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This study extends recent research by Barton and Si nko
(2002) by exam ni ng whet her earni ngs nmanagenent constraints
enbedded within generally accepted accounting principles
(GAAP) affect financial reporting outcones beyond whet her
firms meet or beat earnings benchmarks. Specifically, this
study tests whether earnings managenent constraints
increase the |ikelihood that nmanagenent will record an
accounting wite-off and whether this association depends
on the anount by which earnings fall short of the
benchmark. Using a sanple of 51,581 firmyear observations
for 5,739 firms during the years 1976-2000, this study
regresses the |ikelihood of accounting wite-offs on the
extent to which managers face earni ngs nmanagenent
constraints relative to neeting an earnings benchmark, the
ampount by which earnings fall short of this benchmark, the
interaction between these neasures, and control variables.
Consi stent with expectations, this study finds a positive
associ ati on between the extent of earnings managenent
constraints in the current period and nmanagers’ accounti ng
write-off decisions. The results also show that the
mar gi nal effect of earnings managenent constraints on the
wite-off is inversely related to the anmount of the
benchmark shortfall. This evidence suggests that nanagers
are nmore likely to record a wite-off when earnings
managenent constraints limt their ability to avoid
reporting earnings that just slightly mss the benchmark,
t hus providing a second possi ble explanation for the
di sproportionately | ow observed frequencies of firns
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CHAPTER 1

| NTRODUCTI ON

1.1. Statenent of |ssues

1.1.1. Background

In Iight of recent clainms that generally accepted
accounting principles (GAAP) grant managers too nuch
di scretion (e.g., Levitt 1998), Barton and Sinko (2002)
provi de recent evidence suggesting that this discretion is
limted by constraints enbedded within GAAP. Specifically,
t hey argue that the fundanentals of accrual accounting
ensure that biased neasurenent and recognition practices
used to overstate net inconme also accunul ate on the bal ance
sheet | eading to overstated net asset values. G ven prior
evi dence that overstated earnings and net asset val ues
result in costly regulatory enforcenent actions (e.g.,
Dechow et al 1996), the authors further argue that
manageri al discretion to nanage earnings upward i s subject
to an upper bound and that managers have di sincentives to
extend the limts of this upper bound. Consistent with
t hese argunents, Barton and Sinko (2002) find an inverse

rel ati on between the extent to which net asset val ues



exceed those based on a neutral application of GAAP and
managers’ ability to report earnings that nmeet or exceed
anal ysts’ forecasts — a particularly strong earnings
managenent incentive (e.g., Matsunoto 2002).

Al t hough Barton and Sinko' s results provide evidence
suggesting that the earnings nanagenent constraints
enbedded within GAAP explain why sone firns with
particularly strong incentives to overstate earnings fail
to achieve the desired outcones, an enpirical question
ari ses about how these constraints affect other accounting
deci si ons over which managers have consi derabl e discretion
within GAAP. That is, do earnings managenment constraints
explain differences in managers’ financial reporting
strategi es? The purpose of this dissertation is to address
this question by exam ning the associ ati on between earni ngs
managenent constraints and the tim ng and magni tude of
| arge asset write-offs and restructuring charges
(hereafter, accounting wite-offs), while controlling for
ot her factors associated with these itens.

Managerial incentives with respect to the timng and
measur enment of accounting wite-offs have been of
particular interest to regulators, standard setters and
accounting researchers because these itens represent

significant negative charges to incone statenent and



bal ance sheet accounts, and nanagers have consi derabl e
di scretion with respect to their timng and neasurenment
(Alciatore et al 1998). G ven the negative inpact of
accounting wite-offs on reported earnings, managers wth
sufficient earnings managenent discretion nmay have
incentives to delay reporting these itens in the current
period if they have strong incentives to nanage earnings
upward (Heflin and Warfield 1997). On the other hand,
managers with |imted earnings managenent discretion may
have incentives to record | arge accounting wite-offs given
the inverse relation between net asset values and the
ability to manage earnings (Barton and Sinko 2002; DeFond
2002), as well as the opportunity to create hidden reserves
avai l abl e to boost future earnings (Levitt 1998; Moehrle
2002).

