era, the premium for just barely MBE has disappeared, while
the premium for MBE by larger margins decrea@¢oh, Matsumoto & Rajgopal

2008)

Investors mayusesor ces of i nformation aside from t
possibility that market expectations have truly been met or beaten. The market appears
to also focus on prior yearso earnings as
information. A maket premium is documented for firms that meet or beat-Senes

forecasts, and that the highest market premium accrued to firms that meet or beat both

anal yst sserieaforatasfopood, Seethamraju & Xu 2008)

23818 30i 1 AOU 1T £ 3AAOEI 180 1 AET 4EAIAO
In summary, there is a significant, positive abnormal return for meeting or beating
expectationgBartov, Givoly & Hayn 2002) This premium hadecreased in the pest
Enron periodKoh, Matsumoto & Rajgopal 2008)The premium appears warranted as
MBE firms tend to have higher future performaifkasznik & NcNichols 2001)
Conversely, failig to MBE leads to a disproportionately large penalty that may not be

warranted as it is solely a function of missing expectaifbopez & Rees 2002)
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The significant, positive abnormal MBEgmium, combined with the
disproportionately large penalty for failing to MBE creates an incentive for executives
to manage earnings to MBE. This behaviour has attracted the attention of regulators
and researchers. For example, Arthur Levitt, former @ranrof the Security and
Exchange Commission (SEC), made the following comments in a speech given at New
York University:
filncreasingly, | have become concerned that motivation to meet Wall
Street earnings expectations may be overriding common senseslusine
practiceséWhile the problem of earning:
swelled in a market that is unforgiving of companies that miss their
estimates. | recently read of one major U.S. company, that failed to meet

its sacalled numbers by one penny, dast more than six percent of its
stock value in one dgj.evitt 1998)0

The market is skeptical towards earnings that reach their targets through qbésstiona
meangMorgenson 2004) Additionally, analysts react negatively to firms that
artificially inflate earnings and the nega reaction is followed by an even stronger

negative reaction by the mark@®&alsam, Bartov & Marquardt 2002)

The preceding two sections of the literature review discussed earnings management and
the MBE setting in isol@on. The following section brings together these streams of

literature by reviewing the use of earnings management in the MBE setting.

2.4. Earnings Management in the MBE Setting

The MBE premium creates an incentive for earnings management. Managaseca
discretionary accruals as a means of obtaining their earnings expectation. This section
of the literature review builds on the last two sections by reviewing the market reaction
to earnings management, with a specific focus on earnings manageitinenViBE

setting.
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2.4.1. How does the Extent of Earnings Management impact the MBE
Premium?

Investors discount the MBE premium when earnings likely exceeded expectations as a
result of earnings management. Early research reveals that the MBE premium from
1983 to 1997 was still significant in light of the earnings manage(Bantov, Givoly

& Hayn 2002) Reently, investors are imposirgignificant costs on firms for using
earnings management by eliminating 12% of the MBE prenfas, Kim & Patro

2008)

The MBE premium appears to be more significant under two conditions: (1) the firm
did not engage in earnings or expectations managéni2nthe firm met or beat
expectations in the previousnqod. These capital market conditions create a situation
whereby a small subset of firmseamispriced, namely firms that have genuine
performance but did not MBE in the previous ygsthanasakou, Strong & Walker

2008¥.

The marlet appears to focus on the earnings management of firms that MBE by one
cent or lesgMorgenson 2004) The abnormal return éfms that MBE by one cent is
shown to have a negative relationship with the unexpected discretionary accruals
(Balsam, Bartov & Marquardt 2002)This suggests that the market discounts the MBE

premium in conjunction witkhe extent of earnings management.

However, firms that beat their earnings expectation by one cent with large income

increasing discretionary accruals and cut discretionary spending experience a short

*Expectation management occurs when managers walk
threshold that can be exceeddthtsumoto 2002; Richardson, Teoh & Wysocki 2004)
* It is important to notehat Athanasakou et al. relied on a dataset from the U.K., which results in
regulatory and structural differences from a U.S. based dataset.
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term benefit relative to firms that miss their eags expectation by one cent with

income decreasing accruals and increases in discretionary spending. This differential
reverses over a three year period. Management appears to be aware of this situation,
and takes advantage of the short term benefit girausider sales and equity issuances

(Bhojraj et al. 2009)

The results of these studies suggest that investors are capable of discerning the effects
of earnings management on the earnings surprise, and adjhstifBE premium
accordingly.

2.4.2. How does the Nature of Earnings Management impact the MBE

Premium?

As discussed in the previous section, a negative relationship is documented between
earnings management and abnormal returns for firms that (dB&nasakou, Strong

& Walker 2008; Balsam, Bartov & Marquardt 2002; Bartov, Givoly & Hayn 2002;

Das, Kim & Patro 2008) This negative relationship has also beetudrented in a

broader sampléaber, W. R., Chen & Kang 20Q6}-or examplefuture abnormal

stock returns are shown to be negative for firms whose earnings include large accruals

and positive for firms with low accrualSloan 1996)

As discussedypportunistic earnings management is intended to mislead investors
(Healy & Whalen 1999)whereas informative earnings management is intended to
signal future profitability. With this in mind, the negative relationship between stock
returns and the extent of earnings managemenestgythat the market interprets the
discretionary accruals as opportunistic. However, there is also evidence of a positive

correlation between annual discretionary accruals ang/eaeforward stock returns

27



(Subramanyam 1996; Xie 20017 his suggests thatdldiscretionary accruals are also

informative, and not just opportunistic.

The impact of the nature of earnings management (i.e., opportunistic or informative) on
the abnormal returns of firms that MBE can be implied from the past literature. For
examplethe positive (negative) relationship between the extent of discretionary
accruals and abnormal returns implies informative (opportunistic) earnings
management. However, a gap in the literature exists as no known studyyfdestal

the relationship betven the nature of earnings management and the abnormal return of

firms that MBE.

When addressed, the nature of earnings management is incorporated into the research
by analyzing scenarios whereby all discretionary accruals are assumed to be
opportunistic. For example, BalsanBartov & Marquard{2002) assume that firms

that beat consensus expectations by one cent or less (small beat) employ an
opportunistic earnings management strategy. Similarly, Bhojraj et al. (2009) assume an
opportunistic earnings magement strategy is employed by firms that beat

expectations by one cent and cut discretionary spending.

However, assming that all firms thameet or beat their consensus earnings expectation
by one cent employ an opportunistic earnings managemengstiat®o simplistic. It

is possible, and likely, that some firms meet or have a small beat with high quality
accruals to signal future profitability. For example, (2@07)shows that firms may

use income increasing discretionary accruals in order to meet or beat earnings

expectations, but concludes that this does not imply that these firms experience inferior
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future firm and stok performance. This may be the case because these firms are

inherently financially healthy firms.

2.4.3. When is Earnings Management reflected in the MBE Premium?

Analysis of abnormal returns suggests that investors are capable of discerning the

effectsof ear ni ngs managemen (Balsam, Bartof& r més abi |
Marquardt 2002; Bartov, Givoly & Hayn 2002However, the date that the market

adjusts the abnormal returns to reflect the earnings management is unclear. There are

two key dates with resped the pricing of earnings management: the earnings

announcement da{Baber, W. R., Chen & Kang 200&hd the financial statement

release datéBalsam, Bartov & Marquardt 2002; Easton &ifewski 1993)

Quarterly earnings announcements (filed on Foikhv@ith the SEC) usually precede

the quarterly financial statement (filed on FormQaQvith the SEC) filing date by as

much as several weeks. The efficient market hypotlieama 1970¥uggests that the
stock price at the earnings announcement date incorptiatenformation contained

in the earnings figure. However, investors may not have sufficient time and information

to disentangle the impacts of earnings management at that time.

Balsam, Bartov, and Marquar@2002)focus on the abnormal return of firms that MBE
at both the earnings announcement date and the Foffilidg date. The primary
focus of their research is to investigate when the market disentangles the impacts of
earnings management, and whegtthis timing is affected by the level of investor
sophistication. The results reveal a negative association between unexpected
discretionary accruals and cumulative abnormal returns ovedaylwindow around

the filing date of Form 1@. This sugges that investors are unable to recognize
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earnings management around the earnings announcement date but are able to do so

upon the full release of the financial statements.

Investors appear to focus solely on the earnings figure at the earnings anrentncem
date and rassess the quality of earnings after the earnings announcement date
(Gavious 2007) Securiy prices behave as if sophisticated investors incorporate the
implications of unexpected discretionary accruals prior to the formal release of the
financial statement but not as early as the earnings announcement date.
Unsophisticated investors are alidricorporate this information into stock prices

upon the release of the financial stateméBtdsam, Bartov & Marquardt 2002)

The security price reaction to the discretionary accruals at the earnings announcement
date apears to vary depending on whether Balance Sheet and/or Cash Flow (BS/CF)
information is released concurrently with earnings press releases. Specifically, the
market appears to be able to incorporate the impact of discretionary accruals into share
pricesfor the firms that disclose BS/CF information. No relationship is documented
between discretionary accruals and stock prices at the earnings announcement date for

firms that do not disclose BS/CF informati(Baber, W. R.Chen & Kang 2006)

Traditionally, firms announce earnings before filing financial statements with the SEC.
However, firms sometimes reverse the order. It appears that these firms may be
delaying public earnings announcements. Accordingly, firasdalay announcing
earnings have poor financial performance and engage in earnings management.
Significant stock price reactions are documented at the SEC filing and the earnings
announcement. The price reaction to the earnings appears to be incotplets EC

filings, and the market continues react.i
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announcements. This would suggest that the SEC filing fails to communicate the full
set of earnings information to some investors or that investors ignore the filing and

focus solely on the announcemé@hung, Jacobs & Tang 2003)

Some firms voluntarily disclose accruals in their earnings press releases, while other
firms disclose the information only in their-{Q The accruals of the firms that
voluntarily disclose tend to be of lower quality, which indicates that the breakdown of
earnings into their accruals and cash flow components is of greater importance to the
investors of the voluntary disclosing firms. In addition, the accruals of thetapjun
disclosing firms are fully impounded in prices upon disclosure, but those of4Qe 10
filing firms are associated with subsequent return drifts. Taken together, this suggests
that any mispricing typically associated with accruals is mitigated wiigrehdemand

for accruals information exists and firms respond with early disclosures of accruals

(Levi 2005)

In summary, the results &alsan, Bartov & Marquard{2002) and Gavious (2007) are
consistent with a much of the prior literature conducted outside of the MBE setting
which suggests thatvestors do not fully see through earnings manage(bathow

& Dichev 2002; Rangan 1998; Sloan9® Teoh, Welch & Wong 1998a; Xie 2001)
and that investors appear to be even more deceived at the announcem@wefetated

& Park 2001) However, Baber, Chefa Kang (2006) suggest that earnings
management is reflected in equity valuations at the earnings announcemeritidige.

that the Baber, Chefa Kang (2006 studyis not conducted in the MBE setting.

A gap in the literature arises from the conflicting results regarding the timing that

discretionary accruals are reflected in equity valuations. Specifically, no known past
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study attempts to shed light on these conflicting results by investigating the exddtence
a belief revision process between: 1) the
management when earnings are annleunced; ar

extent of earnings management once the financial statements are analysed.

24818 3001 AoOU T &£ 3AAGETI T80 1 AET 4EAIT AO

Il n summary, it appears that investors are
accruals when evaluating the MBE signal. Thisvidenced by the well documented

negative relationship between abnormal returns and the extent of earnings management
for firms that MBE(Baber, W. R., Chen & Kang 2006; Bartov, Givoly & Hayn 2002;

Koh, Matsumoto & Rajgopal 2008)The negative relationship suggests that the market

perceives the discretionary accruals to be opportunistic, as opposed to informative.

In regards to the nature cdimmings managemeirt the MBE settingthe research is
inconclusiveln general, sme studies suggest that the market reacts negatively to
discretionary accrualBaber, W. R., Chen & Kang 2006; Bartov, Givoly & Hayn

2002; Sloan 1996Wwhile others gggest the opposi{@iraporn et al. 2006;
Subramanyam 1996; Xie 2001However, the nature of earnings management has not
been tested directly in the MBE setting. The tests that incorporate the nature of
earnings management into the analysis assinatt all firms that beat by one cent
employed an opportunistic strate@alsam, Bartov & Marquardt 2002; Bhojraj et al.

2009) However, this may not be appropriéitee 2007)

There are conflicting results regarding the timing that discretionary accruals are
reflected in equity valuations. Some studies suggest that the market can disentangle the

impacts of dscretionary accruals at the earnings announcemen(Ritter, W. R.,
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Chen & Kang 2006)while others suggests that the market cannot disentangle the
impacts of earnings management until sometime after the earningshaanant date
(Balsam, Bartov & Margardt 2002; DeFond & Park 20043 the market fixates only

upon the earnings reported at the earnings announceme(Gdsateus 2007)

258 30i 1 Aou 1T &£ #EAPOAOGO 1 AET 4EAIAO
It is clearly evident that there existsignificant, positive abnormal return for MBE

firms (Bartov, Givoly & Hayn 2002) The premium appears warranted as MBE firms
tend to have higher fute earninggKasznik & NcNichols 2001)This premium has
decreased in the peBnron periodKoh, Matsumoto & Rajgopal 2008)Conversely,

failing to MBE leads to a disproportionately large pentit may not be warranted as

it is solely a function of not meeting or beating expectatibnpez & Rees 2002)

It appeasto be a common practice for firmsnmanagesarnings to MBELevitt 1998)
andinvestors discount the MBgremiumin the presence of earnings management

(Bartov, Givoly & Hayn 2002; Koh, Matsumo# Rajgopal 2008)

Past literature has made inroads in determining the impact of the nature and extent of
earnings management on the abnormal returns of firms that MBE. For example,
research provides evidence of a negative relationship between abrettmad and the
extent of earnings management for firms that MB&ber, W. R., Chen & Kang 2006;
Bartov, Givoly & Hayn 2002; Bhojraj et al. 2009)hese rests suggest that the

market perceives the discretionary accruals to be opportunistic.

Recall that opportunistic earnings management differs from informative earnings

management. Aap in the literature exists as no known model attempts to differentiate
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between opportunistic and informative earnings management. The research on the

nature of earnings management tends to focus on a specific scenario or incentive.

The marketds reaction to the extent of op]
significantly different than the reaction to the extent of informative earnings

management. For example, although research in the MBE setting suggests a negative
relationshp between the extent of earnings management and abnormal returns, research

in general settings reveals that earnings management can have a positive relationship

with stock pricegSubramanyam 1996; Xied@1).

A second gap in the literature exists as no past study investigates whether the
relationship between abnormal returns and the extent of earnings management is
moderated by the nature of earnings management. The studies that consider the nature
of earnings management make a general assumption that all discretionary accruals of
firms that MBE by one cent or less employ an opportunistic strdBajgam, Bartov &

Marquardt 2002; Bhojraj et al. 2009)

However, tlis assumption is not accurate. Some firms meet or have a small beat with
high quality accruals in order to signal future profitabi(itge 2007) In addition,
assuming that all small beat firms employ opportunistic earnings management fails to
consider the information content of other key financial statements metrics. For
example, revenu@Rees & Sivarmakrishnan 2007andgross margirfLev &

Thiagarajan 198) can provide important information about the likelihood that the

earnings management is opportunistic or informative.

Investigating the impact of the extent of earnings management on the abnormal return

of MBE firms without paying careful attention tmderstanding the nature of the
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earnings management may lead to inconsistent and/or incomplete conclusions

regarding the market pricing mechanism of earnings management.

The |iterature offers conflictingcngesearc!t
of discretionary accruals. For exam@aber, Chen & Kan@006) suggest that the

market can disentangle the impacts of discretionary accruals at the earnings

announcement date. However, the vast majority of the literature suggests that the

market @nnot disentangle the impacts of earnings management until sometime after the
earnings announcement déBalsam, Bartov & Marquardt 2002; DeFond & Park

2001; Gavious 2007)Gavious (2007) suggests that the market fixates only upon the

earnings reported at the earnings announcement date Balslem, Bartov &

Marquardi(2002) do not doament a relationship between earnings management and

abnormal returns at the earnings announcement date.

A third gap arises from the conflicting results regarding the timing that discretionary

accruals are reflected in equity valuations. Specificalljkmmwvn past study attempts

to analyzethe conflicting results by investigating the existence a belief revision process

bet ween: 1) the marketds ex ante expectat.i
t he earnings announc e mepodtassessinentoftiEemdent2 ) t h e

of earnings management once the financial statements are analysed.

The three gaps in the literature provide the impetus for this research. The next Chapter
discusses the research questions and hypotheses that extendatiueditey

investigating these three gaps.
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3. Hypothesis Development

3.1. Introduction

The purpose of Chapter 3 is to present the theoretical framework and develop the
hypotheses. The chapter is organized as follows. Section 3.2 begins by presenting a
theoretical framework that can be used to analyze the research questions. Section 3.3
develops the hypotheses associated with equity valuations and earnings management at the
earnings announcement date. Section 3.4 develops the hypotheses associateityith eq
valuations and earnings management during the financial statement analysis period.

Finally, Section 4.5 summarizes the chapter

3.2. Theoretical Framework

Most studies that investigate earnings management and abnormal returns in the MBE
setting(Balsam, Bartov & Marquardt 2002; Bartov, Givoly & Hay@02; Bhojraj et al.
2009)employ a theoretical framework that can best be described as Single Person
Decision Theory (SPDT()Ronen & Yaari 2008) SPDTtakes the view of an individual
investor who must make a decision under uncertdlirgifont 1989; Raiffa 1968) The

following is a discussion of SPDT as it applies to theBVitting.

The MBE premium creates an incentive for weak firms to pool with strong firms. For
exampl@, suppose that an MBE firm can be either strong or weak. The market value of
a strong firm is 1.0, while the market value of a weak firm is 0.2. [¥f stnong firms

MBE, the market value of an MBE firm isQland that of a nacMBE firm is 0.2.

However, the model is complicated by weak firms attempting to MBE in order to pool

with the strong firms.

® This numerical example is based on a similar discugsiovided by Ronen and Yaari (2008).
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The MBE premium creates a moral hazard because @hager of a weak firm can
receive a higher market value than 0.2 by successfully pooling with the strong firms
(Akerlof 1970) A weak firm can potentially MBE through opportunistic earnings
managemeniDeGeorge, Patel & Zeckhauser 1988y/or expectations management
(Richardson, Teoh & Wysocki 20Q4Yhe moral hazard creates uncertainty in the
reporting landsqgae. The uncertainty arises from the fact that managers are aware of
the true nature of the firm, whereas investors are not. This creates the potential for

adverse selection.

Given this uncertainty, SPDT predicts that an investor will reward an MBEbtsad
on the expectation that it is either weak or str@fRgnen & Yaari 2008)Continuing
with the example, let p be the fraction of MBE firms that are strong, ang)be the
fraction of MBE firms that are weak. If the market believes that 60% of firms are
strong, and 40% are weak, then the marketevafutan MBE firm will be 0.68 (1 x 0.60

+0.2 x 0.40).

The MBE signal acquires credibility from firms that miss expectations by as little as

one cent. To expand the above example, suppose that 50% of the weak firms that

attempt to MBE miss the target bye cent but every strong firm beats expectations. If

a firm misses, its price wil/l be 0.20 bec:
According to Bayes Theore(iowson & Urbach 2005kince 80% of firms BE

(60% + 50% (100% 60%)) and 60% of the MBE firms are strong, the market price of

an MBE firm is s P 8

=0.80 > 0.68. Therefore, meeting or beating

expectations has some credibility because every firm does not successfidly Wiie

that strong firms have incentives to MBE because their market price will be 0.68 (or
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less) if they do not signal their worth. This argument is only valid if some firms miss
the forecast. Although more firms MBE than m{Bsirtschi & Easton 2005many

firms miss expectations as w@dlurgstahler & Dichev 1997)

The market is also likely to search for additional information and discount the MBE
premium if uncertainty exists regarding the nature of any earnings manad&uoeen
& Yaari 2008) That is, the MBE premium at the eargs announcement date should

be lower when the market suspects opportunistic earnings management.

The level of information uncertainty can be reduced by analyzing financial statements
(Balsam, Bartov & Marquardt 2002; Gavious 2Q@ayesian investors can analyze the

financial statements to revise their posterior probabilities regarding the state of a firm.
For exanple, assume the financial statements of Firm A suggest an 80% probability of

being in a strong state. Bayesian investors could revise their posterior state probability

b

that Firm A is strong te 5 b b

1@ 8 The market value of FirrA would

then rise from 0.80 to 0.936 (1 x 0.92 + 0.2 x 0.08).

Conversely, assume the financial statements of Firm B suggest that there is a 90%
probability that the firm engaged in opportunistic earnings management. In this case, a

Bayesian investor waddi revise their posterior state probability that Firm B is weak to

b b
=} =} =} =}

T L The market value of Firm B would drop from 0.80 to 0.40

(1 x0.25+0.2x0.75).

According to this theoretical framework, the abnormal return of fthrasMBE could
be analyzed in twqperiods. The first period focuses upsnante expectatiortd the
extent of earnings management at the announcement date. The second period focuses
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on theex post assessmagftthe extent of earnings management durirggfinancial

statement analysis period.

3.3. Ex AnteExpectations of Earnings Management

The mar ket s response at the earnings annit
(Baber, W. R., Chen & Kang 2006; Balsam, Bartov & Marquardt 2002; DeFond &

Park 2001) Theoretically, a perfectly efficient market reacts quickly to the release of

new informatioNFama 197Q) t heref ore, a firmdés share pt
reflect the information content of the earnings announcemengstiong should be able

to instantaneously analyze financial statements in order to disentangle the impacts of
earnings management on a firmbdés ability to¢c
markets is that both time and expertise are required to analylieaheial statements

in order to disentangle the I mpacts of ear

MBE®.

Baber, Chen & Kan¢2006) suggest that the market disentangles the impact of
discretionary accruals at the earnings announcement date. Hothewagjority of the
literature suggests that the market disentangles the impact of earnings management
sometime after the earnings announcement(@seam, Bartov & Marquardt 2002;
DeFond & Park 2001; Gavious 200Fpr example, Gavious (2007) suggests that the
market fixates on the earnings reported at the earnings announcemeand ddeer
incorporates the impact of earnings management into stock prices. In adéhisam,

Bartov & Marquard(2002) suggest the following:

® The time required tanalyze the financial statements to understand earnings management has been
shown to be inversely related t ¢BasameBarox& ent of a f
Marquardt 2002)
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ANo relation is observed between unexpe¢
CAR around ear ni rBglsamBartowy &Macgeande nt s 0 (
2002, pg. 990).

Yet, the market is aware that earnings management is common. Both empirical

(DeGeorge, Patel & Zeckhauser 1988) anecdotglLevitt 1998)evidence indicate

that earnings management is commonly employed to MBE. For example, several

CFOs argue that:
606you have to start with the poé&mi se t |}
(Graham, Harvey and Rajgopal, 20@g. 29

In summary, the market expects that some firms engaged in earnings management to

MBE at the earnings announcement date (Graham, Harvey and Rajgopal, 2005).

However, the extent of the current quarte:i

immediately(Balsam, Bartov & Marquardt 2002; DeFond & Park 2001; Gavious

2007) Accodingly, a ational investors likely to include their ex ante expectation of

the extent of earnings management into the equity valuation at the earnings

announcement date.

Note that investors are concerned with the use of earnings management because it can
lead toa suboptimal allocation of capit@fiealy & Whalen 1999)However, earnings
management can also disclose private information to signal future performance
(Holthausen & Leftwich 1983)Only opportunisticearnings management leads to

subopimal allocations of capital. écordingly, the first two hypothesestdted in

! Graham, Harvey and Rajgop&005) note that these executives are not suggesting that firms violate
GAAP or commit fraud. Rather, earnings are being managed within the confines of GAAP.
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alternate form) regarding the abnormal return at the earnings announcemaneédsite

follows:

Hypothesis 1 (k): At the earnings announcement date, the abnormal return for

firms that MBE is lower (higher) for firms with opportunistic (informva)

earnings management.

Hypothesis 2H,): The abnormal return for firms that MBE hapasitive

(negativé relationship with the ex ante expectation of the extemifofmative
(opportunisti¢ earnings management.
3.4. Ex PostAssessment of Earnings Management
Investors do not immediately know whether earnings were managed after the earnings
announcement. However, research shows that investors are capable of disentangling
the impacts of earnings management once the finartatehsents are analyzed. The
market can take up to seventeen days to analyze financial statements and adjust equity
valuations for the extent of earnings manager(ialsam, Bartov & Marquardt 2002;

Gavious 2007)

The information uncertainty at the earnings announcement date diminishes once the
financial statements are analyZz&alsam, Bartov & Marquardt 2002; DeFond &
Jiambalvo 1994; Gavious 2007; Levi 200%fter analyzing the financial statements,
SPDT suggests that Bayesian investors revisesdkeinteexpectations based on their

ex postassessment of the extent of earnings management.

As a result of théelief revision process, firms will be awarded the abnormal return that
is indicative of the extent of their curre

investigate the belief revision process, the followygothesis iposed:

41



Hypothesis 3 (K): The abnormal return for firms that MBE hapasitive

(negativé relationship with the ex post assessment of the extentasmative
(opportunistig earnings management.
Firms that MBE with a larger (smaller) extent of opportunistic earnings management
than originally expected should experience a decrease (increase) in their abnormal
return. Conversely, firms that MBE with a larger (smaller) extent of informative
earnings management than originally expected should experience an increase

(decrease) imeir abnormal return.

c8u8 30ii1AoOU T £ #EAPOAOGO | AET 4EAI AO
This chapter provides the theoretical framework used to develop the hypotheses to test
the research questions. The chapter begins by presenting Single Person Decision
Theory as the lens by whithe relationship betweesquity valuations andaenings

managemenature and extentan be investigated for firms that MBE.

Next, the chapter developthree hypothesis based S8#DT. The first two hypotheses
relate to Research Question 1 by investigatingetaionship between equity
valuationsfor firms that MBEand earnings manageménature and extengt the
earnings announcement date. The third hypothesis relates to Releastion 2 by
investigating the existence of a belief revision process during the financial statement

analysis period.
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4. Methodology

4.1. Introduction

This Chapter explains the research method employed to test the hypotheses developed in
Chapter Jandis organised as followsSection 4.2iscusses the MBE setting employed in
this researchSection4.3defines the dependent variable and its measurement. Sedtion 4.
discusses the rationale for, and measurement of, the independent variablesrahd cont
variables. Section 8details the research design of the empirical tests. Sec@on 4.

concludes the Chapter by summarising the main themes.

This research uses archival data in the form of company annual reports and market
returns in order to invesgfate the research questions. Two groups of empirical tests are
completed: tests that examine the association between earnings management and
abnormal returns at the earnings announcement date; and tests that examine the
association between earnings manageinand the abnormal returns during the

financial statement analysis period.

4.2. The MBE Setting

Recall that both the research questions and hypotheses focus on the relationship
between equity valuations and earnings management for firms that M&®rdngly,
the sample used to test the hypotheses will only include firms that MBE. Firms that

missed their eaings expectation are excluded.

There are several reasons for only including firms that MBIEst, the application of
single person decision thgoused to develop the hypotheses focuses on the market
reaction to a firmbébs use of earnings mana

market reaction, only MBE firms are included in the sample. Setlisdesearch
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seeks to build on past literaturathnvestigates the equity valuations of firms that
MBE (Balsam, Bartov & Marquardt 2002Y hird, the abnormal returns of firms that
MBE varies significantly from the abnormal returns of firms that miss expectations

(Lopez & Rees 2002; Skinner & Sloan 2002)

4.3. Measuring the Dependent Variable

The following sectiordiscussefiow the dependent variable is measured. First, the

proxy for a f i rpre®stedeTkeperpectee réturmigimpontant i s
because it iIis compared to the firmds act u:
Next, the event window used to measure the abnormal return at the earnings

announcement date and financial stateraeatysis peod are discussed.

4.3.1. Defining the Expected Return Proxy for the Abnormal Return
The abnormal return is the difference between the expected return of a security and the
actual, or observed, return. The abnormal return is calculatbe agual retun less

the pected return

The literature offers several proxies for the unobservable expected return. One option is
to use the Capital Asset Pricing Model (CAPM) to proxy the expectation. Another

proxy is the marketvide return, or industryide return.

There are many research studies that document the inability of the CAPM to estimate
an appropriate expected retMandelbrot 2004) Therefore, most researchers have
utilized the market (or industry) adjusted return. However, the literature does mot offe
a consensus on how to define the market (or industry) bencliBtaokaj et al. 2009)

For exampleTablel outlines the different proxies used to measure the abnormal return

in past, related studies.
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Table 17 Proxies used to measure the abnormal returns in past literature

returns

1 Portfoliomatched buy
andhold abnormal
return

Study Proxy Measurement

Balsam, Bartov, and |  Cumulative abnormal | { Industryadjusted cumulative abnormal
Marquardt(2002) returns return.

Bartov, Givoly, and  Cumulative abnormal i Betaadjusted cumulative abnormal
Hayn(2002) returns returns.

1 Results also calculated with alternative
proxies, such as the periods karydhold
betaadjusted abnormal return, and the
cumulative sizeadjusted returns. All
three measures led to essentially the s&a
results.

Baber, Chen & Kang | 1 Cumulative abnormal 1 Does not disclose the benchmark used.
(2006) returns

Koh, Matsumoto, and| § Cumulative abnormal 1 Cumulative markeadjusted (value
Rajgopal(2008) returns weighted) abnormal returns

Bhojraj et al.(2009) 1 Cumulative abnormal 9 The observed return is compared to the

return of a corresponding valueeighted
size/bookto-market portfolio.

This research calculates the abnormal return as the ineadjtrgted return. The

industry return is defined as the return from a valegghted portfolio of companies

with the same 2ligit SIC®. This measure is similar to the proxy used by Koh,

Matsumoto, and Rajgopal (2008) and Balsam, Bartov, and Marquardt (2002).

It is alsoimportant to consider the method of compounding the returns. There are two

commonly citeccompounding methods documented in the literature:amghold

abnormal returns (BHARs) and cumulative abnormal returns (CARs). CARs are

similar to BHARS, but invaling summing returns instead of compounding (Bhojraj et

al. 2009). Prior literature suggests that for short periods of time, the summation process

8 Note that the CRSP database does not prowitiastry groupings based on the GICS codes.
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used when calculating CARs behaves better statistically than the compounding process
used when calculatingHBARS, leading to fewer inference problems (Bhojraj et al.

2009).

This study calculates the abnormal returns as CARSich is consistent with Balsam,
Bartov, and Marquardt (2002), Bartov, Givoly, and Hayn (20Baper, Chen & Kang
(2006), and Koh, Matsnoto, and Rajgopal (2008). Aside from the common use of
CARs in past literature, both Far{i998)and Mitchell and Staffor2000)advocate

the use of CARs over BHARSs.

4.3.2. Defining the Event Window for the Earnings Announcement Date

Hypothesis 1 (H) and Hypothesis 2 (hi investigate the impact of the nature and extent
of earnings management on the abnormal return at the earnings announcement date.
Accordingly, a short window is utilized to test Bhd H in order to capture the

mar ket 6s I mmedi ate reaction to the earni ng

The earnings announcemetaites are obtained from two databa%eén important

factor impacting the earnings announcement date in these databaseshiguafter

earnings announcements. Earningiated price changes for afieour announcements

are not observed on the announcenaaté, but, one trading day later. Berkman and
Truong(2009)show that daily price changes around earnings announcement dates are
significantly biased if event dates are not adjusted for-hfiars earnings

announcement. Given the large number of observations, it is imptactaiatain the

exact earnings announcement date. Berkman and T¢2668)note this limitation

° Notethat here are no significant differences between CARs &l over short eventindows
°The IBES and Compustat databases are utilized to obtain the earnings announcement dates. These
databases are discussed fully in Chapter 5.
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and offer a prescription for event window specification by suggesting that the window
should include one trading day after the earnings announcement. Therefore, the CAR

will be meaured over the following two short windows:

1. The tday window (0, 1), where day O is the earnings announcement date, and
day 1 is one day after the earnings announcement.

2. The 3day window (0, 3), where day 0 is the earnings announcement date, and
day 3is three days after the earnings announcement. The three day window
provides a wider window around the earnings announcement date in order to
capture any possible misspecifications of earnings announcement dates or after

hour announcements.

Baber, Chen & ldang(2006)also test a similar-tlay and 3day window around the
earnings announcement date. Balsam, Bartod Marquardt (2002) test aday event
window around the earnings announcement date; howeveatag @indow is not used

inthisstudyas HandHf ocus on t he marketsd i mmedi at e

Past literature documents differences between the earnings aenwant dates across
databases. For example, Berkman and Tr{@6g9)found that 8% of the earnings
announcement dates were different between two major datafaseke Russell 3000
companies over the period of 2000 to 2004. Therefore, earnings announcement dates
from the two databases are compared in order to ensure the accuracy of the date.
Observations with dates of more than one day apart between databases are dropped
from the analysis. This approach is consistent with past liter@ateer, W. R., Chen

& Kang 2006; Bhojraj et al. 2009)

1 The same two databes used in this research.
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4.3.3. Defining the Event Window for the Financial Statement Analysis
Period

Hypothesis3(l) deal s with the marketds reaction
statementsA publicly traded company must file Form-Tp(quarterly report) with the

SEC within 35 days of the end of each of the first three fiscal qU&BES 2002,

2004) A company has 65 days after the end of the fourth quarter itsfdanual 1K

report(SEC 2002, 2004) The 16Q/10-K presents the full set of financial statements

with note disclosure.

Recently, many firms have been including their quarterly financial statements in Form
8-K, which is releas# at the earnings announcement date. For example, Chen, DeFond
and Par(2002)found that the number of earnings announcements that include the
balance sheet and cash flow information increased from 31% to 4694993 to

1995.

The time period analyzed by Chen, DeFond and &®62)predates the data used in
this research. However, there is no known study that provides updated information
regarding the percentage ofrfis that disclose BS/CF information with their earnings
announcement. In order to fill this gapeliminaryresearch is conducted determine

when theBS/CF information is available.

Earnings announcement reports from 1998 to 2007 are analysed foloaraample of

firms studied in this research. The results reveal that approximately 93% of firms

released an income statement and balance sheet with their earnings announcement.
Therefore, the vast majority of firms provided the market with the infoomag¢quired

to calculate the current quarterods discr et

date. The results suggest that the average number of days between the earnings
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announcement (for-8 filing) and the financial statement filing (form 4Y/10-K

filing) is 13 days.

The financial statements provide the market with the data needed to compute the
discretionary and nediscretionary accruals, thereby allowing investors to revise their
ex ante expectatiorisased on theiex post assessmeBalsan, Bartov, and Marquardt
(2002)documented a negative association between discretionary accruals and CARs

within 17 days of the @ release date.

Given that the financial statements are mostly includit thve earnings
announcement, the following windows are tested for the financial statement analysis

period:

1. The 16day window (2, 17), where day 2 is the second day after the earnings
announcement date, and day 17 is seventeen days after the earnings
annaincement.

2. The 14day window (4, 17), where day 4 is fourth day after the earnings
announcement date, and day 17 is seventeen days after the earnings

announcement.

These windows test whether the market analyses the financial statements and revises

their beliefs immediately after the earnings announcement.

4.4. Measuring the Independent Variables

This section discusses the independent variables and control variables used in this
study. A summary table is presented at the end of this sedtimindepedent
variables are the nature and extent of earnings management.
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4.4.1. The Nature of Earnings Management

An Earnings Nature Score (ENS) is devel op:¢
management. The ENS relies upon four dichotomous variable&NS score of four

suggests that the earnings management is opportunistic, while an ENS score of zero
suggests that the earnings management is informative. Therefore, a higher ENS score

suggests a higher expectation of opportunistic earnings management.

This section is organized as follow: Section 4.3.1.1 describes the individual
components of the ENS; and Section 4.3.1.2 describes the alternative approaches to

jointly employing the components into the Earnings Nature Score.

4.4.1.1. Factors Impacting the Nature of the Earnings Management

The current body of literature documents varimakcatorsof earnings overstatements

(Bayley & Taylor 2007)and financial manipulation®echowet al. 2011) The

literature also offers composite measures of earnings q(Bhtjraj et al. 2009and

financial manipulatiorfBayley & Taylor 2007; Dechow et al. 2011)owever, a gap

was revealed in the literature review as no model has been developed to provide insight
into the nature of a firmés earnings mana

this research, with past literature providing the foundation.

Thecomponents of the ENS are selected based on the following criteria:

1. Availability of Information: a component should be based on information that
is available at the earnings announcement date.
2. Easeof Calculation: a component should be able todmnputed

instantaneously and with relative ea3éis is important as the research
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investigates the markitimmediate reaction to the nature of earsing
management at the earnings announcement date.
3. Insight into the Nature of Earnings Managementa commnent should
provide insight into the nature of a fi

versus informative).

The following four components meet the above criteria, and are jointly employed in the
ENS:

1. Change in gross margin percentage

2. Meeting revenuexpectations

3. Firms that just barely MBE

4. The level of insider ownership
The four components selected are not intended to be collectively exhaustive. Rather,
these components are selected as they provide asgossn of insights into various

facetsofte nature of a firmbdbs earnings managem

the rationale for including each component into the ENS.

1) Change in gross margin percentage
The change in gross margin provides valuable information regarding the financial
performance of the firm, and can therefore be used to interpret the nature of
discretionary accruals (opportunistic versus informative). Gross margin is traditionally
defined as the gross profit divided by sales, and is normally announced along with

earning®’.

12 Although the SEC does not require registrants to report gross margin with FOmm8n reporting
earnings announcemengsreview of Form & filings on EDGAR over the period analyzed in this study
reveals that most companies report gross margin in the text component of-Roréd8litionally,
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Analysts pay significant attention to changes in gross margin at the earnings

announcement date. Although there is very little academic research that focuses on the
anal ystsdé use of gross margin at the earni
evidence to support this assertion. For example, Dell (NASDAQ: DELL) missed their

2010 first quartero6s gross margin expect at

A6The gross margin is somewhat concerni

analyst at Kaufman Bros. in San FrarengGuglielmo 2010)

Another example can be found in the Wall Street Journal article eripiele Filing

Repeats View That Gross Margins Will Fall in 2@tHich reported the following:

AAppl esd s har ersoma maescpessuraiglatal n d

trading afterthe company said in its 4K filing with the SEGhat

it expects gross margin in future periods to decline from the

39.4% ley e | recorded in FY 2010 €é the compa
said it expects gross margin in the December quarter to be about

36%, which will be down from 36.9% in the September quarter, a

|l evel which fell a point or so short of
fiing,the company said the expected margin
due to a higher mix of new and innovative products that have

higher cost structures and deliver greater value to customers, and

expected and potential future component cost and other cost

increaseqSavitz 2011) o

The Wall Street Journal, Bloombeapdother financial mediaontainnumerous

examples of the mar ket theearaimgp dn@oancesnenbdate.gr o0 s ¢

Analystsdé | i kely focus on gross maFrgin as
term performance antis informative with respect to earnings persistghey &
Thiagarajan 1993)A decrease in gross margin relative to sales is considered

deteriorating financial p&srmance because it indicates either a deterioration of the

analysts can calculate gross margin as most firms include financial stateexehidiig note
disclosure) in Form-&.
52


http://sec.gov/Archives/edgar/data/320193/000119312510238044/d10k.htm

firmdébs pricing power or a | ack of produ

two. The opposite can be said for an increasing gross margin.

Gross margin, as a measure of financial perénce, is used to create a dichotomous
variable that receives a value of one (

current quarter relative to the prior q

It could bearguedthat a decreasin gross margin could be positive for a company. For
example, if the decrease in gross margin is offset by a faster inventory turnaround, the
bottom line (net income) increases even though gross margin decreases. Although a
decrease in gross margin da@positive in certain situations, it is more common that a
decrease in gross margin will be viewed by the market as a negative. For example, a
business generally focuses on either a low gross margin and high volume strategy or a
high gross margin and loturnover strategy. Businesses do not tend to switch back

and forth between these strategies (e.g.-Mait has always been a high volume, low

margin vendor).

Therefore, although it is possible that a decrease in gross margin can be seen to be a
positive, it is unlikely that a lower quartenverquarter margin is going to be offset by a
high turnover as this would suggest a change in business strategy. In addition,
postulating that a decrease in gross margin is considered bad news is consistent with

pag literature(Lev & Thiagarajan 1993)

Another issue malge in regards to a seasonality component impacting the guarter
overquarter change in gross margin (i.e., a decrease in gross margin may result from
seasonality in sales, especially if a company has large amount of fixed costs allocated

into the inventorycosts).
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The average gross margin in each quarter is as follows:

Ql Q2 Q3 Q4
Mean (%) 40.8 38.2 40.9 42.3
Difference (%) from previous quarter (1.4 (2.68) 2.77 1.38
p-value from ztest for mean difference 0.06 0.35 0.34 0.24

At the 5% level of significance, the differences in the gross margin means from quarter
to quarter are not significarAccordingly, on average, seasonality from quarter to

guarter does not havesgstematidmpact on the measure of change in gross margin.

2) Meeting Revenue Expectations

Revenues forecasts are a widely followed performance metric. After earnings, revenue
forecasts are likely the second most followed metric by andlgsiss &
Sivaramakrishnan 2007 Earnings announcementften demonstratihe importance
the market places on revenue forecasts. For example, the following is an excerpt from a
McDonald's (NYSE: MCD) press release:

A Mc Do n al dMGD) itadlrgpdreed its Q1 EPS at $1.00,

exceeding the consensus expectations of

quarter came in at $5.61 billion, marginally beating the Street view of

$5.52 billion. o
Revenue expectations are commonly included in the earamygsuncemenRees &

Sivaramakrishnan 2007and are given significant coverage in both print (e.g., The

Wall Street Journal) and television (e.g., CNBC) media.

Anecdot al evi dence stergeajagon of earnings adws depeads ma r k ¢
on revenue performance. For example, after the markets closed on October 8, 2005,

Apple Computer, Inc. announced foudbarter earnings of $0.52 per share. This was
substantially above the consensus earnings estoh&®37 per share issued by

Thomson Financi al. However, Applebs stock
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reason offered was that reported revenues of $3.68 billion failed to impress analysts,
being well below forecasted revenues of $3.74 billiouh, whi |l e Appl eds
performance exceeded expectations, its revenue performance did not, and the market

reacted negatively.

Academic research also documents a significant association between abnormal returns
and revenue forecast errqEtimur, Livnat & Martkainen 2003; Rees &
Sivaramakrishnan 200.7)The market reaction is justified as reporting increases in
revenues has been associated with higher quality earnings. Specifically, firms with
revenue supported earnings tend to haveemersistent earning&hosh, Gu & Jain

2005) In addition, revenue has information content that is incremental to earnings

(Swaminathan & Weintrop 1991)

The effect of meeting revenue forecasts has a significant effect on the observed market
premium (penalty) to meeting (missing) earnings forecasts. Specifically, there is a
significant increase (decrease) in the market premium to meeting earnings forecasts
when the revenue forecast is also met (missed). Similarly, the market penalty to
missing eanings forecasts is significantly attenuated (accentuated) when the revenue

forecast is met (misse@@Rees & Sivaramakrishnan 2007)

The literature suggests that the earnings management of firms that exceed revenue
expectations is likely informative, signaling future profitability and high quality
earninggGhosh, Gu & Jain 2005)Meeting revenue expectations isasured as a

dichotomous variable that receivesavaluered( "1 0) i f revenue expecd

met and a value of zero (A00) other wise.
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3) Firms that just barely MBE
Both anecdotal and academic research provides strong evidence that the market
perceive firms that just barely MBE as employing an opportunistic earnings

management strategy.

In terms of academic studies, it has been shown that the empirical patterns in quarterly
forecast errors are consistent with the notion that management intervarstarely

MBE (Balsam, Bartov & Marquardt 2002; Burgstahler & Eames 2006; Dechow,

Richardson & Tuna 2000)There is a well documented kink in the distribution of

earnings forecast errors at the zero level. It is unlikely thdatbe number of

earningd hat exactly met or narrowly beat anal

(Burgstahler & Dichev 997; Burgstahler & Eames 2006)

There is also a host of anecdotal evidence suggesting the market perceives that firms
that just barely MBE used opportunistic earnings managefbewitt 1998;
Morgenson 2004)For example, the following is from the artiédennies from Heaven
from The New York Times:
A é 1 n viieadlytseem $o be wising up to the fact that an extra
penny of profit is not only meaningless but may also be evidence of
earnings management (Mongdnson0b48 r ef or e, ba
This sentiment has been reflected in the market rewards to beating expectations by just
a penny.In 1998, Dow components that beat their numbers by a cent saw their stocks

rise 0.78 percent theagl of the announcement. In 2004, the increase averaged 0.15

percent(Morgenson 2004)

Although some firms that MBE by one ¢en less may be signaling future

performancélLee 2007) the anecdotal and academic research suggests that many of
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these firms employ an opporigtic earnings management strategy. Therefore,
although the small beat should not be the sole criteria for determining the nature of
earnings management, as is the case in past s{@dilsam, Bartov & Marquardt 2002;
Bhojraj et al. 2009)it does merit inclusion in a composite model that includes other
financial statement metrics. Firms that MBE by a cent or less receive a value of one

(Al10) , ot herwise, the firm wil!/l recei ve a

4) The level of insicer ownership
An executive compensation package normally includes some form of stock based
compensation. Stock based compensation is used to offset the myopic focus of base
salary and bonuses. In addition, stock based compensation is thought to align the
interests of managers and outside shareholders and reduce agency pddenss

John 1993)

However, stock based compensation is sensitive to changes in stock prices. It has been
documented that MBE firms receive a disproportionately large abnormal share price

return (Lopez & Rees 2002)Accordingly, executives of firms with sizable levels of

insider ownership plans have increased incentives to report earnings that MBE

(Bauman & Shaw 2006)Specifically, these managdnave an incentive to manage
earnings to MBE in order to increase thei.

personal wealti\Warfield & Cheng 2005)

The academic literature is consistent with this assertion. Various studies highlight the
use of earnings management to inflate earnings in light of manadgemente q ui t y
holdings(Bergstresser & Philippon 2006; Efendi, Srivastava & Swanson 2006; Gao &

Shrieves 2002) For example, managers with high equity incentives (stock ownership
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and stock options) are more likely to report earnings that meet or just beat analysts'
forecasts, and less liketo report large earnings surprig@¢arfield & Cheng 2005)

These results are consistent with the notion that insider ownership increases
managements f oc us-tewmnrearningssforegaBadmars& Shaav s hor t

2006)and leads to incentives to manage earnings.

The arnings management of firms with high insider ownership is shown to result in
negative future consequences, including accounting restatements and insider sales at
inflated priceqWarfield & Cheng 2005) Accordingly, the earnings management

appears to be opportunistic.

The total level of insider ownership canrbeasured as a dichotomous variable based

on the percentage of shares outstanding held by insiders. Firms with a high level of
insider ownership receive a value of one (
insider owner ship r.eAfiariscensideredtahawveahighf zer o
level of insider ownership if its total insider ownership is greater than its industry

median.

4.4.1.2. Combining the Factors into the Earnings Nature Score (ENS)
Two approaches are considered to jointly employigindividual components into the

ENS:

1. Create a combined score by summing each individual dichotomous variable.
2. Employ alogisticregression to estimate the probability that a firm

opportunistically managed earnings.
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The following is an analysis of theahgths and weaknesses of each approach. A

conclusion is offered based on the analysis.

1) Creating a combined score by summing each variable

The ENS can be calculated by summing the value of each component, as follows:

ENS = X + Xo+ X3+ X4

Where,
ENS =the ENS Composite Score

X = the individual components
This approach is used in prior literature. For exantptejraj et al. (20093levelop an
Earnings Quality measure with three indicators: 1) Discretionary accruals; 2) change in
R&D expense; and 3) chge in advertising expense. Each measure is converted into a
dichotomousariable. An earnings quality statistic is created by summing the

variables.

The strength of this approach | ies in its
earnings managesnt. The drawback of this approach is that it is not possible to
measure the statistical significance of the individual components, or the model as a

whole.

2) Employing alogistic regression analysis

A logisticregression models the different charactessbetween two sample cohorts
(opportunistic versus informative earnings management). The model is estimated with

the dependent variable equal to one if a firm employed opportunistic earnings
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management and a value of zero if the earnings managemeforisative®. A
logisticregression mitigates the inherent limitations of using OLS regression with a

dichotomousilependent variabl@enard 2001)

Using alogisticregression, the ENS can be estimated as follows:

ENS =U+ D1X1 + BoXo+ b3X3+ DaX4s
Where,
ENS = the Logit Measure (or ENSobability)

X = the individual component

b = the estimated coefficient areight for each component

Logisticregression is commonly utilized in the literature. For example, Bayley &
Taylor (2007)and Dechow et a{2011)bothutilize logistic regression in developing

predictive models of earnings management.

The advantage of this approach lies in the statigiigalir offered by regression

analysis. The coefficients of the independent variables provide a weighting system for
jointly employing the components. In addition, the regression analysis provides a
statistical method to determine the overall reasonableness of the model in predicting the

nature of earnings management.

However, there is a significant limitation. légistic regression requires a sample of
firms with known cases of both opportunistic and informative earnings management. It
is very difficult, if not impossible, to build the sample required to calibrate the model

and obtain the coefficients.

131t should be noted that an alternative to logistic regression is probit regression. Probit regression uses the area
under the normal distribution to linearize a curvilinear relationship, whereas logistic regrefismon the natural
log. Despite this difference, probit analysis and logistic regression give essentially equivalent results, making the
choice between them one of individual preferefiR@mpel 2000)
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The SEALDHBcsounting and Auditing Enforcement
cases of earnings management that are known to be opportunistic with certainty.

AAERs have been used to identify samples where earnings manipulations can be
reasonably assuméBayley & Taylor 2007; Beneish 1999; Dechow et al. 2011;

Dechow, Sloan & Sweeney 1995 owever, most AAERSs pertain to outright

fraudulent financial reporting and violations of GAfPechow et al. 2011)These

observations are not suitable bemathis research seeks to identify earnings

management that lies within the boundaries of GAAP.

3) Selecting among the alternatives to develop the ENS

Table2 presents a summary of the strengths and weaknesses of each approach.

Table 27 Strengths and Weaknesses of alternatives to jointly employing ENS
components

Strengths Weaknesses
Summing each 1 Does not equire a sample of 1 Lacking statistical
dichotomous firms that opportunistically significance.
variable managed earnings for calibratior
1 Automatically assigns
9 Utilized in past literaturéBhojraj an equal weight teach
et al. 2009) of component.
Employing a 9 Statistical significance of 1 Sample of firms that
logistic regression independent variables and modé opportunistically
can be assessed. managed earnings to
MBE is needed. This
1 Weighting system for jointly sample is impossible t¢
employing the variables is obtain.
provided.

1 Utilized in past literaturéBayley
& Taylor 2007; Dechow et al.
2011)
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Based on the insurmountable obstacle regarding the calibration sample required to
employ alogisticregression, the ENS will be developed by summing each dichotomous

variable. This is the same approach employed by Bhojraj 0£19)

The ENS model is tested on a statdne basis prior to being used to test the
hypot heses. The tests are discussed in

differentiate between opportunistic and informative management.

4.4.2. The Extent of Earnings Management

The ENS model measures the nature of earnings management. Hovgeared, Hyl

postulate that the abnormal return for firms that MBE is a function of both the nature
and extent of earnings management. There are many different models thatusa

to measure the extent of discretionary accruals, or earnings management. This section
describes the alternative measures of the extent of earnings management, the model
selected in this research, and the tseeies versus crosectional optionsadr

estimation.