1.1.2. Earnings Managenent |ncentives and Constraints

A powerful test of whether earnings managenent
constraints affect managers’ accounting decisions requires
1) an enpirical proxy for managers’ ability to manage
earni ngs upward and 2) identification of enpirical contexts
i n which managers have incentives to nmanage earnings
upward. W th respect to the first issue, this study uses
the ratio of net operating assets at the beginning of the

reporting period to sales during the prior period,



consistent with the measure devel oped by Barton and Sinko
(2002). W th respect to the second issue, recent studies
enpl oying the distributional approach to assess earnings
managenment behavi or find that nanagers have particularly
strong incentives to avoid reporting |osses (e.g., Hayn
1995; Burgstahler and Dichev 1997; Degeorge et al 1999).
Thus, this study exam nes whet her managers’ deci sions
regarding the timng and magni tude of asset wite-offs are
associated with their ability to manage earnings upward to
avoi d reporting year-end |l osses. In addition, this study
exam nes whether this association is a function of the
amount by which earnings fall short of the reporting
obj ecti ves.
1.2. Summary of Results

Based on a sanple of 51,581 firmyear observations
pertaining to 5,749 firns during the years 1976 to 2000,
this study finds that earnings managenent constraints are
positively associated with the timng of accounting wite-
offs, even after controlling for other incentives and
econom ¢ factors associated with these reporting itens.
Thi s evi dence suggests that earnings managenment constraints
have financial statenment inplications beyond determ ning
whet her nmanagers are able to neet earnings benchmarks. 1In

addition, the results suggest that the margi nal effect of



earni ngs management constraints on the |ikelihood of a
wite-off varies with the proximty of earnings to the
benchmark. Specifically, this evidence suggests that the
relative inpact of earnings nmanagenent constraints on
manageri al reporting decisions declines as the anmount by
whi ch earnings fall short of the benchmark increases.

1.3. Contributions of This Study

This dissertation contributes to the accounting
l[iterature in three ways. First, this study extends recent
research by Barton and Sinko (2002), who find that the
ability to manage earnings upward is limted by constraints
enbedded within GAAP. While their study shows that these
constraints explain why sonme firnms fail to neet earnings
obj ectives, this study shows that the ability to manage
earni ngs affects how managers inpl enent GAAP to report
financial statenent information.

Second, this study adds to the debate about whet her
firms strategically record accounting wite-offs with the
intent to nmanage earnings in the future. Prior studies
investigating this issue rely on tests of earnings
managenment behavior in the periods subsequent to the wite-
off, finding m xed results (e.g., Rees et al 1996; Mberhle
2002; Bens and Johnston 2002). \While this study does not

directly observe managerial intent with respect to future



reporting incentives, the results suggest that firns with
limted earnings managenent discretion in the current
period are nore likely to record accounting wite-offs.

Finally, this study is particularly relevant for
researchers using the distributional approach to assess
ear ni ngs managenent around benchmarks. Recent studies
enpl oying this approach argue that the disproportionately
| ow observed frequencies of small | osses, small earnings
decreases and small negative earnings surprises result from
i ncome-i ncreasi ng earnings managenent (e.g., Hayn 1995;
Burgst ahl er and Di chev 1997; Degeorge et al 1999). The
results in this study suggest that a second possible
interpretation of the | ow observed frequencies of small
| osses and snal|l earnings decreases is that managers facing
smal | | osses, but lacking sufficient discretion to avoid
t hese out comes, use the opportunity to record income-
decreasi ng accounting wite-offs.
1.4. Organization of the Dissertation

The remai nder of this dissertation is organi zed as
follows. Chapter 2 reviews the relevant literature on
manageri al incentives to manage earni ngs upward, earnings
managenent constraints, and managerial incentives with
respect to the tim ng and nmeasurenent of accounting wite-

offs. Chapter 3 devel ops enpirical predictions about how



ear ni ngs management constraints affect the tim ng of
accounting wite-offs. Chapter 4 discusses the sanple

sel ection process, data sources, variable neasurenent and
the empirical nodel used to test the hypotheses. Chapter 5
provi des descriptive statistics for the full sanple, and it
reports and discusses the results of the enpirical tests.
Finally, chapter 6 concludes the dissertation with a

di scussion of the study’s inplications and limtations. In
addi tion, provides suggestions for future research
regardi ng the effect of earnings managenent constraints on

managers’ reporting decisions.



CHAPTER 2
LI TERATURE REVI EW

This chapter reviews the streans of accounting
research pertaining to this study’'s predictions and
enpirical tests. In addition, it discusses this study’'s
contributions to the accounting literature. Section 2.1
overviews the enpirical definitions of earnings managenment
and di scusses enpirical techniques used to identify this
behavior. Section 2.2 discusses evidence regarding
earni ngs managenment to neet or beat earnings benchmarks.
Section 2.3 discusses enpirical evidence regarding earnings
managenent constrai nts enbedded within GAAP. Section 2.4
reviews the literature on managerial incentives to record
accounting wite-offs. Finally, section 2.5 discusses this
study’s contributions to these streans of literature.
2.1. Background

2.1.1. Defining Earnings Managenent

The primary objective of financial reporting by
busi ness enterprises is to conmunicate information “that is
useful to present and potential investors and creditors and
ot her users in making rational investnent, credit, and

sim |l ar decisions (FASB, SFAC 1 paragraph 34).” To achieve



this objective, generally accepted accounting principles

(GAAP) require publicly traded entities to report financial

per f ormance under the accrual nmethod of accounting. The

accrual nethod requires (allows) nmanagers to nmaeke judgnents
about expected future cash realizations. These judgnents
can enhance the quality of reported earnings by allow ng
managers to sel ect accounting nethods and make esti mates
that reveal their private information about current and
future firm performance. Alternatively, opportunistic
managers nmay al so have incentives to abuse their reporting

di scretion to engage in earnings nmanagenment.