4.4.2.1. A Survey of the Models used in Similar Studies
Although each model has advantages and disadvantages, the Jones (1991) and Modified
Jones (1995) models are the most widedgd models for calculating discretionary

accruals.

Table3 presents a summary of the earnings management measures used in similar past

studies:
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Table 3 - Earnings management measures used in past studies

Model as in Defond and
Jiamnalvo(1994)

Study Model Measurement _ )
Balsam, Bartov, and | § Crosssectional version | TACC,/ Av1 = Uy (1/ Arp) + U (GREVY Avy)
Marquardt(2002) of the Jones (1991) + 0, (PPE/ AL + &

of the modified Jones
model as in Dechow,
Sloan, and Sweeney
(1995)

Bartov, Givoly, and 1 Jones (1991) Model 1) TACG/ Aur = U (1/ Awy) + U (qREVY Acy)
Hayn(2002) +U; (PPE Aup) + &
1 Alternative measure
based on working capitaj 2) Alternative Model:
accruals Working Capital Accruals gA/R+m | nv .
@ Pr eipgpAi/idgs Taxes Paya
Discretionary Accruals = T.A. W.C.A.
i Depreciation and Amortization
Baber, Chen & Kang | { Jores (1991) Model TACC/ A1 = U (1/ Auy) + G (GREVY Avy)
(2006) +U; (PPE/ A +&
Koh, Matsumoto, and | Crosssectional version | TACC;/ Ay = U(1/Au) + U (GREVY/ Auy) + Uy
Rajgopal(2008) of the modified Jones | (PPE/ A.;) + U, (EBEIT/ Ai.p) + 5 QTR4
model as in Dechow,
Sloan, and Sweeney
(1995)controlling for
performance as in
Kothari, Leone, and
Wasley(2005)
Bhojraj et al(2009)  Crosssectional version | TACC,/ Acy = U (1/Auy) + G ([qREV; - AR, /A1)

+ U (PPE Aca) + &

The main limitation of the Jones model and Modified Jones model is that they tend to

treat some nondiscretionary working capital accruals as discreti@amyard &

Skinner 1996and there are some misspecification problems when applied to a sample

of firms with extreme performang&othari, Leone & Wasley 2005)

4.4.2.2. The Modified Jones Model

This research estimates the extent of digmmary accruals with the Modified Jones

(1991) Model as used in Dechow, Sloan, and Swegr#5)controlling for
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performance as in Kothari, Leepand Wasle{2005) There are many reasons for

selecting the Modified Jones Model:

1. The Modified Jones Model is commonly used in the past studies that investigate
earnings managemefBhojraj et al. 2009; Koh, Matsumoto & Rajgopal 2Q08)
2. Support for the Modified Jones Model can be found in various studies that
evaluate discretionary accrual mod@kiay, Kothari & Watts 1996)
3. The Modified Jones Model is superiorthe original Jones model.
a. The Jones Model assumes that all revenues arelisoretionary
(Dechow, Sloan & Sweeney 1999he Modified Jones model has a
significant advantage over the original Jones model in that it includes
the change in accounts receivable. Dechow, Sloan and SWE&9S)
argued that earnings management was more likely to occur in relation to
credit sales rather than cash sales, and therefore justify the inclusion of
accounts receivable.
b. The Modified Jones Model adjusts for misspecificapooblemsthat
arisewhenthe Jors Model isapplied to firms with extreme
performance and controls fohanges in the firm's economic

circumstance¢Kothari, Leone & Wasley 2005)

The Modified Jones Model calculates discretionary accruals, which are used as a measure
the extent okarnings management. To partition total accruals into its discretionary and
nondiscretionary componentothari, Leone, and Wasl€2005)use the following

expectations model:
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Equation 117 Performance Adusted Modified Jones Model Regression

TAq/ Aqa= Ut (U Aqa) + U ([GREVq- GARG / Aqa) + U (PPE/ Aqa) + Uy (ROA) +
&

where,
1 TAqdenotes the total accruals in quarter g,

Aq1 denotes the total assets in quartdr, g

R Eq\¥s the change in net sales in quarter q,

@A Ris the change in accounts receivable in quarter g,

PPE; is the Property Plant & Equipment in quarter q,

ROA, is income before extraordinary items in quarter g divided by lagged total
assets,

1 eyis the errorérm in quarter g.

= =4 4 -4 A4

The coefficients irfequation lare obtained from a regression with total accruals (TA)
as the dependent variabl€he intercepterm, combined with the deflating of all
variables by lagged total assets, corrects for heteroskeda@Roitgn & Yaari 2008)
This is the firststage regressn. The discretionary accruals are calculated in second

stage.Equation2 is used to calculate the level of Adiscretionary accruals:

Equation 27 Non-discretionary Accrual Calculation
NDAg = TAq - U(1/Aq.1) - U ([GREVq- GARq] / Aq) - Us (PPE/ Aq) - Ui (ROA,)

where,
1 NDAqdenotes the nediscretionary accruals in quarter q.

TA denotes the total accruals in quarter q.

Ag1 denotes the total assets in quartdr, q

PR Eq\¥6 the change in net sales in quarter q,

A Ris the change in accounts receivable in quarter g,

PPE;, is the Property Plant & Equipment in quarter g, and

ROA, is income before extraordinary items in qead divided by lagged total
assets.

=4 =4 =4 4 - 9

The industry specific coefficients f&k U, Us U, are obtained from the firsttage
regression.The discretionary accruals are used as the proxy for the extent of earnings

management.
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4.4.2.3. Time-series versus Cross-sectional data

The original Jonegl991)model uses time series data in the f8tstge regression to

estimate the coefficients fd&quation 1 The time series relies upon fourteen years of

data for each sample firm. The tirseries formulation of the Modified Jones model

has proven restrictivieecause of the need for at least ten years of data per sample firm

to estimate the firsstage regression paramet@Pgasnell, Pope & Young 2000)his

requirement raises several concerns:

1.

3.

First, issues of survivorship bias andestion bias emerge. These biases occur
because mostly large, mature firms with greater reputational capital are likely to
survive for ten years. Therefore, they are likely to be selédttdr &

Shivakumar 1999; Menon & Williams 2004)

. Second, the assumption that the coefficient estintate¢se change in revenue

and property, plant and equipment remain stationary over time may not be
appropriatgPeasnell, Pope & Young 2000)

Third, it is not clear that the sample firms have no incentive to manage earnings
in theestimation periogMcNichols 2000)

Finally, the seHreversing property of accruals may introduce specification
problems in the form of serialgorrelated residualfeasnell, Pope & Young

2000)

Therefore, researchers began estimating thediege regression cdigients with

cross sectional data. A cross sectional analysis compares companies in the same

industry. This implicitly assumes that the coefficients are the same across all companies

in the same industry during the estimation pe(iteter & Shivakumar 1999; Menon &

Williams 2004)
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Crosssectional versions of the Modified Jones Model dominate the liter@Reasnell,
Pope & Young 2000) For example, the following studies have used cross sectional
data to investigate: the premium to meeting or beating earnings atxpes{Bartov,
Givoly & Hayn 2002) the stock market pricing of discretionary accruals
(Subramanyam 1996) t he mar ket 6s ability to disent a
management upon the release of financial stateni@ater, W. R., Chen & Kang
2006) institutional ownership and the reaction to earnings managdBaisam,

Bartov & Marquardt 2002)nstitutional ownership and monitorii@hung, Jacobs &
Tang 2003)the useof expectations managemt versus earnings managem@tanh,
Matsumoto & Rajgopal 2008garnings management to just barely meet or beat
expectationgBhojraj et al. 2009)the underperformance of seasoned equity offerings
(Teoh, Welch & Wong 1998ayoluntary disclosuréKasznik 1999)and debt covenant

violations(DeFond & Jiambalvo 1994)

The main limitation of the cross sectional model is the assumption that the benchmark

for a firmbébs accruals i s t h@®cNrleolsa00d) our of

This research study emplogrosssectional data as opposed to time series data. The
limitations of the cross sectional model are less significant than the limitations of the
time series model. In addition, support for the cross sectional analysis can be found in
the literaturgPeasnell, Pope & Young 200@nd most related past studies use the

cross sectional model.

4.4.2.4. Industry Classification Scheme
Two important factors impact the industry classification scheme for the Modified Jones
Model. First,an industry classification scheme must be able to group like companies.
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Second, the level of categorization within the classification system (e.g., sector,

industry group, industry, etc.) must be considered.

There are four broadly available industrasgification schemes: 1) Standard Industry
Classifications (SIC) codes; 2) North American Industry Classification System
(NAICS) codes; 3) The Global Industry Classifications Standards (GICS) system; and
4) the Fama and Fren¢h997)algorithm. The GICS classification is significantly

better at explaiing stock return conovements and various other key financial ratios
(Bhojraj, Lee & Oler 2003) In addition, the GICS classification system distinguishes
nontdiscretionary from discretionary accruals better than the thiternativegHrazdil

& Scott 2010)

Many past studies rely upon tvdigit SIC cods astheyprovides a large number of
firms in the same industry. However, tdait SIC codes tend to aggregate firms that
have very little in commo(Bernard & Skinner 1996)The GICS system is superior
for calculating discretionary accrudldrazdil & Scott 2010) Therefore, discretionary
accruals will be estimated on a craestional bais by grouping firms according to

their GICS.

There are various levels of classification within the GICS system. For example, the 2
digit | evel of the GICS syst ewgitmndé&vi des
digit levels provide the industry gup and industry, respectively. A higher level
classification (e.g.,-2ligit) will result in larger sample size than a lower level
classification (e.qg.,-@ligit); however, the higher level classification is more likely to

group unlike companies togetheatha lower level classificatidiBernard & Skinner

1996)
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Prior literature reveals much variation in the sample sizes used for thstdigst

Modi fied Jones Model r e(90gtims-gerenanalybio r e x a mj
relied upon a sample of 23 firms from five different industries. While tetitamg

effectiveness of discretionary accrual models, DeFond and Jian(ha®4é)tested the
crosssectional Modified Jones Model with samples of 23 and 32 observations. The

average sample size for tirseries regressions is eight, and 109 for esestional

studies. The standard deviation for the cresstional study sample size is

approximately 68, suggesting that 65% of samples fall between the range of 41 and 169
observations. The minimum of sample was seven observ@§Ban®sv, Gul & Tsui

2000)

With thedata in this research, using theligit GICS industry grouping results 58

industries with an average of 7 firms per indu$tnAs expected, a lower level

classification results in a large number of small industries. Small industry samples pose
a problen as they do not provide enough fispecific observations to estimate the

coefficients from the firsstage regression.

Based on the above considerations, tukgi GICS is selected. Using addgit GICS
industry grouping results in 22 industry grougsnwith an average of 27 firms per
industry grouping. Additional details on thmelustry groupingan be found in Section

5.3.2.

4.4.3. The Control Variables
In addition to the nature and extent of earnings management, additional variables are

includedin the regression equation as control variablsveralvariables are included

¥ Hrazdil and Scotf2010)used the @ligit level of the GICS system.
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in the regressions to control for their effect on the abnormal réti@ith 2005) The
control variables are included to provide a more precise estimate of the coefficients for
the nature and extent of earnings managemeraddition, the control variables are

included to control for factors known to be associated with abnormal returns.

The following is a description of the control variables, along with their rationale for

inclusion.

1. FimSize:Firm size is measured as the | o0og c
to control for firm size, when investigating abnormal returns in an event setting,
has been well documentédheon, Christesen & Bamber 2001; Kothari &
Wasley 1989) Taking the log of the total assetill help achieve a normal
distribution of the variabland reduces the potential for heteroscedastidihe
coefficient is expected to be negative, based on the literdtat documents a

negative relationship between firm size and market re{ama 1992)

2. Firm Performance:The performance of a firm is measured as the return on
assets (percentage). Firm performance is included as a control variable because
it can impact the earnings response coefficf8abtt 2008) That is, the market
pricing mechaism for earnings may vary across firms with different

performance.

3. FirmGrowth: The firmdéds growth pot e-tobdola | IS  m
ratio (Chen, L. & Zhao 2006; Hovakimian, Opler & Titman 200Ihe market
tobook ratio has been shown to have a s

return. For exaple, the marketo-book ratio is the inverse of the botk
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market ratio, which was used in the FaRranch three factor mod@fama &

French 1992)

4. Institutional Ownership:Institutional ownership is measured as the percentage
of shares outstanding held by institutions. Institutional ownership is associated
with thetime it takes fordiscretionary accruak® bereflected in equity values
(Balsam, Bartov & Marquardt 2002)lypothesis 3 focuses on the belief
revision between the earnings announcement date and financial statement
analyss period. Accordingly, the Hypothesis 3 regression includes a control

variable for the levedf institutional ownership.

Although the information content of earnings is important at explaining the market
return(Ohlson 1995; Skinner & Sloan 200#)e earnings surprise (the difference
between the actual earnings ahd consensus earnings estimate) is not included as a
control variable because it is used as a partitioning variable. Excluding the earnings
surprise, when it is used as a partitioning variable, is consistent with prior literature

(Balsam, Bartov & Marquardt 2002)

4.3.4. Summary of Variable Measurement

Table4 presents a summary of the variables, along with their measunt.
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Table 47 Summary of variable measures and descriptions

Variable Name Variable Measure Description
Dependent Variable
1. Abnormal return of firms that MBE | Industryadjusted CAR | The abnor mal return i s measur e

for their 2digit SIC industry return over the same period.

The CAR is measured over various short windows around the earnin
announcement date, includingday, 3-day, and 1&lay window.

Independent Variables

2. The extent of earnings managemer,
(discretionary accruals)

Performance adjusted
Modified Jones Model

The following model is estimated:

NDA = b + by(1/ASSETS) + b, (REV, - (PA B/ASSETS.]
+b(PP&E, | ASSETS;1) + BROA, + &,

The model is estimated with cressctional dataThe industry is defined
as the 4digit GICS.

3. The nature of earnings managemet
(the Earnings ManagemeNature
Score)

The ENS is the aggregat
score otthe following
dichotomousyariables.

The ENS ranges from 0 (informative) to 4 (opportunistic)s the sum
of the fourdichotomousrariables thatapture aspects of the nature of
earnings management

3.1. Change in gross margin
percentage

GM%: T GM%.;

A dichotomousrariable that receives a value of 1 if gross margin
percentage decreased in the current quarter relative to the prior qua
and a value of O otherwise.

3.2. Meet or beat revenue
expectations

Actual Revenue >
Revenue expectations

A dichotomous variable that receives a value of 1 if the firm misses t
revenue expectations, and a value of 0 otherwise.

3.3. Firms that just barely MBE

Meet or beat expectation
by 1¢ or less

A dichotomous variable that receives a value ofdlfifm meets or beatg
expectations by 1 cent or less, and a value of 0 otherwise.
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3.4. Level of insider ownership

Total percentage of
stocks owned by
management divided by
total shares outstanding.

A dichotomousvariable that receives a value of 1hfé¢ | e v e |
insider ownership is greater t
industry, and a value of O otherwise.

Control Variables

4. Firm Size

The natural log of total
assets

A variable that controls for t

5. Firm Performance

Return orassets

A variable that controls for t

6. Firm Growth

Marketto-book ratio

A variable that controls for t

7. Institutional Ownership

% of shares outstanding
held by irstitutions

A variable that controls for the extent of institutional ownership. It is
measured as a firmés shares he
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4.5. Research Design z Testing the Hypothesi s

Hypotheses 1 and Hypothesis 2 investigate whetheartheuncement dasbnormal
return of firms that MBE is a function of the nature and ex ante expectation of the
extent of earnings management. Hypothesis 3 investigates whetl@rgbewvindow
abnormal return of firms that MBBcorporates aax post assssment of the extent of
the earnings management once the financial statements are analysed. This section
develops the regression models that test the hypothessommences with a review

of models used in prior studies

4.5.1. A Survey of the Models used in Similar Studies
Bartov, Givoly, & Hayn (2002) were the first to formally test for the existence of an
MBE premium. Using a sample that includes firms that both met and missed their

earnings expectations, they estimated the following regressiati@uu

Equation 371 Bartov, Givoly, & Hayn (2002) Regression Equation

o

CAR o= BRRORSHURWK sDIMBE BBBATDMBE * SURP + U

DMBE and DBEAT aralichotomousrariables that receive a value of 1 if the firm
meets, or meets or beats the earnings expectation, respectively. Note the following

difference between the ERROR and SURP variables:

1 ERROR is the forecast error computed as the difference between the actual
earnings and the earliest forecast for the tguastandardized by price at the
beginning of the quarter.

1 SURP is the earnings surprise computed as the difference between the actual
earnings and the latest forecast for the quarter; standardized by price at the
beginning of the quarter.
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Around the sam time as Bartov, Givoly, & Hayn (2002) study, Balsam, Bartov, &
Marquardt (2002) investigated the market 0:

that beat expectations by one cent. The following regression model was estimated:

Equation 41 Balsam, Bartov, & Marquardt (2002) Regression Equation

o

CAR=(}+UDACC ; + U

DACC is the extent of discretionary accruals, measured with the Jones Model.

Although Balsam, Bartov &arquardt (2002) did not test for an MBE premium, their

sample was structured to include only firms that beat earnings expectations by one cent
and had discretionary accruals of at least 1% of total assets. Firms that meet these two
criteria are assumdd have undertaken an opportunistic earnings management
strategy. Ac c or dis expgdted to betnégativecandesifgriificanti e nt U
suggesting that the abnormal return has a negative relationship with opportunistic

discretionary accruals.

Baber Chen & Kang2006) build on the Balsam, Bartov, & Marquardt (2002) model
by investigating whether the market reacts to earnings management on the earnings
announcement date when firms disclose BS/CF information. They test the following

model:

Equation 51 Baber, Chen & Kang (2006) Regression Equation

o

CAR o* WiE BHBALC; + U

UE i s the earnings surprise scaled by a fi
discretionary accruals. This regressgguation is estimated on two samples,
observations where BS/CF information is provided and observations where it is not.
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The c o ed{fisfekpectee to Ibe negative and significant for the firms that disclose

additional information, and zero for firnisat do not disclose additional information.

Recently,Bhojraj et al. (2009nvestigated the performance consequences of cutting
discretionary expenditures and managing accruals to exceed analyst forecasts. Their
sample focuses on firms that beat assed earnings expectations by one cent in order
to maximize the likelihood that a firm that beat (missed) would have missed (beaten)
had it not (had it) increased earnings through accruals or changes in discretionary
expenditures.Theydeveloped an Eamgs Quality measure that is based on three
indicators (discretionary accruals, change in R&D expense, and change in advertising
expense). Their results show that firms that just beat analyst forecasts with low quality
earnings exhibit a shetérm stock pce benefit relative to firms that miss forecasts

with high quality earnings.

4.5.2. Hypotheses 1 and 2 z Abnormal Returns at the Earnings

Announcement Date

Balsam, Bartov, & Marquardt (2002) proposed the following regression to investigate
the impact othe extent of earnings management on the abnormal return for firms that

MBE:

o

CAR=U+UDACC; + U

Baber, Chen & Kan§2006) extended this model by estimating the following

regression:

o

CAR o+ WiE BHBALC,; + U
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This research extends tBaber,Chen & Kang(2006) model by including an additional
variable in the regression equation to capture the nature of earnings management, ENS,
and the interaction between the extent and nature of earnings management. The ENS is
based on four metrics (gross mgia, revenue surprise, small beat, and insider

ownership), and combined in the same manner as the Earnings Quality measure in

Bhojraj et al. (2009)

Essentially, this research merges Bimjraj et al. (2009inethodology foproxyingthe
nature of earmgs management with the Balsam, Bartov, & Marquardt (2002) and
Baber, Chen & Kan¢2006) regression methodology for the extent of earnings
management and adds additional control variablés merger eliminates the issues
associated with the assumptiomithall firms that MBE by one cent or less employed an

opportunistic earnings management straigge 2007)

The merger is accomplished with ateiraction variable that captures the dynamic
relationship between the nature and extent of earnings management on the abnormal

return. Therefore, the following OLS regressions test Hypotheses 1 and Hypothesis 2:
Equation 61 Hypothesis 1 Regression Equation

CAR_Sq= o¥ 1HENSq+ TAio+ sMTBjo+ sMOA+e

Equation 771 Hypothesis 2 Regression Equation

CAR_Sq= o¥ 1MACCuiq+ HNSg+ sMACC.y,XENSo+ 4TAig
+ 5|\DTBLQ+ 5RDALQ+€
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Whereby,

1 CAR_Sqi s f i r m -adjasted cumudative &abnoymal return in the short
window;

1 DACC.iqi s f imeasureiofalse extent of earnings management
(discretionary accruals) in the quarter prior to the earnings announcement
guarter, as calculated with the performaadgisted discretionary accruals
model,

1 ENSjis the Earning®NatureScore (0, 1, 2, 3 ot) that measures the nature of
earnings management;

1 DACC.1XENSq is the interaction between the nature (ENS) and extent
(DACC) of earnings management that measures the change in relationship
between DACC and CAR across the different natures of earniagagement;
TAigi s the |l og of firm id0s total assets

MTBigi s f i r m-tob6ok ratimand Is a ¢ontrol variable for firm

growth;
T ROAgi s firm i6s return on assets and 1is
performance.

Equation6 is used to tedtlypothesis 1 as it focuses solely on the relationship between

the nature of earnings management and the abnormal return of firms that MBE.

Equation7 is used to tedtlypothesis 2 as it incorporates both the nature and extent of

earnings management.

Bhojraj et al. (209) and Balsam, Bartov, & Marquardt (2002) focus on $iitmat MBE
by one cent or less in order to control for the nature of earnings management. This
research controls for the nature of earnings management with the ENS variable, as
opposed to analyzing only small beat firms. Therefore, the sample usee for th

regressions in this research includes all firms that met or exceeded their earnings
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expectation. Il ncluding all MBE firms all

to the nature and extent of earnings management in the MBE setting.

Recall that thenarket requires time to analyze the financial statements in order to
determine the extent of the current quart e
ante expectations of the extent of earnings management is measured as the

discretionary accruaisn t he prior quarter. This assume
prior quarter earnings management as a proxy for the extent of the current quarter
discretionary accruals at the earnings announcement date. This assumption is tested by
using the currentquat er 6 s di screti onary accruals in

analysis.

Under the alternate ofdH  t h e E NS ,cobbguationt ¢s ofénterest. (Ubder

the alternate of 5§ ¢ o e f § bg & n coh Egsatidn 7are of interest. Including the
interactipn makrisalbhlte dihficul)tand IENBe(pr e
coefficients in isolation. Without the interaction varialtleh e ENS cgisf f i ci en
expected to be negative and significant, thereby suggesting that abnormal return

decrease as the expectation of opportunistic earnings management (ENS) increases.

This is consistent with Hypothesis 1.

Without the interactionar i abl e, t he ¢ o)ecbuldbepostivetor f or DA
negati ve. For firms that hoasweeectethtbler mat i v ¢
positive and significant as high quality discretionary accruals signal strong future
performancélLee 2007; Subramanyam 1996; Xie 2001) H o w & expacted tdbbe

negative and significant for firms with opportunistic discretionary accruals as the

accruals are intended to misl| eadBabemnvestor :
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W. R., Chen & Kang 2006; Balsam, Bartov & Marquardt 2002; Bartov, Givoly & Hayn

2002)

The relationship between DACC and CAR can be interpreted by focusing on the
coefficient of 4 Aheinteractioa teran@ltowsdam assessment ( b
of the impact of both the nature and extent of earnings management on the abnormal
return. Hypot hesis 2 postul at esisthat the
expected to be negative and significant. A negative and significanaétibn

coefficient suggests that the relationship (slope) between DACC and CAR decreases as
the ENS increases. Stated intuitively, this suggests that the extent of earnings
management (DACC) has an increasingly negative relationship with the abnormal

return as the earnings management moves from informative to opportunistic (ENS
increases).

4.5.3. Hypothesis 3 z Abnormal Returns during the Financial Statement Analysis

Period

Hypothesis 3 investigates the abnormal return of firms that MBE durirfghtreial
statement analysis period in relation to the earnings announcement date. Hypothesis 3

is tested by estimating the following OLS regression equation:

Equation 81 Hypothesis 3 Regression Equation

CAR_Lo= o¥ i[ACC _SURRg+ HNSq+ 3MACC_SURRoXENSq
+0,TAio+ sNTBig+ ¢ROA o+ 7INST_OWNg +eg

80



Whereby,

1 CAR_Lgi s f iindusiryadjosted cumulative abnormal return during the
financial statement analysis period;

1 DACC_SURRgi s firm i 6s measure of discretioc
guarter less the discretionary accruals in the prior quarter, as calculated with the
pefformanceadjusted discretionary accruals model,

1 ENSjis the Earnings Management Score (0, 1, 2, 3 or 4) that measures the
nature of earnings management;

1 DACC_SURPXEN%, is the interaction between the ENS and DACC_SURP
variables that measures the chamgeslationship between DACC_SURP and
CAR given the nature of earnings management;

TAigi s the |l og of firm id0s total assets

MTBigi s f i r m-totbook ratim and s @ ¢ontrol variable for firm

growth;
T ROAgi s firm i6s return on assets and is
performance;

1 INST_OWN is a the percentage of common shares outstanding that are
owned by institutions.

Hypothesis 3 postulates that firms with a larger (smaller) extent of opportunistic
eanings management will experience a negative (positive) abnormal return during the
financial statement analysis period. In addition, firms that have a larger (smaller)
extent of informative earnings management will experience a positive (negative)
abnormareturn during the financial statement analysis period. Therefore, the
interaction between the DACC_SURP and ENS is expected to be negative and
significant because any additional accruals (i.e., DACQACC:.;) are opportunistic at
high levels of ENS.This should result in a reduction of the abnormal return during the

financial statement analysis period.
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46.301 1 AOU 1T &£ #EAPOAOGO - AET 4EAIAO
This Chapter develops the research design to test the hypotheses. First, a discussion of the
dependenvariables (abnormal return) is offered, including alternative methods of

calculation and the various windows around the earnings announcement date and financial
statement analysis period. Next, the proxy for the nature of earnings management is
developedn the form of the Earnings Nature Score. The proxy for the extent of earnings
management follows, along with a discussion of the control variables. Finally, the

regression equations are outlined.
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5. The Data

5.1. Introduction

The purpose of this Chagatis twofold: 1) to present descriptive statistics of the data; and

2) to test the ENS model on a staaldne basigrior to using it in the hypothesis testing

The Chapter is organised as follows: Section 5.2 explains the data sources. Section 5.3
discusses the population and sample selection method. Section 5.4 explores the MBE
phenomenon and MBE premium in the data. Section 5.5 discusses the summary statistics
ofthefirstst age Modi fied Jones Model regriligssi ons.
to identify opportunistic and informative earnings management. The ENS is analysed on a
standalone basis prior to being used in the tests of the hypothesis because it is a new model
that has not been tested in prior literature. Lastly, Sectiocohdludes the Chapter by

summarising the main themes.

5.2. Data Sources

The data is obtained from t he Idsttutidna wi ng d:
Brokers' Estimate SystentBES) ; 2) Thomson Reuterds Dat asH
Poor6s ChmpSesduwrti;ti es and Exchange Commi ss
Gathering, Analysis, and Retrieval ( EDGAR)

Research on Security Prices (CRSP).

The actual and consensus estimates of the EPS and revenue are obtainedIB&& the
database. Obtaining both the actual and consensus estimates from the same database is
important in order to maintain consistency when determining if expectations are

exceededBhojraj et al. 2009)
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The Datastam and Computat databases provide the fundamental data: cash, current
assets, current liabilities, current maturities of lbegn debt, income taxes payable,
depreciation and amortization expense, total assets, revenue, accounts receivable,
property, pant, & equipment, return on assets, gross margin, operating cash flows, and

the marketo-book ratio of equity.

The fundamental data is compared against the actual informatiomfERIGAR in

order to ensure accuracy. For a random sample of firm olises/ethe financial
statemeninformationfrom the databases is compared to the actual financial statements
filed on Form 16Q. The same procedure performed for the earnings announcement
dates. Specifically, the earnings announcement dates obteonethie databases
(matched between Compasand IBES)s compard to the actual earnings

announcement date (filing date of ForaKBin EDGAR.

The CRSP database is used to obtain the cumulative abnormal retdeys gdays,
17-days, etc.), while the peentage of shares held by insiders and the percentage of

shares held by institutions are obtained from the IBES database.

5.3. Sample Selection
The starting point for theample selections t he Uni ted States, St
500. The S&P 500 hagbn published since 1957 and is a capitalizatterghted

price index of 500 largeap common stocks actively traded in the United States. The
stocks included in the S&P 500 are those of large publicly held companies that trade on
either of the two largegtmerican stock markets: the NYSE and the NASDAQ. The

S&P 500 is one of the most widely followed indexes of lazge American stocks and

is a bellwether for the American economy.
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5.3.1. Time Period Analysed
There are various factors that impact the tpaaod selected:

1. Global Credit Crisis: Theglobal credit crisis disconnected market valuations

from fundamental valuations. The global credit crisis began irR20@8.

2. Availability of First Call Forecasts onthe Web:Anal yst sé6 First Ca

appearedn the early 1990s and their first appearancéhernternet occurred
in 1994. These devel opments widened t
and increased their use as a benchmark for firm performance.

3. The Begi nni ng s@Gd meTheresdrdh arntheiearngngs game,

i

with respect to meeting or beating anal

mdl1990s as data on the analystsd expect

However, it is possible that the earnings game has been going on foed the
1990sResearch suggests that the average
negative in the mid990s (Brown 1997 and 2000).

4. Past, Related Literature: Table5 presents the time periods analyzed in prior

literature that investigate earnsignanagement in the MBE setting

Table 5 - Time Periods Analysed by Past Research

Study Time Period Years | Observations

Balsam, Bartov, and Marquar(®002) 1996 to 1998 3 1 613 firm quarters.

Bartov, Givoly, and Hayi(2002) 1983 to 1997 14 1 76,265 firm quarters.

Baber, Chen & Kag (2006) do not disclose the time period 1 10,248 firm quarters.

analysed

Koh, Matsumoto, and Rajgop@008) 1987 to 2006 20 1 75,911 firm quarters.

Bhojraj et al.(2009) 1998 to 2006 9 1 1,686 firm quarters that missed
by 1 cent and 2,893 firm
quarters that beat by 1 cent.

Based on these factors, the time period selected is the ten year period from 1998 to
2007. The time period begins in 1998 as it is safe to assume that the earnings game had

begun and First Call forecasts were widely available. The time period ends in the
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fourth quarter of 2007 in order to avoid observations during the global credit crisis.

This time period is comparable to the time period in Bhojraj é2@09)

Two significant events took pta during this time period:

1. Dot-Com Market Bubble: The DotCom bubble involved a period a vastly
rising prices, followed by a steep decline.

2. The Enron Scandal:Recent trends indicate that firms tend to just barely MBE
less often in the posinron scandatra and managers are relying less on
earnings management. In addition, it appears that the MBE premium changed
during the recent accounting scandals in the United States. The MBE premiums
to just barely MBE in the podinron scandal era has disappeavddle the
premium for MBE by larger margins decreagkdh, Matsumoto & Rajgopal

2008)

Subperiod analysis is conducted to test the sensitivity of the results to these significant

events.

5.3.2. Industry Classification and Exclusions

Financial institutions and financial service firms (SIC 66399) are excluded from
the population because their accounting is diffe(Bhbjraj et al. 2009; Ronen & Yaari
2008) The next step in the sample s#ilen is to determine each fisnndustry.
Industry classification is requirdd calculate discretionary accruals with the Modified

Jones Model. Industry grouping is based afigit GICS systerfr. Companies thaio

> The use of the GICS classification, as opposed to the SIC classificatitisglissed in section 4.342
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not form a sufficiently large industry matched sarhéee removed because it istno
possible to estimate the firstage Modified Jones Model regressioiigble6 outlines

the number of companies exdkd because they belongaemall industry.

Table 6 - Small Industries Excluded in the Sample

GICS Industry Grouping (4digit) Companies in Industry
Automobiles & Components 4
Diversified Financials 4
Food & Staples Retailing 9
Household & Personal Products 6
Real Estate 1
Telecommunication Services 9
Commercial & Professional Services 12
Consumer Services 14
Media 14
Transportation 10

Therefore, a total of 83 companies are eliminated from the population because they do
not form sufficiently large industry groupings Table7 summarises the companies

from the population included in the sample used as the basis for the empirical tests:

Table 7 - Sample size used for empirical tests

Companiesn the S&P 500 500
a) Less financial¢SIC 60006999) 90
410
b) Less compaiesin small industries 83
Sample of firms 327

Table8 outlines the industry groups for the 327 firms that are included in the sample.

® The sample size required for the crssstional Jones model is discussed in seai8r2.4
7 Although it is possible to use companies from the same industry, whom are not part of the S&P 500, to
estimate the crossectional regressions, the data was not available for these companies.

87



Table 8 - Large Industries Included in the Sample

Companies

GICS Industry Grouping (4digit) in Industry
Capital Goods 37
Consumer Durables & Apparel 17
Energy 38
Food, Beverage & Tobacco 22
Health Care Equipment & Services 22
Materials 32
Pharmaceuticals, Biotechnology & Life Sciences 23
Retailing 30
Semiconductors &emiconductor Equipment 18
Software & Services 31
Technology Hardware & Equipment 24
Utilities 33

327
Average number of firms per industry grouping 27

Table8 reveals that the average number of firms per industry grouping is 27. A total of
ten of the twelve industry groupings have at least twenty companies and six of the

twelve industry groups havat least thirty companies.

It is important to clarify the fact that the sample over the entire ten year period is based
on the 500 companies that were included in the S&P 500 at the end of 2007. The firms
were not required to survive over the full ggenperiod to be included in the sample.

For example, Akamai Technologies was includethensample beginning @1 2000

while Priceline.com was included the sample beginning Q1 1999. Accordingly,

the dataset is an unbalanced panel ddiiah heps to alleviate any concerns with

survivorship bias.

5.3.3. Final Sample of Firm -Quarter Observations for Hypotheses Testing
Table9 outlines the breakdown of the number of quarterly observations in the sample
of 327 firms. The total number of finquarter observations in the sampbe f

hypotheses testing is 3,096.
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Table 97 Number of observations in sample

Number of companies in sample 327

Number of quarters from Q4 19980 Q4 2007 37

Potential maximum number of observations (327 x 37 12,099

Number of observationshere the data is not available

in CRSP, IBES, and Compustat (4,263)

7,836

Number of firms that did not meet expectations (4,032)
3,245

Number of outliers (149)

Number of observations in sample 3,096

Consistent with prior studig8aber, B. M. et al. 2006; Bartov, GivoyHayn 2002;
Koh, Matsumoto & Rajgopal 2008he most extreme (top 0.50% and bottom 0.50%)

observations for the independent variables are removed from the sample.

Table10 presents the diribution of observations by year. There are a larger number of

observations in the recent years and fewer observations in the earlier years.

Table 107 Distribution of observations by year

2007 449
2006 488
2005 518
2004 499
2003 362
2002 251
2001 187
2000 168
1999 155
1998 19

Total 3,096

The low number of observations in 1998 is due to nature of the research requiring the
calculation of changes over time. Therefore, much of the 1998 data is used for this

purpose.

18 Although the time period beings in the first qua898, the first three quarters are not included in the
regression tests as they are used in order to calculate various variables, such as the discretionary accruals,
changes in gross margin, etc.
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5.4. Meeting, Beating and Missing Expectations
All three hypotheses focus on the market 0:
or beat their analystsoO expectations. T h e

statistics on the MBE phenomenon aMBE premium for the companies in the sample.

As discussed in Chapter 2, a proxy for the easxgpectation is required to determine
whet her a firmdés earnings meet or beat ex|
management and the market focus on three expectébeeorge, Patel &

Zeckhauser 1999)

(1) An expectation of positive earnings, or avoiding logBesgstahler & Dichev
1997)

(2) An expectationof eporti ng an increase from the
(DeGeorge, Patel & Zeckhaars1999; Graham, Harvey & Rajgopal 200&)d

B)An expectation of reporting eBartav,i ngs t |
Givoly & Hayn 2002; Bhojraj et al. 2009; Burgstahler & Eames 2006; Koh,

Matsumoto & Rgopal 2008)

The anal ystsd forecast is the most widely
because it is thought to include the most current information available regarding a
firmds earnings. Addi ti onaldcastBurgetantea ger s
& Eames2006; Richardson, Teoh & Wysocki 2004)For example, 73.5% of CFOs

agree or strongly agree that analystsé cor
benchmark for their company when they report a quarterly earnings n(@rabam,

Harvey & Rajgopal 205). Accordingly, this study uti/l
estimate as the proxy for the market s exj
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It is important to notéhat this section utilizes the full sample of firms that missed, met,
and beat expectations are analyZunlike the sample of only MBE firms used to test
the hypotheses). The full sample is utilized in this sectiamnder to investigate the

MBE phenomenon across the timeripd analyzed in this research

5.4.1. The MBE Phenomenon
Using the same critexiemployed by Koh, Matsumoto, and Rajgaj28l08) Tablel1

presentstt proportion of firms that meet or

Table 117 Distribution of earnings surprises

MISS 51.45%
MEET 6.65%
SMBEAT 5.73%
BIGBEAT 36.17%
MBE 48.55%

MISS: Firms that did not meer beat the consensus earnings expectations

MEET: Firms that reported earnings that matched the consensus earnings expectations

SMBEAT: Firms that reported earnings that exceeded the consensus earnings expectations by one
cent or less.

BIGBEAT: Firms thatreported earnings that exceeded the consensus earnings by more than one
cent.

Tablellreveals that firms reported earnings below their consensus earnings
expectation in approximately 51.4% of all quarters analyzed, while firms reported
earnings that met or beat the cormenarnings expectation in 486 of the quarterly

observations. More specifically, firms just met their earnings expectations in

approximately 6.7% of the quarters analyzed and reported earnings that exceeded their

earnings expectation in approximately 42%haf quarters analyzed.

These results are consistent with prior literature. For exgrapiegative earnings
surpriseis documented in 43.08% of their observations for the time period of 1983 to

1997(Bartov, Givoly & Hayn 2002)
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Rees and Sivaramakrishn@007)examined 3,577 distinct firms for a period of 1998

to 2001 and found that firms beat their earnings expectations in 74.6% of quarterly
observations. The proportion of firms that beateztations in the Rees and
Sivaramakrishna{007)study may be greater than the proportion observed in this

study because of the time periods utilized. The time period in Rees and
Sivaramakrienan(2007)is entirely in the prd&Enron scandal period. It has been well
documented that a larger proportion of firms beat earnings expectations during this time

period(Koh, Matsumoto & Rajgopal 2008)

It is also important to note that the sample utilized in this study is drawn entirely from

the S&P 500, whereas the Rees and Sivaramakrig@08i@)and Bartov, Givoly, and

Hayn (2002)studies focused on a much larger number of companies. BA®97)

documented that S&P 500 firms had less optimistic bias in their quarterly earnings
forecast and small er analystsd forecasti ng

earnings of S&P 500 firms are easier to forecast thase norS&P 500 firms.

Tablel1 provides a breakdown of the firms that beat their expectations into two
categories: 1) firms that beat expectatibpdl cent or less (SMBEAT); and 2) firms
that beat expectations by more than 1 cent (BIGBEAT). A total of 36.2% of quarterly

observations were BIGBEAT, while 5.8% of quarterly observations were SMBEAT.

Figurels hows the distribution of yearly earni
consensus forecast. The earnings surprise is defined as the difference, in cents,
between reported EPS and the IBE&sansus forecast EPS. The distribution does not

display any earnings surprises that are greater than or less than 50 cents.
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Figure 17 Differences between Reported Earnings and Analyst Consensus
Forecast (cents)
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This distributionis similar to the distribution presented by Bhojraj et(@009) and
consistent with the 0Kki(Bulgsiahler & Eamaes2606)e d
That is, the number of firms reporting a negative one cent earnings surpoiseris
than the number of firms meeting expectations and reporting a positive one cent

earnings surprise.

Table12 presents equally weighted averagecdipsive statistics for firms based on
their earnings surprises in a given fiscal qugiBérojraj et al. 2009) The earnings
surprise is defined as the difference, in cents, between reported EPS and the IBES

consensus forecast EPS.
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Table 127 Summary Statistics by Earnings per Share Relative to Consensus

Forecast
Earnings Gross Market Market Return n
Surprise Margin Total Assets Value to Book | onAssets
(cents) Statistic (%) ($000) ($000) (Equity) (%)
<-1 Mean 35.40 11,350,836 19,859,213 5.61 7.14 5 338
Median 33.53 5,182,655 8,593,880 3.09 7.02 '
-1 Mean 45.22 8,051,758 19,982,874 7.53 8.32 584
Median 44.27 3,265,396 6,772,128 3.99 7.67
0 Mean 45.27 8,134,132 20,911,271 6.25 8.16 749
Median 44.47 2,965,355 6,605,856 4.22 8.09
1 Mean 36.74 8,031,711 19,045,319 6.14 8.49 663
Median 42.97 2,974,145 7,096,330 4.12 8.59
>1 Mean 38.39 13,787,683| 22,023,722 5.97 7.96 4290
Median 37.23 6,798,300 9,597,095 3.11 7.54 '
All firms Mean 37.72 11,692,905 20,686,625 5.91 7.64 11.624
Median 36.32 5,251,438 8,665,826 3.22 7.41 '
-lversus1l | t-stat 0.98 0.03 0.41 1.40* -0.25
>1versus 1 | t-stat 0.48 6.61** 0.41 -0.06 -1.01

**significant at the 5 percent level
* significant at the 10 percent level

Tablel2reveals that there are not many significant differences in firm characteristics

across earningsurprise(e.g., meet, beat or miss earnings expectations). It is evident

that the larger forexst errors tend to lebservedarger firms.

5.4.2. Meeting or Beating Expectations in the Pre - and Post-Scandal Periods

Koh, Matsumoto, and Rajgop@008)document a decreasptbportion of firms that

meet or beat their earnings expectation by a cent in theupdepostEnron scandal

period. Tablel3 presents the proportion of quarterly observations of BIGBEAT and

SMBEAT, using the following scandal peridds

1 prescandal era of Q1 1998 to Q2, 2001, inclusive (PRE);

9 the scandal era of Q3 2001 to Q1 2003, inclusive (SCA); and
1 the post scandal era oRQ003 to Q4 2007, inclusive (POST).

¥ These are the prand post scandgleriods defined Ko, Matsumoto, and Rajgopgl008)
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Table 1371 Distribution of earnings surprises in the pre, post, and scandal eras

PrePost PrePost

PRE SCA POST Difference t-stat
SMBEAT 6.47% 5.40% 5.28% -1.18% 1.30*
BIGBEAT 31.20% 28.73% 42.57% 11.37% -4.61**

**significant at the 5 percent level

* significant at the 10 percent level

A decrease in the number of SMBEAT is evident with the sample data utilized in this
research. The proportion of SMBEAT decreased from 6.47% in the PRE period to
5.40% in the SCA period and 5.28% in the POST period. The decrease is significant at

the 10% ével, which is consistent with Koh, Matsumoto, and Rajg}208)

The data suggest that there was a decline during the SCA period. HoWwever, t
proportion of BIGBEATsNncreasedby 11.3®6 from the PRE to POST period. The
increase is significant at the 5% lev@lhe results suggest that the number of SMBEAT

has declined in the POST period; however, the number of BIGBEAT has increased.

Figure2 presents the percentage of BIGBEAT and SMBEAT over the calendar quarters
from Q1 1998 to Q4 2008. This is a reproduction of a similar chart originally prepared
by Koh, Matsumoto, ahRajgopal2008)

Figure 27 Percentage of big beats and small beats over time
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Figure2 reveals a pattern of consistent ups and downs, suggesting that some quarters

result in BIGBEAT and SMBEAT more often than others. In order to investigate the

cause of this patterfjgure3 presents the distribution of BIGBEAT and SMBEAT by

quarter.

Figure 31 Average percentage of big beats and small beats per qter
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There are a larger number of BIGBEAT and SMBEAT in the first and second quarters

than in the third and fourth quarters. The number of BIGBEAT and SMBEAT

increases in the second quarter from the first quarter, and then decrease consecutively

inthet hi rd and

pattern revealed iRigure 3.

fourth quarters.

T-dndtdso wgnuba r t e r

The lower number of BIGBEAT and SMBEAT in the fourth quarter relative to the

other quarters is consistent with past literature. It is mdfiewudi to manage accruals

in the fourth fiscal quarter due to increased auditor scrgBnywn, J. R. 2005; Koh,

Matsumoto & Rajgopal 2008; Matsumoto 20@2jh d

f

r moés

tendency

items in the fourth quartéFrancis, Hanna & Vincent 199@n addition, the fourth
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guarter earnings forecast tends tmorebe
optimistically biased in the fourth quarter than for other qua(Basu, Hwang & Jan
1999) Given these fourth quarter differences, additional sensitivity testing is

conducted

Figure4 presents the percentage of MISS, MEET, and BEAT observations over the

calendar quarters from Q1 1998 to Q4 2008.

Figure 471 Percentage of firm that meet, beat, and missed expectations over time
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Figure4 reveals that the number of firms that just meet expectahias decreased over
the sample period, while the number of firms beating expectations has increased. The
number of firms beating expectations increasing over time from the PRE to POST

periods is consistent with the findings in Koh, Matsumoto, and Raj§2pa8)

97

mo r ¢



5.4.3. The MBE Premium

Tablel14 presents the-tlay, 3days, 17days, and 3nonth CAR following the earnings
announcement for firms that mi ssed, met ,
results reveal an MBE premium, wh is consistent with prior literatu(8artov,

Givoly & Hayn 2002; Bhojraj et al. 2009; Koh, Matsumoto & Rajgopal 2008; Lopez &
Rees 2002)

Table 147 Cumulative Abnormal Returns for firm that met, beat, and missed
expectations

Cumulative Abnormal Return

Earnings Surprise (0,1) (0,3) (0,17) (0,63) n®
Beat 0.54% 0.70% 1.19% 2.42%| 4,234
Meet 0.42% 0.41% 1.80% 4.48%| 612
MBE (Meet or Beat) 0.52% 0.67% 1.27% 2.69%| 4,846
Miss 0.04% 0.04% 0.89% 1.93%| 5,013
MBE-Miss Diff. 0.49% 0.63% 0.37% 0.75%
MBE-Miss tstat 4.97* 5.25%* 1.89%* 2.04**

**significant at the Spercent level
* significant at the 10 percent level

Firms that met or beat their earnings expectations were rewarded with a premium of
0.49% at the earnings announcement date, and 0.63% in the three days surrounding the
earnings announcement. The MBE pi@m grows to 0.75% in the 3 month period

after the earnings announcement date. The MBE premiums for all four time periods are

significant at the 5% level.

The MBE premium over the three day window of 0.63% is lower that the MBE
premium of 0.7% documesd byLopezand Ree$2002)over a similar three day

window. In addition, the quarterly MBE premium of 0.75% is lower than the 3%

% Note that the number of observations varies from the fundamental datasimeliable12 due to
various missing observations from the CRSP database.
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premium documented by Bartov, Givoly, and H§2602) Both of these studies

utilized data over the period of 1983 to 1998, while the data utilized in this study is for
the period of 1998 to 2007. The difference in time periods is important because Koh,
Matsumoto, and Rajgop&008)documented that the MBE premium has diminished in

the postEnron scandal period, which began in the second quarter of 2003. Therefore,

the results presented Trable14 are consistent with the past literature.

Figure5 presents the S&P 500 over the time period analyzed in this researchi (1998

2007).

Figure 57 S&P 500 Index from 1998 to 2007
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Figure5 reveals that the S&P 500 had an increasing trend during the period analyzed as
it rose from 975.04 to 1,468.36 over the ten year period, or a daily average return of
0.02%. Given that all adhe firms in the sample were selected from the S&P 500, the
increasing trend in the S&P 500 indeglps to explairthe positive bias in the CARs

presented iTable1l4 above. A similar upward bias was also documented in past
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studies(Bhojraj et al. 2009; Rees & Sivaramakrishnan 20@V¥econd factor tha
helps explain the positive bias in the CARs is the fact that the sample includes only

firms that MBE. Share prices are expected to react positively to firms that MBE as

they have presented a positive earnings surprise.

Tablel5 presents the-tlay, 3day, 17day, and 3month CAR around the earnings

announcement date by earnings surprise percentage.

Table 157 Cumulative abnormal returns by magnitude of earnings surprise

Cumulative Abnormal Return
Earnings
Surprise Statistic (0,2) (0,3) (0,17) (0,63) n
<-10% Mean 0.11% 0.07% 0.93% 2.00% 3739
Median -0.05% -0.07% 0.24% 0.40% '
-10% Mean 0.05% 0.19% 0.88% 1.46% 1274
Median 0.03% -0.03% 0.39% 0.19% '
0 Mean 0.40% 0.41% 1.77% 4.42% 612
Median 0.07% 0.02% 1.11% 3.01%
10% Mean 0.35% 0.62% 0.78% 1.31% 1218
Median 0.09% 0.47% 0.43% 0.67% '
>10% Mean 0.52% 0.63% 1.28% 2.96% 3106
Median 0.17% 0.27% 0.66% 1.30% '
All firms Mean 0.27% 0.34% 1.06% 2.29% 9 859
Median 0.06% 0.13% 0.48% 0.79% '

The results iMable15 are consistent with the prior literatui@artov, Givoly & Hayn

2002)as it reveals that the MBE premium is a function of the size of the scaled forecast

error.
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5.5. The Modified Jones Model 7 First -stage Regression Summary
Statistics

Recall that the equation for the fistage Jones Model regression is as follows:

TACC:/ A= U (1 Acy) + B([GREV; - AR{] / Aca) + Us (PPE/ Arr) + Uy (ROA) + &

Table16 presents summary statistics for thelh, 3, U ajtaeffidients from the 36
industry firststage regressiond he 456 regressions arigern the 12 industry
classifications across 38 quarters (1998 Q3 to 2007 Q4).

Table 167 Descriptive Statistics of the Coefficients from the firststage Modified
Jones Model Regressions

1/ A (Y qRevA R ) PPE(( ROA ( 1)
Frequency (+) 251 | 55% 284 | 63% 86 | 19% 259 | 57%
(-) 205 45% 172 37% 370 81% 197 43%
456 | 100% 456 100% 456 100% 456 100%
Mean 0.23 0.106 -0.051 0.033
Standard Deviation| 2.%4 0.5 0.091 0.220
Minimum -17.26 -1.435 -0.678 -1.487
Maximum 11.91 2.467 0.222 1.696

The sign of the coefficient on3ghouldpeert vy,
negative(Ronen & Yaari 2008pecause depreciation expense is a negative adjustment

to the total accruals calculation. Therefaliscretionary accruals will have an inverse
relationship with propgy, plant and equipmeim the regressionAs expected, the

property, plant and equipment coefficient was negative in 81% of the regressions.

The expectation for the sign of the coeffrdiéor change in sales and accounts
r ecei yaslnlch less &vident. The consensus is that the coefficient should be
positive. The argument is that changes in accounts receivable and accounts payable are

related. Since the sales of a profitable fexceed its expenses, the net workoagital
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accruals will be positive if the credit policies of firms and its suppliers are similar
(Ronen & Yaari 2008) A total of 63% of the regressions had a positive coefficient for
changes in sales and receivables. This is similar to a sensitivity test conducted by
Ronen and YaafR008)which reveald that the coefficient for the change in sales and

receivables was positive in 61% of the regressions.

Controlling for the effect of the current
performancerelated predictable component of accry#isthari, Leone & Wasley
2005) The coefficient is expected to be positive, and is positive in 57% of the

regressions.

Figure6 presents the distribution of thé Ralues from the firsstage Modified Jones
Model regressions. This figure was prepared by grouping tvalRes from all of the

first-stage regressionsoim each industry grouping from 1998 to 2007.