VWhile there is no all-inclusive list of behaviors that
constitute earnings managenent, several broad definitions
appear in the accounting literature. For exanple, Schipper
(1989) defines earnings managenent as follows:

...[A] purposeful intervention in the external

financial reporting process, with the intent of

obt ai ning sone private gain (as opposed to, say,
nmerely facilitating the neutral operation of the

process (p. 92)).

In addition, Healy and Wahl en (1999) suggest the foll ow ng:
Ear ni ngs managenment occurs when nmanagers use judgnent
in financial reporting and in structuring transactions
to alter financial reports either to m slead sone
st akehol ders about the underlying econom c performance

of the conpany, or to influence contractual outcones
t hat depend on reported accounting nunbers (p. 6).
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Al t hough both of the above definitions inply that earnings
managenment occurs when managers use their reporting
discretion with sonme formof intent, accounting researchers
interested in assessing this behavior face enpirical
chall enges, primarily because managerial intent is
unobservabl e (Dechow and Ski nner 2000). Thus, earnings
managenment researchers have enployed a variety of research
design techniques that jointly attenpt to (1) identify
settings in which managers have ex ante incentives to
manage earni ngs, and (2) nmeasure the ex post effects of
manageri al discretion on reported earnings (Healy and
Wahl en 1999).

2.1.2. Summary of Earnings Managenent |ncentives

The preponderance of earnings nmanagenent research
i nvesti gates managerial incentives with respect to three
manageri al incentives studied in accounting research fall
into three distinct, but non-nutually exclusive
classifications. First, the use of accounting nunbers in
contracts between managers and stakehol ders (e.qg.,
conpensati on or debt contracts) gives rise to potenti al
manageri al opportunism given managers’ reporting
discretion within GAAP (Watts and Zi merman 1986; Healy and
Wahl en 1999; Fields et al 2001). For exanple, prior

research had docunented evi dence suggesti ng that managers
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have (and act on) incentives to manage reported earnings to
i ncrease their conpensation (e.g., Healy 1985; Gaver et a
1995; CGuidry et al 1999) and to avoid costs associated with
violating the terms of |ending agreenents (DeFond and

Ji mbal vo 1994; Beneish and Press 1993).

Second, the use of accounting nunbers in the political
process to advocate or adm ni ster governnent regulation
creates incentives for managers to manage earnings (Watts
and Zi nmerman 1986; Fields et al 2001). For exanple,
politicians often criticize firms reporting high abnormal
profits during political crises such as inflation or oil
shortages. 1In addition, industry regulators establish rate
restrictions and solvency requirenents based on reported
accounting nunbers. Enpirical tests of regulatory
incentives find evidence consistent with earnings
managenent to affect inport relief decisions (Jones 1991),
to avoid anti-trust regulation (Cahan 1992), to avoid
political scrutiny (Key 1997), and to neet industry
sol vency requirenents (Petroni 1992).

Finally, the use of accounting information by capital
mar ket participants (e.g., investors and financi al
analysts) in an effort to assess firmvalue nmay create
i ncentives for earnings managenent to influence stock price

(Healy and Wahl en 1999). Enpirical studies of earnings
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managenent for capital nmarket reasons report evidence
consi stent with earnings managenent prior to capital market
transacti ons such as managenent buyouts (Perry and WIIlians
1994), initial public offerings (Teoh et al 1998a), and
seasoned equity offerings (Teoh et al 1998b). Researchers
have reported earni ngs nmanagenent to avoid falling short of
accounting benchmarks — e.g., positive and increasing
earni ngs (Burgstahler and Di chev 1997; Degeorge et al 1999)
and anal ysts’ earnings forecasts (Burgstahler and Eanes
1999). Mers and Skinner (2000) also find evidence
consi stent with earnings managenent to sustain strings of
successive earnings increases.

2.1.2. Research Design Techni ques

Over the past decade, the nobst common approach to
measure the ex post use of accounting discretion in the
reporting process has been the estinmation of unexpected or
“di scretionary” accruals based on the nodel devel oped by
Jones (1991, hereafter, the Jones nodel). The Jones nodel
all ows researchers to partition total accruals into non-
di scretionary and discretionary conponents by regressing
total accruals on proxies for expected accruals related to
wor king capital (e.g., the change in revenues) and
depreciation (e.g., fixed assets). The difference between

total accruals and expected accruals reflects the
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unexpected or discretionary conponent of accruals. Studies
enpl oyi ng the Jones nodel hypot hesi ze whet her managers have
incentives to increase or decrease earnings, and then
exam ne the extent which discretionary accruals foll ow
patterns consistent with managerial incentives.
Researchers using this approach report evidence that
manager s nmanage earnings to increase conpensation (Gaver et
al 1995), avoid political scrutiny (Key 1997), and avoid
vi ol ati on of debt covenants (DeFond and Ji anbal vo 1994).