Figure 61 Distribution of R ? values for the first-stage Modified Jones Model Regressions
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The distribution of Rvalues inFigure6 is similar to an analysis of’Ralues from the
first-stage regressions conducted by Ronen and Y2@0B)who found that 42.68% of
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their R values lie betweerD.1 and 0.1. The averagé\Rilue is 0.32, with a standard

deviation of0.21.

5.6. The Earnings Nature Score (ENS)

The ENS builds on prior literature by combining several individual components into a
new composite model. Accordingly, the ENS is tested on a standalone basis prior to
being used in the regression analysis. pimgose of the testing is to provide insight

into the model 6s ability to capture the

The ENS relies upon the four metrics: the change in gross margin, meeting revenue
expectations, insider ownership, and beating earnings&tjpas by one cent or less.

A firm can have a maximum ENS of four, which indicates opportunistic earnings
management. Conversely, a firm can have a minimum ENS of zero, suggesting

informative earnings management.

Tablel17 presents the distribution of firms by opportunistic (ENS = 3 or 4) and
informative (ENS = 0 or 1) earnings management. An ENS score of two is the mid
point. Most firms (47.2%) havinformative earnings management; whereas only

15.7% of firm observations have opportunistic earnings management.

Table 1771 Distribution of firms by High, Medium, and Low ENS Score

ENS Score Distribution
Opportunistic (34) 15.7%

(2) 37.2%
Informative (G1) 47.2%
100%

The ENS signals for opportunistic and infotiea earnings management a@mpared

to a firmés future performance in order
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between opportunistic and informative earnings management. Informative earnings
management is expected to be associated with superior future performance, while
opportunistic earnings management is expected to be associated with inferior future

performance

Future performance can be measured in terms of both fundamental accounting metrics
and equity valuations. Accordingly, the following measures of future performance are
utilized as they have been used in prior studies: 1) abnormal réBimojsaj et al.

2009; Kasznik 1999; Lee 2003ubramanyam 1996; Xie 2002) return on assets

(Bartov, Givoly & Hayn 2002; Bhojraj et al. 2009; Dagh, Seethamraju & Xu 2008)

3) marketto-book ratio(Bhojraj et al. 2009)and 4) operating cash floBhojraj et al.

2009; Dopuch, Seethamraju & Xu 2008; Subramanyam 1996)

The remainder of this section is organized as follows. Section 5.6.1 presents a
correlation analysis between the ENS components;ahmpositeENS, and abnormal
returns. Section 5.6.2 provides an analysis between future abnormal retueasiand
ENS component. Lastly, Section 5.6.3 provides an analysis of the EN®\&ardl

other measures dditure firm performance.

5.6.1. ENS Correlations
Table18 presents the Pearson and Spearman correlations of the ENS components, the

composite ENS, and the CAR-@hy and 3day).

The correlation analysis provides insights into the relationship betaermal
returns and the ENS and its composeiithe change in gross margin is shown to be

correlated with both the-day and aday CAR. Meeting or beating revenue
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expectations is correlated with thelady CAR, while the insider ownership variable is

correlated with the-8lay CAR.

Table 1871 Correlations between ENS Components, the ENS, and the CAR

Spearman Correlations

ENS
CAR(0,1) | CAR(0,3) GM | SBEAT OWN | MBE_REV Score

1 .763** -.034 .014 -.034 -.037* | -.054*

CAR(0,1) . .000 .064 433 .062 .044 .003

.838** 1 -.033 .017 -.038* -.011 -.042*

& CAR(0,3) .000 . .067 .361 .036 .534 .021
8 -.043* -.042* 1 .039* -.027 -.017 531*
g GM .019 .021 . .032 142 .349 .000
o) -.009 .006 .039* 1 -.062** 112** .369**
Lé SBEAT .637 .748 .032 . .001 .000 .000
8 -.030 -.036* -.027| -.062* 1 .030 .535**
8 OWN 101 .046 142 .001 . .096 .000
o -.036* -020|  -017| .112% 030 1| 542+
MBE_REV .049 .285 .349 .000 .096 . .000

ENS [__~-061* -.050** .528** .409** 527** .552%* 1

Score .001 .006 .000 .000 .000 .000

** significant at the 0.01 level (Railed).
* significant at the 0.05 level {&iled).

As expected e correlation analysis reveals that all of the individual components are

positively correlated (both Pearson and@pean) with the composite ENS.

Overall, the composite ENS is negatively correlated (Pearson and Spearman) with the
1-day and &day CAR. The negative correlation is expected because increasing the ENS
suggests opportunistic earnings management. Thedts msggest thavhile the

market reacts negatively tbe majority ofthe individual component#s reaction to

the combined components, in the form of the ENS, is more significant.

5.6.2. Analysis of each ENS Component
Table19is based on the analysis conducted by Bhojraj é2@09)and shows the-1

day and 3day CAR for each component of the ENS over the period of L2887 for
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firmdéds that missed, met, or beat anal yst s¢

for the composite ENS.

Gross Margin

Tablel19reveals that firms that beat earnings expectations with an increase in gross
margin in the current quarter (INCREASE firms) experienced an additiesay CAR

of 0.38% ower firms that beat earnings expectations with a decreasing gross margin in
the current quarter (DECREASE firms). The premium increases to 0.50%-dtigs.3
Both the 1day and 3day differential is significant at the 5% level, and suggests that
the marlet analyzes the information in the earnings announcement report pertaining to

the current quarter performance.
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Table 197 CAR for each component of the ENS

Panel A: I-day CAR

PanelB: 3-day CAR

Earnings Surprise Earnings Surprise
All t-stat All t-stat

Firms Miss Meet Beat Miss-Beat | Firms Miss Meet Beat Miss-Beat
Gross Margin INCREASE 0.56%| 0.35%| 0.84% 0.71% 2.13* | 0.68%| 0.34%| 0.88% 0.94% 2.94**
Gross Margin DECREASE 0.10%| -0.02%| -0.13% 0.33% 1.99** | 0.12%| -0.05%| -0.07% 0.44% 2.25%**
Total 0.35%| 0.15%| 0.42% 0.57% 0.42%| 0.13%| 0.47% 0.75%
Difference increaséecrease -0.47%| 0.37%| 0.97% 0.38% -0.55%| 0.39%| 0.95% 0.50%
t-stat increaselecrease -3.90** | -2.18* | -1.66** -2.19** -3.84** | -1.87* | -1.45** -2.39**
Revenues forecast BEAT 0.55%| 0.09%| 0.48% 0.72% 3.37** | 0.60%| 0.01%| 0.27% 0.84% 3.58**
Revenues forecast MISS 0.17%| 0.16%| 0.37% 0.15% -0.33| 0.24%| 0.16%| 0.67% 0.37% -0.84
Total 0.35%| 0.15%| 0.42% 0.64% 0.41%| 0.13%| 0.47% 0.74%
Difference beatniss 0.38%| -0.07%| 0.11% 0.57% 0.37%| -0.15%| -0.40% 0.47%
t-stat beatniss 3.23** 0.34 0.19 2.65* 2.54** 0.61 0.62 2.00**
Insider ownership LOW 0.41%)| 0.14%| 0.61% 0.74% -3.36** | 0.43%]| 0.02%| 0.79% 0.91% 4.05**
Insider ownership HIGH 0.28% | 0.16%| 0.23% 0.42% 1.72** | 0.38%| 0.24%| 0.14% 0.56% -1.60**
Total 0.35%| 0.15%| 0.42% 0.57% 0.41%| 0.13%| 0.47% 0.72%
Difference lowhigh 0.13%| -0.02%| 0.38% 0.32% 0.06%| -0.22%| 0.65% 0.35%
t-stat lowhigh -1.29* 0.08 -0.84| -1.97* 0.39 -1.06 0.99 1.75**
SMBEAT 0.33% 0.52%
BIGBEAT 0.61% 0.75%
Differencesmbeatbigbeat 0.28% 0.23%
t-stat smalbig 1.20* 0.81
ENSHIGH (3-4) 0.07%| 0.11%| -0.71% 0.11% 0.01| 0.09%| 0.10%| -0.62% 0.20% 0.26
ENS MED (2) 0.12%| 0.03%| 0.31% 0.25% 1.09| 0.28%| 0.12%| 0.52% 0.51% -0.12
ENS LOW (01) 0.62%| 0.33%| 0.72% 0.79% 2.5* | 0.64%| 0.16%| 0.65% 0.95% 3.74*
Difference HighLow 0.54%| 0.22%| 1.42% 0.68% 0.55%| 0.06%| 1.27% 0.76%
t-stat highlow -3.08** -0.94| -1.38*| -2.32% -2.64** -0.23 -1.11|  -2.21*

*significant at the 5 percent level
** significant at the 10 percent level
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Table20 presents the distribution of firms with increases and decreases in gross margin
that missed, met or beat earnings expectations. Overafo28. firms that beat
earnings expectations had an increase in gross margin, while 16.5% had a decrease in

gross margin.

Table 207 Distribution of firms by Gross Margin Changes

Gross Margin

Increase Decrease
Earnings Beat 26.3% 16.5%
Surprise Mget 3.8% 2.9%
Miss 23.1% 27.3%
Total 53.3% 46.7%

Beating Revenue Expectations

A second component included in the ENS is whether firms beat their revenue
expectations. Firms that beat revenue expectations earned an additiayaCAR of

0.38% over firms that missed revenue expectations. Firms that beat their earnings and
revenueexpectation experienced an additionalay CAR of 0.57% and-8ay CAR of

0.47% over firms that beat their earnings expectations but missed their revenue
expectation. All these differences are significant at the 5% level. These results are
consistent wit past studies that document a significant increase in the market premium
to meeting earnings forecasts when the revenue forecasts are a(Rease&

Sivaramakrishnan 2007)

Table21 presents the distribution of earnings and revenue surprises and indicates that

45. 6% of firm observations met or exceed t
33.8% of earmigs announcements met or exceeded both the earnings and revenue
expectations. Rees and Sivaramakrishi2@97)documented that 46.3% of fisrbeat

both revenue and earnings expectations fraamaple spanning 1998 to 2001.
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Table 217 Distribution of Firms by Revenue Surprise

Revenue Surpris

Beat Miss
Earnings Beat 31.5%| 11.3%
Surprise M_eet 3.3%| 3.5%
Miss 10.8%| 39.6%
Total 45.6%| 54.4%

Earningsexpectations were @ or exceeded but revenue expectations were missed for
14.8% of firm observations. Revenue expectations were exceeded with earnings
expectations being missed for 10.8% of observations. Therefore, a total of &5H69%
observations resulted in conflicting signals with respect to the performance of the firm.
Rees and Sivaramakrishn@007)found that 37.6% presented conflicting signals. The
conflicting signals indicates that these are distinct measures of performance and that
better than expected performance with respect to one does not necessarily imply better

than expected performance with respect to the ¢Regs & Sivaramakrishnan 2007)

Insider Ownership

Another variablencluded in the ENS is the degree of insider ownership, based on the
rationak that firms with a high level of insider ownership have more of an incentive to
use opportunistic earningsanagement to meet or beat earnings expectatiomes.

insider ownership has an average value of 13.11%, a median value of 8.06%, and a

standard deviation of 18.12%.

Table19reveals that firms with a low level of insider ownership experienced an
additional tday CAR of 0.32% compared to firms with a high level of insider

ownership. The differential is significant at the 5% level.
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Small Earnings Bda

Tablel19reveals that big beat firms had an additiordby CAR of 0.28% or-8lay
CAR of 0.22% over firms that beat earnings expectations by oréytl(or less). The
1-day difference is significant at the 10% level, but, the differential is not as large as

what has been documented in past literatBhojraj et al. 2009)

Composite ENS Measure

When combimg each component into the ENBBE firms with a high ENS (scores of

3 or 4) had a-Hay (3day) CAR that was 0.68% (0.78 less tharMBE firms with a

low ENS (score of 0 or 1). This difference is significant at the 5% level. ‘Oag {3

day) differental between the high and low ENS was 1.42% (1.27%) for firms that just

met their earnings expectations. These results are consistent with Hypothesis 1, as they
suggests that firms with opportunistic earnings management experience a lower
abnormal return a&he earnings announcement date than firms with informative

earnings managememdultivariate tests of kare presented in Chapter 6.

5.6.3. ENS and Firm Future Performance

Table22 mirrors the analysis conducted by Bhojraj e(2009)by displaying future
performance across ENS measures. Future firm perfornmnueasured as abnormal
returns (CAR), return on assets (ROA), maitikebook ratio (MTB), and operating

cash flows (OCFjleflated by sales

Panel A explores the cumulative abnormal returns from 1 day, 3 days, 17 days, 3
months, and 1 year after the mags announcement dat€able22 reveals that firms
classified as having informativegportunisti¢ earnings management had higher
(lower) abnormalketurnsfor four time periods (significant at the 5% level).
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Table 227 Future Operating Performance of Firms Based on ENS Score

Panel Ai Cumulative Abnormal Returns

CAR CAR CAR CAR CAR
(0,1) (0,3) (0,17) (0,63) (0,252)
3-4 (HIGH) 0.13% 0.12% 0.90% 1.51% 6.57%
2 (MED) 0.17% 0.35% 0.98% 1.93% 8.12%
0-1 (LOW) 0.60% 0.62% 1.24% 2.68% 9.94%
High-Low Diff 0.47% 0.50% 0.33% 1.17% 3.37%
t-stat -2.62** -2.37** -1.00 -1.87** -2.22**
Panel Bi Return on Assets
ROA ROA ROA pPROA
ROA t+1 t+2 t+3 t,t+3
3-4 (HIGH) 8.14 7.00 6.66 6.42 -1.80
2 (MED) 7.65 7.56 7.01 6.71 -0.98
0-1 (LOW) 7.34 7.61 7.43 7.39 0.01
High-Low Diff -0.80 0.61 0.77 0.97 1.81
t-stat 1.78** -0.93 -1.81** -2.65** -3.65**
Panel Ci Marketto-Book ValugAssets)
MB MB MB MB pMB
t t+1 t+2 t+3 t,t+3
3-4 (HIGH) 2.35 2.18 2.06 1.92 -0.44
2 (MED) 2.25 2.14 2.02 1.95 -0.30
0-1 (LOW) 2.38 2.30 2.19 2.06 -0.32
High-Low Diff 0.03 0.12 0.14 0.14 0.11
t-stat -0.30 -1.31* -1.67** -1.85** -1.36*
Panel Di Operating Cash Flows as a percentage of Total Assets
OCF OCF OCF OCF pOCF
t t+1 t+2 t+3 t,t+3
3-4 (HIGH) 4.37% 5.50% 3.94% 4.46% 0.21%
2 (MED) 4.20% 4.06% 3.92% 4.40% 0.27%
0-1 (LOW) 4.45% 4.36% 4.33% 3.65% -0.76%
High-Low Diff 0.08% -1.14% 0.39% -0.82% -0.97%
t-stat -0.16 1.55* -0.63 2.00** 1.49*

**significant at the 5 percent level
* significant at the 10 percent level
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Panel B presents the return on assets over the next three quarters. Firms with
opportunistic earnings management have an average ROA in the following quarter that
is 0.61% lower than firms with information earnings management. This difference in

ROA grows to 0.97% in the following two quarters.

Panel C presents the marketbook value of assets of over the next three quarters.
The results are similar to the ROA and CAR analysis as firms with opportunistic
earnings management had a lower mat&diook value than firms with informative

earnings management.

Panel D presents the operating cash flows, as a percentage of sales. Panel D reveals
inconsistent results in regards to operating cash flows as firms with opportunistic
earnings management have largee quarter forward cash flows than firms with
informative earnings management. However, this reverses two quarters ahead and then

reverses again three quarters forward.

Overall, these results suggest that the ENS is able to differentiate betweenmppor
and informative earnings management as firms with low ENS had superior future

performance in terms of CAR, ROA, and mart@book.

vBe8t8 #I 1Al OOETT 11 OEA %. 380 AAEI EOU O AAPDP
The ENS6és ability to capture the nature of
comparing theroxies forinformative (ENSof O or 1) and opportunistic (ENSf 3 and

4) earnings management against future performance. Future performance is measured

by both fuure fundamental accounting metrics and stock returns.
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The correlation analysis reveals that all of the individual components are positively
correlated (both Pearson and Spearman) with the composite ENS. This suggests that
the individual components ar eapturing a certain component of opportunistic
earnings management. lddition, the tday and 3day abnormais shown to béigher

for firms with alower ENS value (informative earnings management) than for firms

with a higher ENS valueopportunisticearnings management).

Overall, the results suggest that the ENS is able to differentiate between opportunistic
and informative earnings management. Firms with informative earnings management
(ENS of 0 and 1) had superior future performance in terms &, G0OA, and market
to-book. The ENS is negatively correlated with both thag and 3day CAR. The
negative correlation is expected because increasing the ENS suggests opportunistic

earnings management.

5.7. Conclusion of main themes

This Chaptepresents descriptive statistics of the data used to undertake this research. An
explanation of the data sources and sample selection method is presented. In addition, the
MBE phenomenon and MBE premium in the data is analyzed and compared to past studies.

An analysis of the MBE phenomenon and MBE premium is important because this
research specifically focuses on the market
setting. The results reveal that igsimi s stud
regards to both the MBE phenomenon and MBE premium. In addition, the descriptive

statistics reveals that stdetanalysis shoulthe conducted to control foine difference in

both quarterly beatd-igure3) and pre and postEnron scandal period$éble13).
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This Chapter also presents an @l of the Earnings Nature Score (ENS). The analysis

of the ENS was conducted because it is a new model that has not been formalized in past
literature. Therefie, it is important taest the model on a stasatbne basis prior to its use

in the regressin tests of the hypotheses. The results presented in this Chapter support

ENSGs ability to differentiate between oppor:
as firms with opportustic earnings management teiechave inferior future performance

as measured by future abnormal returns, return on assets, and-tododek ratios, than

firms with informative earnings management
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6. Analysis of Results

6.1. Introduction

This Chapter presents the results from the statistical tests undertakisv@search. The
Chapter is organised as follows: Section 6.2 presents regression analyses thatrtdst H
H,. Section 6.3 presents the regression analysis that tes&ddtion 6.4 presentise
following three sensitivity tests ofHand H: 1) the impact of fourth quarter observations;
2) the impact of the Enron scandal; and 3) the impact of the DotBCiunle. Section 6.5
concludes the Chapter by summarising the main themes.

6.2. Hypotheses 1 & 2 - The Abnormal Return at the Earnings Anno uncement
Date

The following section provides the results from the regression analysis thai test
H,. First, descriptive statistics are presented. Next, Pearson and Spearman caragéation

a discussed. Finally, the results from the regressiama&tsbns are presented.

6.2.1. Descriptive Statistics

Table23 presents descriptive statistics for the two dependent variabtis/(CAR and 3
day CAR), the independent variables (DACC, ENS, and ENSxDACC), and the control
variables (UE, TA, MTB, and ROA) used to modelathd H. The DACC, ENS and

ENSxDACC variables have fairly normal distributions.

The descriptive statistics for the two dependenialdes are similar, and indicate a mean
return that is positive. The positive mean return is consistent with the increasing trend in

the S&P 500 over the sample period, as reveal&dguares.
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Table 23 - Descriptive statistics for dependent and independent variables

Variable Min Max Mean | Standard | Median 1% 3¢ Skewness
Deviation Quartile | Quartile

CAR 1 -0.323 0.461 0.005 0.047 0.002 -0.012 0.020 0.895
CAR 3 -0.327 0.396 0.008 0.055 0.004 -0.016 0.028 0.869
DACC, -0.175 0.166 0.001 0.032 0.000 -0.014 0.015 -0.037
ENS 0.000 4.000 1.289 0.934 1.000 1.000 2.000 0.365
DACC, -0.512 0.377 0.000 0.052 0.000 -0.013 0.014 -0.718
?E ’E:sgged) 10.384 | 19.246 | 15.585 1.262 15576 | 14.703 | 16.538 | -0.116
'(I'/Ag(l(.l)gg)cgﬁg):]ed) 32 228,315 12,297 18,535 5,813 2,430 15,214 4.68

MTB 0.38 47.060 4,952 4490 3.700 2.518 5.600 4,162
ROA 0.01 33.900 9.776 5.665 8.415 4.750 12.350 0.763

CAR 1 = the Cumulative Abnormal Return (CAR) from the earnings announcement to one day
after the earnings announcement to the date of (0,1).
CAR 3 = the Cumulative Abnormal Return (CAR) from the earnings announcement to three

days after thearnings announcement to the date of (0,3).

DACC,, = crosssectional discretionary accrual proxy from the Performance Adjusted Modified
Jones Model, as a percentage of total assets, in the quarter prior to the earnings

announcement quarter, as a perceantago f
ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicates a
low ex ante expectation of opportunistic earnings management and 4 indicates a high

ex ante expectation of opportunistareings management.

tot al

DACC,XENS = the interaction effect between DACC and ENS
TA = the log of the Total Assets

MTB = the marketo-book ratio
ROA = the return on assets

asset s,

for fii

The three independent variables of interest are the DACC, the ENS, and the imteractio

betveen ENS and DACC. The DACChsth positive (income increasing) and negative

(income decreasing), with a mean value of 0.001% of total assets and a standard deviation

of 3.2% of total assets. The DACC has a skewness @387, which indicates a f&y

normal distribution.

The ENS model consists of fodichotomousrariables, and ranges from 0 to 4. This

reveals that there are firm observations where aflwetricssuggest®itheropportunistic

(ENS of 4)or informative (ENS of 0) earnings management. The mean ENS is 1.29,
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suggesting that most of the firm observations have a low ENS (i.e. informative earnings
management). Furthermore, the standard deviation of 0.93 indicates that approximately
65% of the fim observations haven&NS score between 0 and 2. The skewness value of
0.365 indicatefew extreme observations, whichéxpected given that the ENS is range

bound between 0 and 4.

The control wvariabl es are t ike(fothlagsasy, ast s ul
growth prospects (mark#éd-book ratio), and performance (return on assets). The

descriptive statistics reveallsstantiadispersiorfor all variables because it is logged.

TheMTB and ROA all have minimum values of zero, which makese variables
more prone to skewness. The MTB ratio cannot be negative for firms that are operating

as a going concern.

The skewness values for tNEI'B variables ishigh. Therefore, an additional
robustness test of;tand H is conducted after the skeess is reduced by winsorising

both variables at the #%ercentile.

6.2.2. Correlations

Table24 reports the Pearson and Spearman correlatioficieets between all
combinations of dependent and independent variafllesre ae significant correlations
between the dependent variadded the control variables. Both theldy CAR and 3day
CARis negatively correlated with the natural log of tatssets (TA) and the market

book ratio.

There also exist a number of significant correlations between the various independent

variables. There is a significantly positive correlation, 0.823, between DACC and the
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interaction termENSXDACC. Multicolinearityis often thought to ba problemwith the
individual variables and the interaction term. However, Jaccard and TR8@3)suggest
that a concern for multicollinearity is misguided as collinearity between the individual
variables and the interaction variakenot problematic, unlike high colkarity between

individual variables which can lead to serious complications.

The correlation matrix reveals that the DACC and UE are positively correlated (only
Pearson) This suggests that firms wigthigher level of discretionary accruals tend to have
larger earnings surprises, while firms with informative earnings management tend to have

larger earnings surprises.
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Table 247 Pearson and Spearman correlations for-Hay CAR & 3-day CAR and independent and control variables

Spearman Correlation

CAR 1 | CAR 3 | DACC | ENS E(’/Eﬁg TAIn | MTB ROA
Correlation 1.000 | 0.769* | 0018 | -0.020 | 0.014 | -0.081* | 0.052** | 0.012
CAR_L Sig. (2tailed) 0.000 | 0.309 | 0.265 0.439 0.000 | 0.004 | 0.503
Correlation 0.842~ | 1.000 | -0.002 | -0.008 | -0.018 | -0.080** | 0.051* | 0.018
CAR_3 Sig. (2tailed) 0.000 . 0.895 | 0672 | 0320 | 0000 | 0005 | 0321
Correlation 0.000 | -0.003 | 1.000 | -0.016 | 0.873* | -0.046* | 0.022 | 0.051*
< DACC Sig. (> tailed) 0.979 | 0.888 : 0.359 0.000 0.011 | 0.212 | 0.004
g Correlation -0.030 | -0.015 | -0.018 | 1.000 | 0.005 |-0.147** | 0.088* | 0.043*
s B Sig- (2tailed) | 6096 | 0416 | 0.305 . 0.780 | 0000 | 0.000 | 0017
2 DACC x Slcgor(r;::zg) -0.024 | -0.025 | 0.823* | -0.021 | 1.000 | -0.036* | 0.030 | 0.051*
g ENS 0.188 | 0.169 | 0.000 | 0.249 : 0.047 | 0092 | 0.004
Correlation -0.097* | -0.101 | -0.047** | -0.147** | -0.028 | 1.000 | -0.238* | -0.117*
AN Sig. (2tailed) 0.000 | 0.000 | 0.008 | 0.000 0.118 : 0.000 | 0.000
Correlation 0.052* | 0.044** | 0.009 | 0.103* | -0.007 |-0.238** | 1.000 | 0.369**
MTB Sig. (2tailed) 0.004 | 0.015 | 0.616 | 0.000 0.691 0.000 : 0.000
oA Correlation 0000 | 0013 | 0.053 | 0.040 | 0.047* |-0.117* | 0.301* | 1.000

Sig. (2tailed) 0.983 | 0463 | 0.003 | 0.024 | 0.009 0.000 | 0.000

* significant at the 0.05 level {tailed)
** gignificant at the 0.01 level (Railed)

119



CAR 1 = the Cumulative Abnormal Return (CAR) from the earnings announcement to one day after the earnings announcement to the
date of (0,1).

CAR 3 = theCumulative Abnormal Return (CAR) from the earnings announcement to three days after the earnings announcement to the
date of (0,3).

DACC,; = crosssectional discretionary accrual proxy from the Performance Adjusted Modified Jones Model in the quatteth@io
earnings announcement quarter.

ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicates a low ex ante expectationistfapportu
earnings management and 4 indicates a high ex ante expectation of opportunistis eaanagement.

DACCXENS = the interaction effect between DACC and ENS

TA = the log of the Total Assets

MTB = the marketo-book ratio

ROA = the return on assets
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6.2.3. Regression Analysis
This section discusses the results obtainaah regressing thabnormal returns dhe earnings
announcement date on the independent and control variables. The first regression is based on

the Xday abnormal return and tsecondegression is based on th&l&y abnormal return.

It is well known hat the inferential OLS model assusimmoscedasticity in the errofBerry

1993) However, heteroscedasticity is a common problem in-@estsonal data analysis
becauset is often an unrealistic assumption or clearly violated based on the data available
(Hayes 2003; Long & Ervin 1999)if the errors are heteroscedastiee OLS estimator

remains unbiased, but becomes inefficient. More importantly, estimates of the standard errors
are inconsistent. The estimated standard errors can be either too large or too small, in either

case resulting in incorrect inferend®erry 1993; Keith 2005; Long & Ervin 1999)

When the form and magnitude of heteroscedasticity are known, using weightsett farr
heteroscedasticity is very simple. However, using weights is impractical when the presence of
heteroscedasticity is of an unknown fofbong & Ervin 1999) In this situation, tests based

on a heteroscedasticity consistent covariance matrix (HCCM) are optimal. The use of HCCM
avoids the adverse effects of heteroscedasticity on hypothesis testing even when nothing is

knownabout the form of the heteroscedasti¢facKinnon & White 1985; White 1980)

White (1980)presents the asymptotically jugd form of the HCCM, referred to as HCO.
Later, MacKinnon and WhitE1985)raised concerns about the use of HCO in small samples,
and presented three alternative estimators known as HC1, HC2, and HC3. While these

estimators are asyptotically equivalent to HCO, they are expected to have superior properties
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in finite samples.The regression resulgsesent the HCO of the HCCM as the

heteroskedasticityobust standard errdrs

Multicollinearity is commonly thought to be an issuehwiégressions that involve interactions
(Jaccard & Turrisi 2003) A review of the correlation matrix revealome association between
the individual variable and the interaction variables. In order to formally test the
multicollinearity assumptionlable25 presents the variance inflation fact¢v8F) for each

independent variables.

Table 2571 Variance Inflation Factors for Hypothesis 1 and Hypothesis 2

Hypothesis 1 Hypothesis 2
CAR (0, 1) CAR (0, 3) CAR (0, 1) CAR (0, 3)
DACC, - - 3.119 3.119
ENS 1.057 1.057 1.058 1.058
DACC ., xENS - - 3.107 3.107
TA 1.081 1.081 1.083 1.083
MTB 1.158 1.158 1.159 1.159
ROA 1.109 1.109 1.113 1.113

Minimum possible value = 1.0
Values >10.0 may indicate a collinearity problem

The VIF provides an index that measures the degree to which sampling variance, of an
estimated regression coefficient, is increased because of consequences of collinearity among
the regressorgFox & Monette 1992; Marquardt 19707 able25 reveals that the

multicollinearity assumption is satisfied as none of the VIF values are greater than 10.0.

Table26 andTable27 present the results frothe OLS regression estimation.

% Note that HC1, HC2, and HC3 weaiso calculatedbut not presented, as they led to very little change in
the heteroskedasticipbuststandard errors. This is as expected given the large data set used in the
regression.
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Table 267 Hypothesis 1 and Hypothesis 2 regression estimation with theday CAR

CAR_SQ = 0 ‘g 1mACC(t.1)in + zﬁfNSQ + 3UMCC@_1)LQXENS,Q + ﬂb‘\in + 5MTBLQ + GFKJALQ"' e

Hypothesis 1

Hypothesis #?

Variable Presciiécr;[ed Coefficient t-stat HCO t-stat | Coefficient t-stat HCO t-stat
Intercept ? 0.0640 5.651%* 4.578%* 0.0638 5.632%** 4.569%*
DACC, ? - - - 0.0734 1.606 1.747*
ENS - -0.0023 -2.622*** -2.529** -0.0024 -2.642%** -2.561**
DACC.; X - ] - -

ENS -0.0616 -2.154** -2.182**
TA - -0.0035 -5.212%** -4.373*** -0.0035 -5.193*** -4.364***
MTB ? 0.0004 2.088** 1.590 0.0004 2.031** 1.548
ROA ? -0.0001 -1.126 -0.8818 -0.0001 -1.078 -0.8481
n 3,096 3,096

R 1.28% 1.43%

F 6.43 7.51

Sign. F 0.00 0.00

*** significant at the 0.01 level (2ailed).
** gignificant at the 0.05 level (2ailed).
* significant at the 0.10 level {tiled).

CAR 1 = the Cumulative Abnormal Return (CAR) from the earnings announcement to one day after
the earnings announcentdo the date of (0,1).
DACC, = crosssectional discretionary accrual proxy from the Performance Adjusted Modified
Jones Model in the quarter prior to the earnings announcement quarter.
ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicates a low ex
ante expectation of opportunistic earnings management and 4 indicates a high ex ante

expectation of opportunistic earnings management.

DACC1XENS = the ingraction effect between DACC and ENS

TA = the log of the Total Assets

MTB = the marketo-book ratio
ROA = the return on assets

22 Note that the results from the regressions conducted with the winsorised values MTB are consistent with

these results.
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Table 277 Hypothesis 1 and Hypothesis 2 regression estimation with theday CAR

CAR_SQ: og 1|IACC(1_1)LQ+ ZE:NS,Q+ 3UMCC([_1)LQXENS,Q+ ﬂb‘\in + 5MTBLQ+ GFIOALQ+e

Hypothesis 1 Hypothesis #*

Variable Presciiécr;[ed Coefficient t-stat HCO t-stat | Coefficient t-stat HCO t-stat
Intercept 2 0.0771 | 5.790% 4578 0.0770 5.778%% 4.663*
DACC, 2 - - - 0.0796 1.481 1.464
ENS - -0.0018 | -1.752* -2.529* -0.0018 -1.775* -1.699
DACC; X - ]

ENS - - -0.0709 -2.105* -1.847

TA - -0.0043 | -5.402* | -4.373* -0.0043 | -5.391%* | -4.472%*
MTB ? 0.0003 1.277 1.590 0.0002 1.219 0.9201
ROA ? -0.0004 -0.2492 -0.8818 -0.0001 -0.1957 -0.1491
N 3,096 3,096

3 1.16% 1.21%

F 9.08 6.82

Sign. F 0.00 0.00

*** gignificant at the 0.01 level (Railed).
** gignificant at the 0.05 level ¢Bailed).
* significantat the 0.10 level (Railed).

CAR 3 = the Cumulative Abnormal Return (CAR) from the earnings announcement to three days
after the earnings announcement to the date of (0,3).

DACC,, = crosssectional discretionary accrual proxy from the Performance fatjudodified
Jones Model in the quarter prior to the earnings announcement quarter.

ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicates a low ex
ante expectation of opportunistic earnings management and 4 indicé&gbsex Ante
expectation of opportunistic earnings management.

DACC,XENS = the interaction effect between DACC and ENS

TA = the log of the Total Assets

MTB = the marketo-book ratio

ROA = the return on assets

% Note that the results from the regressiomsdicted with the winsorised values of UE and MTB are
consistent with these results.
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The F Statistic in both theday CAR and-day CAR regressions is statically significant
at the 1% level, providing strong evidence that the coefficients of the independent variables

arenot equal to zero.

The R values for the Hay CARregressionsre 128% and 1.4%, while the R values for
the 3day CARregressionsre 1.16% and 21%. Although these Ralues appear to be
low when compared to general wisd@ieith 2005) these results are consistent with
many past studies that investigate fundamental accounting data with capital enaiket
prices. For example, a review of the OLS regressions that use equity prices as the
dependent variables in Koh, Matsumoto, and Rajg348)reveals a range of’Ralues
between 0.046% and 0.828%. A reviewBalsam, Bartov & Marquard2002)reveals
similar R values for regressions with equity prices as dependent variables.? TaregBs

from -0.14% to 1.60%.

Generdly, autocorrelation is not a major issue with crgsstional data. The Durb

Watson statistic is calculated to formally test for autocorrelation. The statistic ranges from
0 to 4, with a midpoint of 2. Generally, statistics below 1 or above 3 sumgest
autocorrelation issue, while a value of 2 generally suggests autocorrelation is not a
problem. The DurbhWatson statistics in all four regressigsgatistic not presented

near 2.0, suggesting that autocorrelation is not an issue with the models.

In regards to Hypothesis he results imrable26 andTable27 indicatethat theENS is
negatively related to thebnormal returf-0.002 and-0.0018). That is, theabnormal return

decreaseasthe earings management is moves from informative to opportunistic
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In regards to Hypothesis Zable26 andTable27 reveal that the coefficre for the ENS is
negative {0.0021 and-0.0018) while the coefficient for DACC is positiv® (0734 and

0.0796). If the interaction term was not present in the regression, these coefficients would
suggest thahe abnormal returwould increase as disgtionary accruals increageote that

this relationship is not statistically significaniptuitively, this would suggest that the market
believes that all discretionary accruals are informative. The negative ENS coefficient would
suggest thathe abnorral returnwould decrease as the expectation that discretionary accruals
are opportunistic increases. However, the coefficients of the individual ENS and DACC
variables cannot be interpreted in this direct manner because of the interaction effect variable

(Jaccard & Turrisi 2003)

The presence of the interaction term requires a slightly different approach to interpreting the
intuition of the coefficients. Botfiable26 andTable27 revealthat there is a significant
negative correlation-(.06L6 and-0.0709) between the interaction of ENS and DACC with
theabnormal returnTheefore, the coefficients of the individual variables must be interpreted

by considering the interaction effects.

An analysis of the three variables of interest can help with the interpretation of the coefficients.
Holding all other independent (contrefdriables constant, the following equation represents

the output of the regression with theldy CAR as the dependent variable froable 26:

CAR (0,2 = U+ (PensXxENS) + pacc X DACC) + BensxoaccX [ENS x DACC))

CAR (0,1) = 0.088+ (-0.0024 x ENS) + 0.0734x DACC) + (0.06L6 x ENS x DACQ
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Based on this equatiomable28 presents theredicted abnormal retubrased on a

combination okach of the five possible ENS, 1, 2, 3, and 4) and five hypothetical measures
for DACC (-20%, -10%, 0%, 10%, and20% of to@al assets It is important to note that the

CAR values inTable28 arecalculated to highlight the relationship between the nature (ENS)
and extent (DACC) of earnings management on the abnormal return. It does not include the
impact of the control variables. Therefore, the abnormal returns are not intended to represent

theabnormal returns that the entire model wauiedict

Table 281 CAR for different combinations of ENS and DACC levels

Informative Opportunistic
ENS=0 ENS=1 ENS =2 ENS =3 ENS =4
DACC =-20% 4.91% 5.90% 6.90% 7.89% 8.88%
DACC =-10% 5.65% 6.02% 6.40% 6.77% 7.15%
DACC = 0% 6.38% 6.14% 5.90% 5.66% 5.42%
DACC = 10% 7.11% 6.26% 5.40% 4.55% 3.69%
DACC = 20% 7.85% 6.38% 4.90% 3.43% 1.96%

The results reveal that when the nature of earnings management is infoxiahts/ef O and

1), discretionary accruals have a positive relationship with the abnormal return (CAR). The
relationship between the extent of earnings management (DACC) and the abnormal return
(CAR) becomes negatiasthe nature of earnings managemestomesopportunistic (ENS

of 2, 3, and 4).

It is also evident fronTable28 that the relationship between the abnormal return (CAR) and

the extent okarnings management (DACC) becomes increasingly negative asnaivies

suggest opportunistic earnings management. Intuitively, this seems to suggest that

di scretionary accruals are discounted mor e

nature othe earnings management is opportunistic increases.
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Figure7 graphs the slope of the extent of earnings management (DACC) on the abnormal

return (CAR) when earnings management is most likely opportunistic (ENSaof 4)

informative (ENSof 0). It is a graphical representation of the interaction effect between the

extent (DACC)

(CAR).
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Figure7 corroborate§ able26 andTable27 by revealing a negative relationship between the

ngs

abnormal return and the extentapfportunisticearnings management. addition,Figure7

man e

also graphically presents the positive relationship between the abnormal returns and the extent

of informativeearnings management.

Another way to interpret the interaction effect between the extent (DACC) and nature

(ENS) of earningmanagement on the abnormal return is to analyze a constant level of

earnings management (DACC) across different ENS. For exalgliks28 reveals that
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when discretionary accruals are 20% of total assets (i.e., a high percentage/large extent),
the predictedabnormal return is 8826 when the earnings management is informative

(ENS of 0) versus 1.44% when the earnings management is opportunistic (ENS of 4).
Intuitively, these results suggest that discretionary accruals have a positive (negative)
relationship withthe abnormal returaf firms that MBE when the earnings management is

informative (opportunistic).

Figure7 alsoreveals that the market penalizes firms more for thetispportunistic

earnings management than it rewards firms for the use of informative earnings
management. That is, the negative slope between the abnormal return and the extent of
discretionary accruals is steeper for opportunistic earnings managéaehe positive

slope forinformative earnings management

6.2.4. Robustness Check 1z Analysis of Average Returns

An analysis of the raw returns is conductefuttherinvestigate the results obtained for

the regressionsTable 29resents the aveaga returns over the-day (Panel A) and-8ay

(Panel B) window. The returns are presented by the nature (ENS) and the extent (DACC)
of earnings management. The extent of earnings management is presented for cases of
high (greater than 3 percent of totalksets) and low (less than 3 percent of total assets)

discretionary accruals.
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Table 297 The Abnormal Return by ENS and Discretionary Accruals

Panel A1 CAR (0, 1)

Discretionary Accruals as % of Total Assets

>3% <-3% Difference t-stat
ENS 34 -1.11% 1.10% -2.21% -1.78*
2 0.00% 0.21% -0.21% -0.32
0-1 0.75% 0.47% 0.28% 0.64
Difference| -1.86% 0.64%
t-stat -1.86** 0.73

Panel Bi CAR (0, 3)

Discretionary Accruals as % of Total Assets

>3% <-3% Difference t-stat
ENS 34 -0.83% 1.70% -2.53% -1.79**
2 0.37% 0.30% 0.07% 0.08
0-1 0.85% 0.68% 0.16% 0.31
Difference| -1.68% 1.01%
t-stat -1.52* 0.98

** significant at the 0.05 level (Railed).

* significant at the 0.10 level {&iled).
The analysis of the raw returns provides further support for the results obtained in the
regression analysis. The abnormal return can be viewed by holding the nature of earnings
management constant and changing the extent of earnings manageahknf9
corroborates the conclusion that the extent of discretionary accruals has a negative
(positive) relationship with the extent of opportunistic (informative) earnings management.
For example, the averageday (3day) abnormal return for firms that MBE wighlarge
extent of opportunistic earnings managemerit.i$1% €0.83%), whereas the average 1
day (3day) abnormal return is 1.10% (1.70%) for firms that MBE with small extent of

opportunistic earnings management.

The average-tlay (3day) abnormal returfor firms that MBE with a large extent of

informative earnings management is 0.75% (0.85%), whereas the avatag¢3day)
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abnormal return is 0.47% (0.68%) for firms that MBE with small extent of informative
earnings management. Although the abnormiairn is larger (smaller) for firms with a

larger (smaller) extent of informative earnings management, unlike opportunistic earnings
management, the differential is not statistically significant. Taken together, these results
corroborate the conclusionatthe market reacts more significantly to the extent of

opportunistic earnings management than informative earnings management.

In addition, the abnormal return can be viewed by holding the extent constant and
changing the nature of earnings managemehe results corroborate the positive
(negative) relationship between the abnormal return and the extent of informative
(opportunistic) earnings management. For example, the avexdme(Bday) abnormal
return for firms that MBE with a large extent gfmortunistic earnings managemert is
1.11% €0.83%), whereas the averagédy (3day) abnormal return is 0.75% (0.85%) for

firms that MBE with informative earnings management.
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6.2.5. Robustness Check 2z Analysis with Current Quarter Discretionary Accruals

As discussedhite | it erature offers conflicting resu
pricing of discretionary accruals. For examfdaper, Chen & Kan§2006) suggest that

the market can disentangle the impacts of discretionary accruals at the earnings

announcement date. However, the vast majority of the literature suggests that the market
cannot disentangle the impacts of earnings management until sometime after the earning

announcemer(Balsam, Bartov & Marquardt 2002; DeFond & Park 2001; Gavious 2007)

This research postulatesh at t he mar ket 6s reaction at the
function of the nature and ex ante expectation of the extent of earnings management. The

ex ante expectation of the extent of earnings management is defined as@s pr i or
guarter discretionary accrual¥able26, Table27 andTable 29suggest that the abnormal

return at the earnings announcement date is a function of the ex ante expectation of the

extent of earnings management.

An additional sensitivity test is conducted to determine if the markes tghien the
current quartero6s discretionar yThedestessr ual s at
conducted by estimating the Equation with the current quarter discretionary accruals as

opposed to the prior quarter discretionary accruals:

Equation 91 Hypothesis 2 Regression with current quarter discretionary accruals

CAR_So= o¥ 1MACCuo)o+ BENSq+ 3MACCu)ioXENSo+ 4TAig
+ 5MTBi,Q+ 6FEDAi,Q+e

Table 30presentghe results of the Hypothesis 2 regression with current quarter
discretionary accruals.
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Table 307 Regression results during the earnings announcement date with current
guarter discretionary accruals

CAR_Sq= o¥ {MACCyq+ HNSq+ sMACCu)XENSo+ sTA g + sMTBio+ sROAte

CAR (0, 1) CAR (0, 3)
Variable PreSciiécr;[ed Coefficient t-stat Coefficient t-stat
Intercept ? 0.0657 | 5747 0.0803 | 5986*
DACC, 2 0.0229 0.575 0.0642 1.377
ENS - 0.0025 | -2.783* -0.0021 -1.929
DACCx ENS - -0.0102 -0.420 -0.0255 -0.893
TA - -0.0037 | -5.312** “0.0046 | -5.592**
MTB 2 0.0004 1.970~ 0.0002 1.015
ROA ? -0.0001 “1.015 0.0000 0.174
n 3,065 3,065
R 1.36% 1.31%
F 7.00 6.74
Sign. F 0.00 0.00

*** Significant at the 0.01 level (ailed).
** Significant at the 0.05 level ¢Railed).
* Significant at the 0.10 level {(tailed).

CAR 3 =the Cumulative Abnormal Return (CAR) from the earnings announcement to three days
after the earningannouncement to the date of (0,3).

DACCt = crosssectional discretionary accrual proxy from the Performance Adjusted Modified
Jones Model in the quarter of the earnings announcement quarter.

ENS = the Earnings Nature Score (ENS) Score that ranges ftomh, @vhereby 0 indicates a low ex
ante expectation of opportunistic earnings management and 4 indicates a high ex ante
expectation of opportunistic earnings management.

DACC toxENS = the interaction effect between DACC and ENS

TA = the log of the Total Asets

MTB = the marketo-book ratio

ROA = the return on assets
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The results reveal that there is no statistically significant relationship between the
interaction of thenature and extent of the current quarter earnings management around the

earnings anouncement date with either thelay or 3day CAR.

This robustness test supports the conclusi o
discretionary accruals as an ex ante expectation of the extent of earnings management at

the earnings announcentetate. The results are consistent with the past literature that

suggests that the market cannot disentangle the impacts of earnings management at the
earnings announcement déBalsam, Bartov & Marquardt 2002; DeFond & Park 2001;

Gavious 2007)
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6.3. Hypothesis 3 z The Abnormal return during the Financial Statement
Analysis Period

6.3.1. Descriptive Statistics

Table31 provides the descriptive statistics for the two dependent varighlAR 2,17) and
(CAR 4,17)) the independent variables (DACC_SURP, ENS, and ENSxD/ASCTRB, and
the additionalcontrol variable (INST_OWN) used model Hypothesis 3The UE, ENS, TA,
MTB, and ROA variables used to test Hypothesis 3 are the same measuresHjsedlin

H, as presented ihable23 (and are therefore not reproduced).

The descriptive statistics for both dependent variables are similar, and reveal a positive mean
return in the financial statement analysis period. Intamdithe skewness values suggest a

reasonably normal distribution.

Table 31 - Descriptive statistics for dependent and independent variables

Variable Min. Max. Mean | Standard | Median 1% 3 Skewness
Deviation Quartile | Quartile

CAR(2, 17) 0538 | 0923 | 0006 | 0.071 0004 | -0029 | 0035 1.289

CAR(4,17) | 9412 | 0744 | 0004 | 0064 | 0003 | -0026 | 0031 | 0934
DACC_SURP | 9335 | 0224 | -0002| 0058 | 0000 | -0.029 | 0028 | -0.868
DACCSURP | 0635 | 0599 | -0003| 0089 | 0000 | -0029 | 0026 | -0.633
INST_OWN

0.000 | 141.100 | 72.484 18.367 73.320 64.650 84.100 -1.106

CAR (2, 17) = the Cumulative Abnormal Return (CAR) from one day after the earnings
announcement to seventeen days after the earnings announcement to the date (2, 17).

CAR (4, 17) = theCumulative Abnormal Return (CAR) from three days after the earnings
announcement to seventeen days after the earnings announcement to the date (4, 17).

DACC_SURP = the difference between the cremstional discretionary accrual proxy from the
Performanceéddjusted Modified Jones Model in the current quarter and quarter prior to the
earnings announcement quarter.

DACC_SURPXENS = the interaction effect between DACC_SURP and ENS

INST_OWN = the percentage of common shares held by institutional investors
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The tree independent variables of interest are the DACC_SURP, the ENS, and the interaction
between ENS and DACC_SURP. The DAGURP is both positive (more DACC than
expected) and negative (dE3ACC than expected), with a mean value@b02% of total

asses$ and a standard deviation of 8.9% of total assets. The DACC_SURP has a skewness of
0.63, which indicates a fairly normal distribution. The skewness suggests that there are some
observations where the ex post assessment of the extent of earnings nesmdgement

guarter discretionary accruals) are much lower than the ex ante expectation of earnings

management (prior quarter discretionary accruals).

6.3.2. Correlation s

Table32reports the Pearson and Spearman correlation coefficients between all combinations
of dependent and independent variables. Tisemenegative correlatidmetween the nature of
earnings management and the abnormal returrfgiios that MBE in the financial statement
analysis period. Negative correlations are expected as a higher ENS indicates opportunistic

earnings management, while a lower ENS indicates informative earnings management.

The DACC_SURP haanegative correlégon with the abnormal returns for firms that MBE in

the finartial statement analysis perioéHowever, interpreting the relationship between
DACC_SURP and the abnormal returns for firms that MBE in isolation is difficult because the
nature of the discraihary accruals is not considered. If the DACC_SURP are informative, a
positive relationship with the abnormal returns would be expected; whereas if the
DACC_SUPR are opportunistic, a negative relationship with the abnormal returns would be

expected.
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Table 3271 Correlations for CAR (2, 17) & CAR (4, 17) and independent and control variables

Pearson Correlation

Spearman Correlation

(CZ::A]_F;) (iﬁF;) DA_SURP ENS DA;(TESNUSR P TA In MTB ROA Ig\?v-ll—\l_

CAR (2,17) Correlation 1.000 | 0.883** -0.014 -0.022 -0.018 -0.028 0.023 -0.007 0.011
Sig. (2tailed) . 0.000 0.425 0.227 0.322 0.115 0.208 0.699 0.532

CAR (4,17) Correlation 0.908** 1.000 -0.023 -0.040** -0.025 -0.020 0.015 -0.013 -0.001
Sig. (2tailed) 0.000 . 0.197 0.028 0.170 0.262 0.407 0.457 0.954

Correlation -0.033 | -0.045** 1.000 -0.018 0.867 -0.027 -0.018 -0.007 0.005

DACC_SURP - -

- Sig. (2tailed) 0.070 0.013 . 0.327 0.000 0.136 0.312 0.707 0.802

ENS Correlation -0.029 | -0.041* -0.011 1.000 -0.044* | -0.146** 0.087** 0.041** | 0.047*
Sig. (2tailed) 0.106 0.024 0.555 . 0.015 0.000 0.000 0.022 0.009

Correlation | -0.051** | -0.060** | 0.807** -0.050** 1.000 -0.021 -0.016 -0.008 -0.003

DACC_SURPXENS— -

Sig. (2tailed) 0.005 0.001 0.000 0.006 . 0.255 0.383 0.654 0.863
TA In Correlation | -0.067** | -0.057** -0.034 -0.147* -0.034 1.000 -0.280** | -0.111* | -0.165**
- Sig. (2tailed) 0.000 0.002 0.058 0.000 0.059 . 0.000 0.000 0.000

MTB Correlation 0.024 0.030 -0.012 0.099** -0.018 -0.239** 1.000 0.367** 0.012
Sig. (2tailed) 0.188 0.099 0.516 0.000 0.330 0.000 . 0.000 0.505

ROA Correlation 0.005 -0.005 0.003 0.039** -0.011 -0.117** 0.297** 1.000 0.015
Sig. (2tailed) 0.791 0.795 0.854 0.032 0.560 0.000 0.000 . 0.420

INST OWN Correlation 0.018 0.012 0.013 0.031 0.021 -0.092** -0.013 -0.007 1.000

- Sig. (2tailed) 0.325 0.514 0.465 0.084 0.252 0.000 0.477 0.689

* significant at the 0.05 level {tailed)
** gignificant at the 0.01 level (Railed)
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CAR (2, 17) = the Cumulative AbnormBkturn (CAR) from one day after the earnings announcement to seventeen days after the
earnings announcement to the date (2, 17).

CAR (4, 17) = the Cumulative Abnormal Return (CAR) from three days after the earnings announcement to seventeen days after th
earnings announcement to the date (4, 17).

DACC_SURP = the difference between the cresstional discretionary accrual proxy from the Performance Adjusted Modified Jones
Model in the current quarter and quarter prior to the earnings announcement quarter.

ENS= the Opportunistic versus Informative Model (OVIM) Score that ranges from 0 to 4, whereby 0 indicates an ex post agéessment
opportunistic earnings management and 4 indicates an ex post assessment of informative earnings management.

DACC_SURP¥ENS-= the interaction effect between DACC_SURP and OVIM

TA = the log of the Total Assets

MTB = the marketo-book ratio

ROA = the return on assets

INST_OWN = the percentage of common shares held by institutional investors
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Therearesignificant correlations between the dependent variables and the control variables.
Both CAR (2, 17) and CAR (4, 17) asignificantly negatively correlated wittotal assets.

There also exist a number of significant correlations between the indepeadeahtes. There

is a significantly positive correlation, 0.807, between DACC_SURP and the interaction term
ENSxXDACC_SURP. This correlation may indicate a potential problem with multicollinearity.
Although high levels of collinearity between interacti@riables and the individual variables

is generally not problemat{@acard & Turrisi 2003)theVIF test is calculated to formal test

for multicollinearity.

6.3.3. Regression Analysis
This section presents the results from regressing the dependent CAR variables during the

financial statement analysis period on the irgefent and control variables.

The VIF is calculagd for each variable test for multicollinearity. Table33 reveals that the

multicollinearity asumption is satisfied as none of the VIF values are greater than 10.0.

Table 3371 Variance Inflation Factors for Hypothesis 3

Hypothesis 3
CAR (0, 1) CAR (0, 3)
DACC SURP 2.879 2.879
ENS 1.062 1.062
DACC_SURKENS 2.885 2.885
TA 1.094 1.094
MTB 1.158 1.158
ROA 1.107 1.107

Minimum possible value = 1.0
Values > 10.0 may indicate a collinearity problem

Table34 presents the regression results for Hypothesid3discussed fard; and H, the

regressiongresent the HCO of the HCCM as the heteroskedastiiityst standard errors.
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Table 347 Hypothesis 3 regression results during the financial statement analysis

period

CAR_Lig= o¥ iACCgurpiqt HNSq+ 3sMACCsurpiXENSq+ 4TAq + sMTBig

+ GFH)ALQ'F 7|NST_OWN’Q+9

CAR (2, 17) CAR (4, 17)

Variable Preg?écr:ed Coefficient t-stat HCO t-stat | Coefficient t-stat HCO t-stat
Intercept ? 0.0694 | 3.735%* | 2.914% | 0.0565 | 3.378%% | 2.654***
DACC_SURP ? 0.0319 0.857 0.791 0.0154 0.460 0.412
ENS - -0.0034 -2.443** -2.319** -0.0038 -3.044*** -2.877**
DACC_SURP x -

ENS -0.0614 -2.509** -1.960* -0.0549 -2.493** -1.960**
TA - -0.0040 -3.805*** | -2.988*** -0.0032 -3.338*** -2.660***
MTB ? 0.0002 0.626 0.419 0.0004 1.272 0.840
ROA ? -0.0001 -0.333 -0.246 -0.0002 -0.955 -0.727
INST_OWN + 0.0001 0.769 0.789 0.0000 0.514 0.522
n 3,065 3,065

R 0.9%6% 1.07%

F 4.24 3.20

Sign. F 0.00 0.00

*** Signific ant at the 0.01 level ** Significant at the 0.05 level * Significant at the 0.10 level

CAR (2, 17) = the Cumulative AbnormBeturn (CAR) from two days after the earnings announcement to

seventeen days after the earnings announcement to the date (2, 17).

CAR (4, 17) = the Cumulative Abnormal Return (CAR) from four days after the earnings announcement to
seventeen days after tharnings announcement to the date (4, 17).

DACC_SURP = the difference between the cresstional discretionary accrual proxy from the Performance
Adjusted Modified Jones Model in the current quarter and quarter prior to the earnings announcement
quarter.

ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicates a low ex ante
expectation of opportunistic earnings management and 4 indicates a high ex ante expectation of
opportunistic earnings management.

DACC_SURPXENS = thenteraction effect between DACC_SURP and ENS

TA = the log of the Total Assets

MTB = the marketo-book ratio

ROA = the return on assets

INST_OWN = the percentage of common shares held by institutional investors
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The F Statistic in both the CAR (2,17) a@4R (4,17) regressions is statically significant
at the 1% level. This provides evidence that the independent variable coefficients are not

equal to zero.

The R values for the CAR (2,17) and CAR (4,17) models are 0.98% and 1.07%,
respectively. Althouglthese Rvalues appear to be low, these results are consistent with
many past studies that investigate fundamental accounting data with capital market equity

prices(Balsam, Bartov & Marquardt 2002;0K, Matsumoto & Rajgopal 2008)

TheDurbin-Watson statisti¢not presented in the tablis)calculated to formally test for
autocorrelation. The Durbiwatson statisticénot presentedh both regressions is near

2.0, suggesting that autocorrelatismot an issue with the models.

Table34reveals a statistically significant interaction between the nature of earnings
management (ENS) and the gost assessment of the extent of earnings management
(DACC_SURP). The interaction relationship is statistically significant for both the CAR (2,
17) and CAR (4, 17)The coefficients of the ENS andetENSXDACC_SURP interacticare

both negative, as expied.

These results support the existence of a belief revision process during the financial statement
analysis period for the extent of earnings management. Intuitively, the results suggest that
firms with a larger (smaller) extent of opportunistic @gs management experience a
negative (positive) abnormal return during the financial statement analysis period. In

addition, firms that have a larger (smaller) extent of informative earnings management
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experience a positive (negative) abnormal returinduhe financial statement analysis

period.

An analysis of the three variables of interest can help with the interpretation of the coefficients.
Holding all other independent (control) variables constant, the following equation represents

the outpubf the regression with theAR (2, 17)as the dependent variable frdrable34:

CAR (2,17) =U+ (BensxENS) + Ppacc_surpX DACC_SURP) +Bensyoace sureX [ENS X

DACC_SURP])

CAR (2,17) = 0.894+ (-0.003 x ENS) + (0.032 DACC_SURP) +0.0614x ENS x DACC_SURP

Based on this equatiomable35 presats thepredictedCAR based on a combination of each

of the five possible ENS, 1, 2, 3, and 4) and five hypothetical measures for DACC_SURP (
20%, -10%, 0%, 1%, and20% of total assejs It is important to note that the CAR values in
Table35 are calculated to highlight the relationship between the nature (ENS) and extent of
additional earnings management (DACC_SURP) on the abnormal return. It does not include
the impact of the control variables. Therefore, the abnormal returns are ndethten

represent the abnormal returns that the entire model vpoettct

Table 357 CAR for different combinations of ENS and DACC_SURP levels

Informative Opportunistic
ENS=0 | ENS=1| ENS=2 | ENS=3 ENS =4

DACC_SURP = 20% 6.30% 7.19% 8.08% 8.97% 9.85%

DACC_SURP =10% 6.62% 6.90% 7.17% 7.44% 7.72%

DACC_SURP = 0% 6.94% 6.60% 6.26% 5.92% 5.58%
DACC_SURP = 10% 7.26% 6.31% 5.35% 4.40% 3.44%
DACC_SURP = 20% 7.58% 6.01% 4.44% 2.87% 1.31%
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The results reveal that when thature of earnings management is informative (ENS of 0 and
1), the additional discretionary accruals have a positive relationship with the abnormal return
(CAR). The relationship between the additional discretionary accruals (DACC_SURP) and
the abnormateturn becomes negative when the nature of earnings management is

opportunistic (ENS of 2, 3, and 4).

It is also evident fronTable35 that the reléonship (slope) between the abnormal return

(CAR) and the additional discretionary accruals (DACC_SURP) becomes increasingly

negative as moreENS metricssuggest opportunistic earnings management (ENS increases).
Intuitively, this seems to suggest thia¢ tadditional discretionary accruals are discounted more

and more as the as the marketds expectation t

opportunistic increase$his is consistent with the results at the earnings announcement date.

Figure8 graphs the slope of the additional discretionary accruals (DACC_SURP) on the
abnormal return (CAR) when earnings management is most likely opportunistic (ENS of 4)
and informative (ENS of 0). It is a graphical representation of the interaction effeetiet

the additional discretionary accruals (DACC_SURP) and the nature of earnings management

(ENS) on a firmdés abnor mal return (CAR).
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Figure 81 Slope ofAdditional Discretionary Accruals on CAR for Opportunistic and
Informativ e Earnings Management
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Figure8 corroborateable34 andTable35 by revealing a negative relationship between the
abnormal return antthe additional opportunistic earnings management. IrtiaddFigure8
also graphically presents the positive relationship between the abnormal returns and the

additionalinformativeeanings management

Another way to interpret the interaction effect between the additional discretionary
accruals (DACC_SURP) and nature (ENS) of easimgnagement on the abnormal

return is to analyze a constant level of additional discretionary accruals across different
ENS. For examplelable35reveals thatf additional discretionary accruadése10% of

total assetsthepredictedabnormal return is 7.40% when ther@ngs management is
informative (ENS of 0) versus 3.50% when the earnings management is opportunistic

(ENS of 4).
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Figure8 reveals that the markebwstinues to penalize firms more for the use of

opportunistic earnings management than it rewards firms for the use of informative
earnings management during the financial statement analysis period. That is, the negative
slope between the abnormal retund @he additional discretionary accruals is steeper for
opportunistic earnings management than the positive slope for informative earnings
managementThis relationship is more sevedaringthe financial statement analysis

period than at the eangs anouncement date.
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6.3.4. Robustness Check 1z Analysis with Prior Quarter Discretionary Accruals

Thi s research postulates that the marketos
period is a function of the nature and ex post assessment of the extent of earnings
management. The ex post assessment of the extent of earnings managemeatiasiafin

firmds current quarter discretionary accrua

Table34 suggests that the abnormal return during the financial statement analysis period is a
function of the ex post assessment of the extent of earnings management algté26 and
Table27 suggest that the abnormal return at the earnings announcement datecisoa f

of the ex ante expectation of the extent of earnings management.

An additional test is conducted to determine if the market also relies upon the prior
guarterbés accruals during the financial st a
condiwcted by estimating the #€quation with the prior quarter discretionary accruals as

opposed to the current quarter discretionary accruals, as follows:

Equation 107 Hypothesis 3 Regression with prior quarter discretionary accrua

CAR_Lig= oWt 1BACCuiq+ BNSo+ 3MACCuioXENSo+ 4T

+ 5|\DTBLQ+ GFK)ALQ'F 7|NST_OWN,Q+E

Table36 presents the results from the Hypothesis@ession with prior quarter

discretionary accruals.
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Table 367 Regression results during the financial statement angsis period with
prior quarter discretionary accruals

CAR_Li Q = 0 {:J 1|]ACC(t_1)iQ + ZENS,Q + 3|]ACC(t_1)|’QXENS’Q + [I[ALQ + 5MTBLQ + GROAi,Q+ e

CAR (2, 17) CAR (4, 17)

Variable PreSciiécr;[ed Coefficient t-stat Coefficient t-stat
Intercept ? 0.0672 | 3.615% 00542 | 3.239%*
DACC, ? -0.0149 -0.286 -0.0135 -0.287
ENS - -0.0032 | -2.270% -0.0036 | -2.868%*
DACC.x ENS - 0.0259 0.754 0.0284 0.915
TA - -0.0039 | -3.682%* -0.0031 | -3.194%*
MTB ? 0.0002 0.719 0.0004 1.389
ROA ? -0.0001 -0.342 -0.0002 -0.980
INST_OWN ? 0.0001 0.739 0.0000 0.488
n 3,065 3,065
R 0.66% 0.69%
F 2.89 3.04
Sign. F 0.00 0.00

*** Significant at the 0.01 level (ailed).
** Significant at the 0.05 level ¢Railed).
* Significant at the 0.10vel (2tailed).

CAR (2, 17) = the Cumulative Abnormal Return (CAR) from two days after the earnings announcement to
seventeen days after the earnings announcement to the date (2, 17).

CAR (4, 17) = the Cumulative Abnormal Return (CAR) from four daer aiie earnings announcement to
seventeen days after the earnings announcement to the date (4, 17).

DACC, = crosssectional discretionary accrual proxy from the Performance Adjusted Modified
Jones Model in the quarter prior to the earnings announcement quarter.

ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicates a low ex
ante expectation of opportunistic earnings management and 4 indicates a high ex ante
expectation of opportunistic earnings management.

DACC 1XENS = the interaction effect between DAG@nd ENS

TA = the log of the Total Assets

MTB = the marketo-bookratio

ROA = the return on assets

INST_OWN = the percentage of common shares held by institutional investors
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Table36 reveals that the interaction effect is not statistically significant during the financial
statement analysis period with the prior quarter discretionary accruals. This result provides
suppat for the belief revision process postulated by Hypothesis 3. The market returns are a
function of the current quarter discretionary accruals in the financial statement analysis period
and a function of the prior quarter discretionary accruals duringairengs announcement

date. Taken together, these results provide further support for a belief revision process
occurring between the earnings announcement date to the financial statement analysis period
as equity valuations change from being a functibtihe prior quarter discretionary accruals to

the current quarter discretionary accruals.
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6.4. Additional Analysis

6.4.1. The Impact of Fourth Quarter Observations

Various differences have been documented in the fourth quarter, as opposed $b the fir
three quarters. The following are some differences that have been documented in the
fourth quarter:

1. The constraints on earnings managenagatdifferent in the fourth quartéoh,
Matsumoto & Rajgopal 2008; Matsumoto 2002; Pincus & Rajgopal 2008as
been argued thalé cost of earnings management is higher in the fourth quarter
than in interim quarters because annual statements are g, L. D. &
Pinello 2007)

2. The analystsd forecasts are optimistical
to the firstthreequarterdBasu, Hwang & Jan 1999)

3. Reported earnings differ systematically in the fourth quarter thenearnings in
first threequartes (Brown, L. D. 1998; Gu, Z. & Wu 2003)

4. The market reacts differently to fourth quarter earnings than earlier quarter earnings
(Collins, Hopwood & McKeown 1984; Mendenhall & Nichols 1988)

In addition,Figure3 reveals that fewer firms meet or beat expectations in the fourth

guarter. An additional robustness check is conducted as a result of the above noted
differences with fourth quarter observations. The regression equations to test Hypothesis 2
and Hypothesis 3 are estimated on two subsets of the data: 1) fourth quarter observations,
and 2) observatiorfsom the first three quartersThe results of regressiotesting

Hypothesis 2 are presentedTiable37, while the results from the Hypothesis 3 regressions

are presented ihable38.
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Table 371 Hypothesis 2 Regressionn subsets ofi" Quarter versusall other
Quarters observations

CAR_SQ = 0 {:J lIIACC(t-l)i,Q + ZENS,Q + 3|]ACC(t_1)i’QXENSQ + [I[ALQ + 5mTBi'Q + GROAi,Q+ e

18, 29 & 3 Quarters 4" Quarter
CAR (0, 1) CAR (0, 3) CAR (0, 1) CAR (0, 3)
Variable Prg(?lgcr:ed b t-stat b t-stat b t-stat b t-stat
2
Intercept ; 0.0542 | 4.505%* | 0.0713 | 4.989%* | 0.1104 | 3.331** | 0.1063 | 2.991%
2
DACCw ; 0.0812 | 1.716* | 01094 | 1.910* | 00410 | 0298 | -0.0659 | -0.447
ENS ; -0.0031 | -3.256%* | -0.0030 | -2.636** | 0.0004 | 0.171 | 0.0030 | 1.102
DACC., -
X ENS
-0.0784 | -2.644% | -0.1053 | -2.931%* | 0.0233 | 0272 | 0.1018 | 1.110
A ; -0.0030 | -4.172%* | -0.0040 | -4.628*+* | -0.0064 | -3.188** | -0.0061 | -2.859%*
MTB 2
0.0004 | 2.059* | 0.0003 | 1.151 | 0.0003 | 0582 | 0.0003 | 0.478
?
ROA ; -0.0001| -0450 | 0.0001| 0700 | -0.0006| -1.430 | -0.0007 | -1.625
N 2516 2516 578 578
R 159%% 1.61% 2.3% 2.55%
F 677 684 2.30 250
Sign. F 0.00 0.00 0.06 0.02

*** significant at the 0.01 level (Railed).
** significant at the 0.05 level (ailed).
* significant at the 0.10 level {tiled).

CAR 1 =the Cumulative Abnormal Return (CAR) from #@@nings announcement to one day after the
earnings announcement to the date of (0,1).

CAR 3 =the Cumulative Abnormal Return (CAR) from the earnings announcement to three days after the
earnings announcement to the date of (0,3).

DACC, ; = crosssectional discretionary accrual proxy from the Performance Adjusted Modified Jones Model
in the quarter prior to the earnings announcement quarter.

ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicatesamtew ex
expectation of opportunistic earnings management and 4 indicates a high ex ante expectation of
opportunistic earnings management.

DACC ., xENS = the interaction effect between DACC and ENS

TA = the log of the Total Assets

MTB = the marketo-book rato

ROA = the return on assets
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Table 381 Hypothesis 3Regression on subsets of 4Quarter versus all other
Quarters observations

CAR_Lig= o¥bDACCsyrpio+ HNSo+ sMACCsurp,XENSq+ sTA g + sMTBio+ sROAq
+ 7IBST_OWNg+e

1% 29 & 3" Quarters 4" Quarter
CAR (2, 17) CAR (4, 17) CAR (2,17) CAR (4, 17)

Variable PreSciiécr:ed b t-stat b t-stat b t-stat b t-stat
Intercept ? 0.0695 | 3.506™* | 0.0534 | 2.9517* | 0.0702 | 1.384 | 0.0733 | 1.674*
DACCsure ? 0.0283 | 0.730 | 0.0191 | 0540 | 0.0684 | 0.594 | 0.0077 | 0.078
ENS ) -0.0042 | -2.800** | -0.0042 | -3.061*** | -0.0007 | -0.185 | -0.0030 | -0.933
DACCsyrpX -

ENS -0.0634 | -2.461** | -0.0611 | -2.601** | -0.0634 | -0.899 | -0.0328 | -0.538
A ] -0.0041 | -3.625** | -0.0030 | -2.907** | -0.0037 | -1.272 | -0.0041| -1.611
MTB ? 0.0003 | 0.882 | 0.0005 | 1.582 | -0.0002| -0.243 | -0.0002 | -0.223
ROA ? 0.0001 | 0.267 | -0.0001| -0.570 | -0.0007 | -1.200 | -0.0006 | -1.083
ISNT_OWN i 0.0000 | 0.627 | 0.0000 | 0.212 | 0.0001 | 0.400 | 0.0001 | 0.634
n 2,487 2,487 578 578
R 1.25% 1.28% 0.65% 0.80%
F 4.49 458 0.52 0.66
Sign. F 0.00 0.00 0.87 0.77

*** Significant at the 0.01 level (2ailed).
** Significant at the 0.05 level ¢failed).
* Significant at the 0.10 level {filed).

CAR (2, 17) = the CumulativAbnormal Return (CAR) from one day after the earnings announcement to
seventeen days after the earnings announcement to the date (2, 17).

CAR (4, 17) = the Cumulative Abnormal Return (CAR) from three days after the earnings announcement to
seventeen daydtar the earnings announcement to the date (4, 17).

DACC_SURP = the difference between the cresstional discretionary accrual proxy from the Performance
Adjusted Modified Jones Model in the current quarter and quarter prior to the earnings announcement
quarter.

ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicates a low ex ante
expectation of opportunistic earnings management and 4 indicates a high ex ante expectation of
opportunistic earnings management.

DACC_SURPXEMN = the interaction effect between DACC_SURP and ENS

TA = the log of the Total Assets

MTB = the marketo-book ratio

ROA = the return on assets

INST_OWN = the percentage of common shares held by institutional investors
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Table 37 ad Table38reveal the relationship between the abnormal return and the nature
and extent of earnings management does not hold during the fourth quarter at earnings
announcement datdn addition, the élief revision process is not documented with fourth
guarter observations durinige financial statement analysis period. This sensitivity test is
consistent with the issues documented during the fourth quarter regarding discretionary

accruals, earning®fecasts, anthe market reaction to earnings.

The regressions based the first three quarter observations result in highly significant (1
percent level) coefficients for the nature of earnings management and the interaction
between the nature and extehearnings management. This relationship is evident in both
at the earnings announcement ddit@b{e37) and the financial statement analysis period
(Table38). Therefore, the results for the entire sample are driven by the observations from

the first three quarters.

Although the tables are not pesded, additional sensitivity analysis was conducted by
estimating the H2 and H3 regression equations individually on the first, second and third
guarter observations. As expected, the results reveal that the interaction between the
nature of earnings magement (ENS) and the extent of earnings management
(discretionary accrual$3 significant in the first, second and third quarters in isolation with
the tday CAR. The results are significant in the first and third quarters with-dag 3

CAR.
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6.4.2. The Impact of the Pre - and Post-Enron Scandal Periods

As discussed in Chapter 5, the Enron Scandal is a significant event that took place during
the time period covered by the dataset used in this research. Significant changes occurred
in the financial eporting landscape after the Enron scafidah, Matsumoto & Rajgopal

2008) such as the passage of the Sarb&hdey Act and the establishment of the Public
Company Accounting Oversight BoaffdCAOB). Therefore, superiod analysis is

conducted to determine the sensitivity of the research results to this significant event.

The regression equation for Hypothesis 2 and Hypothesis 3 are run on thestssobthe
data. The subsets relatetihe pre and postEnron scandal periods, and are classified in
the same manner as Koh, Matsumoto and Rajg@paB)and Cohen, Dey, and Lyz

(2005)

1 prescandal era of Q1 1998 to Q2, 2001, iscle (PRE);
1 the scandal era of Q3 2001 to Q1 2003, inclusive (SCA); and

1 the post scandal era of Q2 2003 to Q4 2007, inclusive (POST).

The subperiod regression results for the Hypothesis 2 are presenteti@39. Table40

presents the suberiod regression results for the Hypothesis 3.
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Table 397 Hypothesis 2 Regression coefficients on Rszandal, Scandal, and PosScandal subperiods
CAR_SQ: OB 1|]ACC(t.1)in+ zﬁNS’Q"' 3MCCQ.1);,QXENS,Q+ ﬂ[Ai,Q + 5MTBLQ+ 6RDA4"Q+9

Pre-Scandal Period Scandal Period PostScandal Period
CAR (0,1) CAR (0,3) CAR (0,1) CAR (0,3) CAR (0,1) CAR (0,3)
Variable Pres‘?;:ed b t-stat b t-stat b t-stat b t-stat b t-stat b t-stat
Intercept ? 0.1105 | 2.553* | 0.1291 | 2.530* | 0.0040 | 0.092 | -0.0120 | -0.218 | 0.0667 | 5.484** | 0.0810 | 5.782%*
DACC 1 ? 0.0681 0.371 0.1756 0.811 0.1929 | 1.090 | 0.0175 | 0.078 | 0.0535 1.126 0.0815 1.490
ENS - -0.0036 | -0.919 | -0.0051 | -1.100 0.0012 | 0.323 | 0.0038 | 0.786 | -0.0029 | -3.095%* | -0.0025 | -2.378*
DACC 1 xENS - -0.1701 | -1.698* | -0.2289 | -1.837* | -0.0936 | -0.970 | 0.0563 | 0.460 | -0.0358 | -1.144 -0.0786 | -2.178*
TA - -0.0066 | -2.377** | -0.0079 | -2.394* | 0.0001 | 0.019 | 0.0015 | 0.418 | -0.0038 | -5.146** | -0.0046 | -5.463**
MTB ? 0.0004 0.914 0.0001 0.189 0.0014 | 1.816* | 0.0007 | 0.709 | 0.0002 0.893 0.0003 0.822
ROA ? -0.0004 | -0.854 | 0.0002 0.368 -0.0008 | -1.509 | -0.0004 | -0.669 | 0.0000 0.188 0.0000 0.002
n 274 274 301 301 2,522 2,522
R 4.85% 4.33% 201% 0.9%% 152% 1.64%
F 2.27 2.01 1.00 0.46 6.46 7.00
Sign. F 0.06 0.10 0.48 0.82 0.00 0.00

** Significant at the 0.01 level (Railed) ** Significant at the 0.05 level (Pailed)  * Significant at the 0.10 level {tailed).

CAR 1 = the Cumulative Abnormal Return from the earnings announcement to one day &&enithgs announcement date of (0,1).

CAR 3 = the Cumulative Abnormal Return from the earnings announcement to three days after the earnings announcen®nt date (0,

DACC,., = crosssectional discretionary accrual proxy from the Performance Adjusted Modified Jones Model in the quarter prior to theeaatingsment quarter.

ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicatesamtevexpectation of opportunistic earnings management and 4 indicates a high ex ante
expectation of opportunistic earnings management.

DACC ..xENS = the interaction effect between DACC and ENS

TA = the log of the Total Assets

MTB = the marketo-book rato

ROA = the return on assets
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Table 407 Hypothesis 3 Regression coefficients on Rszandal, Scandal, and PosScandal subperiods

CAR _ Li 0 leCCQJRPi’Q"’ ZEj\ls,Q + BMCCSURPLQXENS,Q + ﬂb’\i,Q + 5MTBi,Q + emAin"' b7|NST_OWNyQ +e

Pre-Scandal Period Scandal Period PostScandal Period
CAR (2, 17) CAR (4, 17) CAR (2, 17) CAR (4, 17) CAR (2, 17) CAR (4, 17)
Variable PrZ?écrfed b t-stat b t-stat b t-stat b t-stat b t-stat b t-stat
Intercept ?
0.1235 1.724* 0.1611 2.446% 0.0865 0.782 0.0549 0.551 0.0421 2.402** 0.0302 1.919*
>
DACC sure ' 0.1504 0.928 -0.0021 -0.387 0.3108 1.287 0.2693 1.238 0.0030 0.090 -0.0002 -0.008
ENS i -0.0021 -0.346 -0.0532 -1.143 -0.0206 | -2.345* | -0.0239 | -3.023*** | -0.0028 | -2.246** -0.0031 | -2.790%*
DACCsurpENS i -0.1182 | -1.266 -0.0116 | -3.049** | -0.3217 | -2.453* | -0.2846 | -2.409** | -0.0369 | -1.665* -0.0419 | -2.044*
A i -0.0110 | -2.597*+ | 0.0002 0.300 -0.0046 -0.679 -0.0032 -0.532 -0.0017 | -1.751* -0.0010 -1.094
>
MTB ' -0.0003 -0.325 0.0009 1.325 -0.0030 -1.525 -0.0022 -1.258 0.0003 0.739 0.0002 0.710
ROA ?
© 0.0012 1.621 0.0005 2.005** 0.0029 | 2.086** 0.0018 1.450 -0.0006 | -2.890*** -0.0006 | -3.028%*
INST_OWN
ST.O * 0.0008 | 2.757*+ | -0.0071 -1.416 0.0004 1.003 0.0005 1.601 0.0000 -0.707 -0.0001 -1.026
N 454 454 114 114 2,497 2,497
R 4.44% 4.38% 13.08% 15.08% 0.86% 1.17%
F 2.96 291 2.27 2.68 3.08 4.20
Sign. F 0.00 0.01 0.03 0.01 0.00 0.00

** Significant at the 0.01 level (Railed) ** Significant at the0.05 level (2tailed)  * Significant at the 0.10 level {tailed).

CAR (2, 17) = the Cumulative Abnormal Return from one day after the earnings announcement to seventeen days afteisthereamaggnent to the date (2, 17).

CAR (4, 17) = the CumulativAbnormal Return from three days after the earnings announcement to seventeen days after the earnings announcemefd, tbthe date

DACC_SURP = the difference between the creastional discretionary accrual proxy from the Performance Adjusted Modified Jones Model in the current quarter andajuartee p
earnings announcement quarter.

ENS = the Earnings Nature Score (ENS) 8dbat ranges from 0 to 4, whereby 0 indicates a low ex ante expectation of opportunistic earnings management andaigtieateste
expectation of opportunistic earnings management.

DACC_SURPXENS = the interaction effect between DACC_SURP and ENS

TA = the log of the Total Assets

MTB = the marketo-book ratio

ROA = the return on assets

INST_OWN = the percentage of common shares held by institutional investors
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Table39focuses on the abnormal return at the earnings announcement date. The results
reveal the relationship between the extent of earnings management and the abnormal return
is moderated by the nature of the earnings mament in the Pr&candal Period with

both the iday and 3day CAR, and in the PeS§icandal Period with theday CAR. No

relationship is documented during the Scandal Period at the earnings announcement date.

Table40focuses on the abnormal return during the financial statement analysis period.
Thebelief revision process for additionedrnings managemeistdocumenteth thePre
ScandalScandaPeriod and Pos$candal Period witB-day CAR, and in the Scandal and

PostScandal Period with theday CAR.

The results during the Scandal Period are highly significant, resulting iA\aiuR of
13.08% and 5.06% for the CAR (2, 17) and CAR (47), respectivelyThe increased R
value suggests that the model effectively captures the-seasi®nal variations in

abnormal returns during the Scandal period.
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6.4.3. The Impact of the Dot Com Bubble

The Dot Com Bubble wasspeculative bubbleovering roughly 19952000. The bubble
reached its climax on March 10, 2000 with M&SDAQ peaking at 5132.52 in intraday
trading(Madslien 2010)The stock marketrashed from 2000 to the end of 2001. Sub
period analysis is conducted to determine the sensitivity of the results to the impact of the

Dot Com Bubble. Té subperiods are investigated are as follows:

1) Dot Com BoomQ1 1998(start of data set) tQ2200Q inclusive
2) Dot Com Bust:Q3 2000 toQ1 2002, inclusive;
3) PostDot Com Period:Q2 202 to Q4 (end of data sgt
Figure9 present a chart of Nasdaq from 1998 to 2010, highlighting the dramatic ascent and

descent of market values during the threesetods.

Figure 97 Chart of the NASDAQ from 1998 to 2007
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The H regression results for the Dot Com Bubble-pebiods are presentedTable41.

Table42 presents the results fosldn the same three Dot Com Bubble qdviods.
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Table 417 Hypothesis 2 Regression coefficients on Dot Com Boom, Dot Com Bust, and Foet Com Bubble Periods
CAR_SQ = 0 B 1|]ACC@.1)LQ + zﬁNSQ + 3[EACC(t_1)i,QXENS,Q + ﬂ[Ai,Q + 5MTBLQ + GF?OA,-,Q+ e

Dot Com Bubble Boom

Dot Com Bubble Bust

PostDot Com Bubble Period

CAR (0,1) CAR (0,3) CAR (0,1) CAR (0,3) CAR (0,1) CAR (0,3)
Variable PrZ?écrfed b t-stat b t-stat b t-stat b t-stat b t-stat b t-stat
Intercept ? 01105 | 2.553* | 01291 | 2.530* | 0.047 | 0.108 | -0.0093 | -0.169 | 0.0667 | 5.484™ | 0.0810 | 5.782%*
DACC:y ? 0.0681 | 0371 | 04756 | 0811 | 0.1830 | 1.007 | -0.0202 | -0.088 | 0.0535 | 1.126 | 0.0815 | 1.490
ENS ] -0.0036 | 0919 | -0.0051 | -1.100 | 0.0013 | 0.345 | 0.0041 | 0.855 | -0.0029 | -3.098* | -0.0025 | -2.378*
DACCxENS ) 01701 | -1.608* | -0.2289 | -1.837* | -0.0888 | -0.900 | 0.0746 | 0.597 | -0.0358 | -1.144 | -0.0786 | -2.178*
A ’ -0.0066 | -2.377%* | -0.0079 | -2.394* | 0.0000 | -0.001 | 0.0013 | 0.358 | -0.0038 | -5.146* | -0.0046 | -5.463*
MTB ? 0.0004 | 0914 | 00001 | 0189 | 00014 | 1.794* | 0.0007 | 0.660 | 0.0002 | 0.893 | 0.003 | 0.822
ROA ? -0.0004 | -0.854 | 0.0002 | 0.368 | -0.0008 | -1.509 | -0.0004 | -0.675 | 0.0000 | 0.188 | 0.0000 | 0.002
N 274 274 300 300 2,522 2,522
R 485% 4.3% 1.96% 0.9% 152% 1.64%
F 2.27 2.01 0.97 0.47 6.47 7.00
Sign. F 0.04 0.06 0.44 0.82 0.00 0.00

* Significant at the 0.10 level {(tiled).

** Significant at the 0.05 level ¢Railed).

*** Significant at the 0.01 level (ailed).

CAR 1 = the Cumulative Abnormal Return from the earnings announcement dayaéer the earnings announcement date of (0,1).
CAR 3 = the Cumulative Abnormal Return from the earnings announcement to three days after the earnings announcengnt date (0O,
DACC,; = crosssectional discretionary accrual proxy from the Performance Adjusted Modified Jones Model in the quarter prior to theeamingsment quarter.
ENS = the Earnings Nature Score (ENS) Score that ranges from 0 to 4, whereby 0 indicatesamtevexgxectation of opportunistic earnings management and 4
indicates a high ex ante expectation of opportunistic earnings management.
DACC,xENS = the interaction effect between DACC and ENS
TA = the log of the Total Assets

MTB = the marketo-book raio

ROA = the return on assets
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Table 427 Hypothesis 3 Regression coefficients on Dot Com Boom, Dot Com Bust, and Fdet Com Bubble Periods
CAR _Lig= oY 1MACCsurpio+ BNS g+ 3MACCsurpiXENS o+ 4TAg + sMTBjg+ ¢ROAq+ /INST_OWNg+e

Dot Com Bubble Boom

Dot Com Bubble Bust

PostDot Com Bubble Period

CAR (2, 17) CAR (4, 17) CAR (2, 17) CAR (4, 17) CAR (2, 17) CAR (4, 17)
Variable Presc?écr:ed b t-stat b t-stat b t-stat b t-stat b t-stat b t-stat
Intercept ?
0.1933 1.931* 0.2079 2.250%* 0.0206 0.286 0.0217 0.330 0.0421 | 2.402* 0.0302 1.919*
?
DACC sure ’ 0.0469 0.220 0.0003 0.037 0.3125 1.828* 0.1989 1.277 0.0030 0.090 -0.0002 -0.008
ENS i -0.0012 | -0.145 -0.0530 -0.837 -0.0116 | -1.914* | -0.0135 | -2.444* | -0.0028 | -2.246** | -0.0031 | -2.790**
DACCsurENS i -0.0537 -0.430 -0.0158 | -2.947** | -0.2566 | -2.703** | -0.1773 | -2.049* | -0.0369 | -1.615* -0.0419 | -2.044**
TA i -0.0164 | -2.772** | 0.0002 0.193 -0.0016 | -0.368 -0.0022 | -0550 | -0.0017 | -1.751* -0.0010 -1.094
?
MTB ' -0.0003 | -0.294 0.0005 0.572 -0.0013 | -1.034 | -0.0005 | -0.487 | 0.0003 0.739 0.0002 0.710
?
ROA ' 0.0012 1.113 0.0007 1.958* 0.0018 | 2.257* 0.0015 | 2.067* | -0.0006 | -2.890** | -0.0006 | -3.028%*
INST_OWN
ST.O " 0.0010 | 2.528** | -0.0035 -0.492 0.0004 1.467 0.0004 | 1.675* | 0.0000 -0.707 0.0302 1.026
n 273 273 295 295 2,497 2,497
R 6.46% 5.93% 5.92% 5.64% 1.17% 0.86%
F 261 2.38 257 2.45 4.20 3.08
Sign. F 0.01 0.02 0.00 0.02 0.00 0.00

* Significant at the 0.10 level {tiled)

CAR (2, 17) = the Cumulative Abnormal Return from one day after the earnings announcement to seventeen dayaraftegstzmpeouncement to the date (2, 17).
CAR (4, 17) = the Cumulative Abnormal Return from three days after the earnings announcement to seventeen days dftgs taeneamcement to the date (4, 17).

** Significant at the 0.05 level (Pailed)

*** Significant at the 0.01 level (Railed).

DACC_SURP = the difference between the ciesstional discretionary accrual proxy from the Performance Adjusted Modified Jones Model in the current quarter andayuartbe p
earnings announcement quarter.

ENS = the Earnings Nature Score (ENS) 8dbat ranges from 0 to 4, whereby 0 indicates a low ex ante expectation of opportunistic earnings management andaigtieateste

expectation of opportunistic earnings management.
DACC_SURPXENS = the interaction effect between DACC_SURP and ENS
TA = the log of the Total Assets

MTB = the marketo-book ratio
ROA = the return on assets
INST_OWN = the percentage of common shares held by institutional investors
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The subperiod analysis reveals that the relationship between the matdrextent of
earnings management date is significant in both the Dot Com Boom arD®@&om
Periods with the @lay abnormal return at the earnings announcement. The relationship
is significant with the dday abnormal return in only the Dot Com Boomige. In

regards to the financial statement analysis period, th@eubd analysis reveals that

the belief revision process is significant in both the Dot CabblB2 Bustand PosDot

Com Periods with both the CAR windows.

The results during the Dotath Bust period are highly significant, resulting in &n R
value 0f5.926 and5.64% for the CAR (2, 17) and CAR (4, 17), respectivélge
increased Rvalue suggests that the model effectively captures the-seasipnal

variations in abnormal returns dhg the Dot Com Bust period.

The relationship between the nature and extent of earnings management and the belief
revision process is robust during the PDst Com period. This result is consistent
with past | iteratur e tmahdharastarigtigsdesgt, s t hat
accounting metrics) maybe be a less significant valuation factor during a stock market

bubble.

6.5. Summary

This Chaper presents the resuftem the statistical tests undertaken in this research.
First, the resultérom the est that examine relationship between the abnormal return
and the nature and ex ante expectation of the extent of earnings manaajeiment
earnings announcememnegreserdd Second, the re#is from the test that examine
the belief revision processtweenthe ex ante expectation and ex post assessment of

the extent of earnings management during the financial statement analysis period are
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presented. Third, three robustness checksfégeed The robustness checks focus on
fourth quarter observationthe Enron scandal, and the Dot Com Bubble. Chapter 7
discusseshe conclusions drawn from these restagardinghe hypotheses and

research questionalong withthe implications oftis research for theognd practice.

Although the resultfrom Hypothesis 2 and Hypothesiafe not directly comparable

to prior studies, using both the prior and current quarter discretionary accruals is a
major innovation and contribution of this resear@lis is the first study to usbe

prior quarter disetionary accruals at the earnings announcement date as an ex ante
expectation of earnings managemamiithe current quarter discretionary accruals in

the financial statement analysis period as an ex post assessment of the actual earnings

management.

Recall that the unexpected earnings (earnings surprise) variable was not included as a
control variable in the regression equation as it was used as a partitioning variable. As
an additional sensitivity test, the regression analysis was estimated gu#tier that
includes the unexpected earnings variable as well. The results of including the UE do
not changeany ofthe main outcomes of this resear€he only significant change that
occurred when including the UE is that the interaction effect ismgel present in the

Dot Com Boom period.
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7. Conclusions and Implications

7.1. Introduction

This Chapter brings together the discussion in the previous Chapters and provides
conclusions and implications from the results discussed in Chapter 6. TheiGsapt
organised as followsSection 7.2 draws conclusions about the hypotheses developed in
Chapter 3 and tested in Chapteé¢tion 7.3 provides several implications for theory;
Section 7.4 identifies implications fpractice;Section 7.5 discussdba limitations of

this research; anBection 7.6 highlights a number of avenues for future research.

7.2. Conclusion about hypotheses

7.2.1. Hypothesis 1

Past studies have documented a different market response to earnings management in
different settings.For example, the market reaction to informative earnings
managemen{Subramanyam 1996; Xie 2004nd opportunistic earnings management
(Balsam, Bartov & Marquard002; Bhojraj et al. 2009)as been identified. However,

past literature has not provided a direct test of the differing relationship between
abnormal returns and the nature of earnings management. Hypothesis 1 was developed

to provide this direct &#. RecalHypothesis 1.:

Hypothesis 1 (H): At the earnings announcement date, the abnormal return for

firms that MBE is lower (higher) for firms with opportunistic (informative)
earnings management.
Overall, the regressiamsultsin Table26 andTable27 providedirect support fo
Hypothesis 1. The regression results clearly indentify a negative relationship between
the abnormal return for firms that MBE and opportunistic earnings management.

Further support for Hypothesis 1 can be found in Chapter 5. The analysis between the
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ENS and future abnormal returns provides add#isnpport for Hypothesis 1.
Additional support is found in the robustness checks based on the first to third quarter

observations.

7.2.2. Hypothesis 2
Hypothesis 2 builds on Hypothesis 1 by incorporativeyextent of earnings

management into the analysiRecall Hypothesis 2

Hypothesis 2The abnormal return for firms that MBE hapasitive fiegative
relationship with the ex ante expectation of the extemifofmative
(opportunistiy earnings manageent.
Overall, the resultsn Table26, Table27 andFigure7 providesupport for Hypothesis
2. The results reveal that the abnormal return varies based on the nature and ex ante
expectation of the extent of earnings management at the earnings announcement date.
The abnormal return has a negative relationship with thatexexpectation of the
extent of opportunistic earnings management. Conversely, the abmetanahas a
positive relationship with the ex ante expectation of the extent of informative earnings

management.

Additional support for Hypothesis 2 is foundtire analysis of the raw market returns
in Table 29which reveals that the average abnormal return is higher for firms that have
informative earnings management versus firms that have opportunistic earnings

management.

TheHypothesis 2 tesesults reveathat the relationship between the extent of earnings
management and abnormal returns is moderated by the nature of the earnings

management. This conclusion is consistent with past literakgeexample,
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informative earnings management can be a dewiceduce blockage by allowing

management to use discretionary accruals to convey inside information regarding the
expected longun persistence of earning3emski & Sappington 1990) Informative
earnings management all ows for the releas:¢
future cash flowgHealy & Palepu 1993; Holthausen & Leftwich 1983; Jones 1991)

Therefore, informative earnings managemsmxpected to hawe positive relationship

with the abnormal return as the discretionary accruals sulgiglsrfuture profits.

Conversely, opportunistic earnings management occurs when managers attempt to
mislead investorChristie & Zimmerman 1994)Investors are concerned with tiee

of opportunistic earnings management because it can lead to a suboptimal allocation of
capital(Healy & Whalen 1999) Therefore ppportunistic earnings management

expected to hava negative relationship with the abnormal return.

The relationship between the abnormal returh thie extent of earnings management
becomes increasingly negative as moNS metricssuggest opportunistic earnings
management. Intuitively, thsiggess that discretionary accruals are discounted more

and more as t he mar k eetofithe eagnings enaneiggentison t hat

opportunistic increases

The results also reveal that the market penalizes firms more for the use of opportunistic
earnings management than it rewards firms for the use of informative earnings
management. That is, the nagatslope between the abnormal return and the extent of
discretionary accruals is steeper for opportunistic earnings management than the

positive slope fomformative earnings management
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7.2.3. Hypothesis 3
Hypothesis 3 investigates the timing that éixéent of discretioary accruals iseflected

in equity valuations. Recall Hypothesis 3

Hypothesis 3The abnormal return for firms that MBE hapasitive fiegative

relationship with the ex post assessment of the extentasmative

(opportunisti¢ earnings management.
The results from the regressionsTiable34 provide statistical support for Hypothesis 3
as a belief revision process in the fical statement analygeriodis evident.
Intuitively, the results suggest that firms with additional (less) opportunistic earnings
management experience a negative (positive) abnormal return during the financial
statement analysis perioth addition,firms that haveadditional (less) informative
earnings management experience a positive (negative) abnormal return during the

financial statement analysis period.

The market continues to penalize firms more for the use of opportunistic earnings
managemerthan it rewards firms for the use of informative earnings management
during the financial statement analysis period. This relationship is more severe during

the financial statement analysis period than at the earnings announcement date.

In regards to Hypthesis 2 and Hypothesis Betresults reveal that the market returns
are a function of the prior quarter discretionary accruals at the earningshaanent
date andhe current quarter discretionary accruals during the financial statement
analysis perid. Taken together, these results support a belief revision process
occurring between the earnings announcementahatthe financial statement analysis

period as equity valuations change from being a function of the prior quarter
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discretionary accrual®tthe current quarter discretionary accrudlkis is consistent
with past literature suggesg that investors requireme to price earnings management
into the abnormal returfBalsam, Bartov & Marquardt 2002; DeFond & Park 2001,

Gavious 2007)

7.3. Implications for theory

This researclextends the prior literatutgy testing whether the market differentiates
between opportunistic and informative earnings manageimém: MBE séing.

Unlike past literature, this research does not assume that all firms that meet or beat
expectations by one cent emplag opportunistic earnings management strategy.

Rather, it incorporates a composite measure that differentiates between invemnati
opportunistic earnings management. The research design explicitly allows for an
examination of the impact of both the nature and extent of earnings management on the
abnormal return for firms that MBE, thereby providing a more robust and

comprehense examination.

This study makes several significant extensions to the extant body of literature.
Essentially, this research merges the Bhojraj €é28D9)methodology for the nature of
earningamanagement with the Balsam, Bartov, & Marquardt (2002) and Baber, Chen,
& Kang (2006) regression methodology for the extent of earnings management. The
merger eliminates the issues associated with the assumption that all firms that MBE by
one cent or lesemployed an opportunistic earnings management strdtegy2007)

The merger is accomplished with an interaction variable that capturestdmidy
relationship between the nature and extent of earnings management on the abnormal

return.
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Accordingly,this is the first known study to formally include variables that proxy for
both the extent and nature of earnings management when analyzihgdneal return

for firms that MBE. Second, this is the first known study to use an interaction variable
to capture the nehnear relationship between the nature and extent of earnings
management on the abnormal return for firms that MBE. Includingiaol@ for the

nature of earnings management and examining thdimesr relationship between the
nature and extent of earnings management extends prior literature by providing a more
robust test of the market pricing mechanism of earnings managemkeatfarrh of the

abnormal return for firms that MBE.

A third contribution is the introduction of gross margin into the MBE setting analysis.
Anecdotal evidence indicates that changes in gross margin are a key metric relied upon
by the market atthe earn;ig announcement date; however,
knowledge, there is no academic literature that analyzes the relationship between gross
margin and the abnormal return at the earnings announcement date. s@isire

supporsthe assertion thatrgss nargin is a key metrievhich the market focusegon

when determining the abnormal return KBE firms.

The fourth contribution is the insight regarding the timing with which discretionary
accruals are reflected in equity valuatiofifie results reveal &t the abnormal return

is a function of the prior quarter discretionary accruals at the earnings announcement
date and the current quarter discretionary accruals during the financial statement
analysis period. Taken together, these results support &reglgon process

occurring between the earnings announcement date to the financial statement analysis
period as equity valuations change from being a function of prior quarter discretionary

accruals to current quarter discretionary accruals.
167



7.4. Implica tions for practice

A fifth contribution of this research mgnificant to practice A large number of firms

rely on earnings manageméBartov, Givoly & Hayn 2002; Graham, Harvey &

Rajgopal 2005; Levitt 1998 ven though recent trends indicate that its use has declined
in the postEnron scandal er@oh, Matsumoto & Rajgopal 2008)5iven the

significant use of earnings management, developing a model to identify the nature of

earnings managemeis important to investors

This researcintrodwcesa composi te model that provides
earnings management is likely to be opportunistic or informative. Although relatively
simple, the model is able to differentiate between the two types of earnings
managementThis model ha potential applications for investors as it may be used in

order to make better investment decisi@res, identify firms with informative earnings
managementiind avoid improper allocation of capital to firms that opportunistically

manage earnings.

7.5. Limitations

One of the main limitations of this research is the manner by which the ENS was
combined. Each component of the ENS has an equal weighting, and the composite
score is determined by summing each individual variable. Although this method is
commonly employed in the literatu(Bhojraj et al. 2009)it lacks the statistical rigor
that alogistic regression could provide. As discussed in Chapter 4, employing a

logisticregression was not feasible foethurposes of combining the ENS variables.
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Another possible alternative to combining the components of the ENS would be to
employ principle component analysis (PCA). However, PCA is not suitable for use in

developing the ENS because of the following oass

1 PCA is a method that reduces data dimensionality by performing a covariance
analysis between factors. Given that the ENS components are binary variables,
PCA is not suitable.

1 One of the main applications of PCA is to reduce a larger number of leariab
that have a high level of correlation into a single factor/measure. The
correlation matrixes in the thesis suggest that the correlations between the ENS
components are not generally high, or statistically significant. Accordingly,

PCA is not optimaWwith such variablesThe lack of correlation between

components arises because each component is attempting to measure a different
aspect of the nature of a firmbs earni:
on revenue, another focuses on gross maagiother on the nature of the

earnings surprise, and the last on the ownership structure).

An additional limitation of this research is in regards to the ENS assuming that the

earnings management is either opportunistic or informative. As discussed teiChap

it is possible that a companyds discretior
both informative and opportunistic earnings management. However, it is not possible

to break out the discretionary accruals into a definitive mix of informatigte an

opportunistic unl ess (8cotf2008Bmés true i ncome

Another limitation of the ENS measure is in regards to the quawesrquarter
variability of the insider ownership component. Although the quarterquarter
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variability in insider ownership may not be significant in a single year, there is

variability in the measure over the ten year period analysedddition, the sensitivity
analysis discussed in Section 6.4.1 reveals that the results are robust in each individual
guater, aside from the fourth quarter. This sensitivity analysis suggests that the insider

ownership variable is not loading from quaiteiquarter.

It is also important to note that the market may react differently to firms that MBE

given the dispersion d@he consensus forecast, and/or the number of forecasts that
comprise the consensus. Although it would be ideal to control for the dispersion of the
consensus forecast and the number of forecast that comprise the consensus, the required
data was not madevailable from the IBES databadeast literature has not controlled

for either of these elements of the consensus forecast.

It is also important to note that given that the dataset is comprised of S&P 500 firms,
there is a potential for a bias towatdsger firms. This limitation is inherent with any

dataset that relies upon the firms included in the S&P 500.

Hypothesis 3 deals with current quarter discretionary accruals at the earnings
announcement date. There is a potential limitation when usingntwyuarter accruals

at the announcement date because an investor requires data from all the companies in
the industry, and until the last company reports, the data is not available. For example,
an investor does not know what part of total accrualswkfas discretionary for an

early reporter as the investor cannot calculate the parameters of the Jones model to

extract the noiscretionary portion until all firms in an industry have reported.

Although the data is available to review the reporting daach issuer in the

industry, it is not practicable or feasible to review the dates of the individual companies
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in each industry grouping to determine the timing of the earnings announcement. This
issue arises with other past studies that investigaterdguguarter discretionary

accruals, calculated with a cressction Jones model, at the earnings announcement
date. For example, both Baber, Chen and Kang (2006) and Balsam, Bartov, and
Marquardt (2002) investigate current quarter discretionary accmistsa cross

sectional model) at the earnings announcement date in the same fashion as this thesis.

7.6. Future Research

There are many natural extensions of this research. Future researchettarld
develop the link betweethe nature of earningsanagement, as identified by the ENS,
andlong-runfuture performancef firms that MBE. In this sense, the EN&n be used
as a predictive modelf long-run future performancét may be possible to develop a
trading strategy based on this model, or basethe time required by the market to

price discretionary accruals.

Future research could also focus on further developing the ENS. For example, the
impact of earnings guidance could be included as a component of the ENS. This may

lead to @ evenmorepowerful model.

Finally, future researchers could invegstie the MBE premium by usinigk-by-tick
data (inteday) in order to investigate mamarrowbelief revision windows.
Researchers with intraday data could investigate whether the market réaeton
earnings announcement occurs immediyets the market opens, anthether beliefs

are revised during the same day for ¢éleentof earnings management.
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