Al t hough this approach has been w dely accepted by
accounting researchers, the Jones nodel has been subject to
criticism For exanple, MNi chols (2000) argues that the
Jones nodel approach |acks sufficient power and reliability
to detect earnings nanagenent because abnornal accruals are
correlated with expected earnings growth, and many
applications of the Jones nodel do not appropriately
control for this effect. |In addition, Thomas and Zhang
(2000) also find that the Jones npdel does not predict
total accruals as well a naive nodel, which predicts that
total accruals equal -5%of the total assetsfor all firns
and years.

An al ternative approach has energed in the earnings
managenent literature. Several studies assess earnings

managenent by exam ning the distribution of reported
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earni ngs around observabl e benchmarks. For exanpl e,
Bur hst ahl er and Di chev (1997) hypothesize that managers
have strong incentives to avoid reporting | osses and
earni ngs declines. These authors test for earnings
managenent by observi ng whet her abnormal discontinuities
appear in the distribution around the earnings benchmark.
McNi chol s (2000) notes that the this approach contributes
to the literature by allowi ng researchers to predict which
group of firms will manage earnings w thout requiring the
estimation of discretionary accruals. The di sadvantage of
t hi s approach, however, is that it does not provide
evi dence on the nmethod of earnings nanagenent (Healy and
Wahl en 1999; McNi chol s 2000).

2.1.3. Focus of This Review

Dechow and Skinner (2000) argue that the different
perceptions of earnings managenent between the academ c and
practitioner communities are due, in part, to “a prol onged
(acadeni c) focus on incentives that may be | ess inportant
than capital market incentives for earnings managenment (p.
16).” Furthernore, MNichols (2000) states that future
contributions to the earnings managenent literature are
likely to come from studi es using the distributional
approach rather than nodels of unexpected accruals. Thus,

the discussion in section 2.2 focuses on the body of
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evi dence using the distributional approach to test for
ear ni ngs managenent around benchmarks. The review al so
di scusses the rewards and costs associated with neeting or
m ssing these targets, respectively. Section 2.3 provides
a detail ed discussion of evidence reported by Barton and
Sinko (2002) suggesting that earnings nmanagenent
constraints enbedded within GAAP explain why firns with
incentives to manage earnings fall short of the earnings
target, even when doing so is costly.
2.2. Earnings Managenent to Meet or Beat Benchmarks

2.2.1. Distributional Evidence

Hayn (1995) provides the first enpirical evidence of
unusual discontinuities in earnings distributions around
earni ngs benchmarks. Specifically, she exam nes the
frequency distribution of annual earnings from 1963-1990
and observes fewer than expected observations (assuning a
normal distribution) in the region of small negative
earni ngs and greater than expected observations in the
region of small positive earnings. Hayn argues that these
results are consistent with firms engaging i n earnings
managenent to avoid | osses; however, her study does not
devel op a hypothesis for this observed behavi or.

Bur gst ahl er and Di chev (1997), hereafter BD, extend

Hayn (1995) by presenting two theories about managers’
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incentives to avoid reporting |osses and earni ngs
decreases. First, transactions cost theory suggests that
firms reporting | osses or earnings decreases bear higher
transaction costs because stakehol ders use heuristic
cutoffs at zero earnings or zero changes in earnings to
determ ne the ternms of transactions. Second, prospect

t heory assunmes that investors rely on wealth reference
points (e.g., zero earnings or zero earnings changes),

rat her than absolute wealth, to derive val ue. Consi st ent
with Hayn (1995), BD docunent abnormal discontinuities in
the distributions of annual earnings around zero earnings
| evel s and zero earnings changes. The authors concl ude

t hat earni ngs managenent to avoid | osses and earnings
decreases is pervasive, docunmenting that 8-12% (30-44% of
firms with small pre-mnaged earni ngs decreases (| osses)
exercise discretion to report earnings increases (profits).
Bur gstahl er and Eanes (1999) report simlar evidence using
anal ysts’ forecasts as the earni ngs benchnmark.

Degeorge, Patel and Zeckhauser (1999), hereafter DPZ,
al so hypot hesi ze that managers have incentives to exceed
t hreshol ds because of investors’ reliance on heuristic
cutoffs. They provide evidence of earnings nmanagenent to
exceed three earnings threshol ds—+eport positive profits,

sustain recent performance, and neet anal ysts’
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expectations. DPZ contribute to the earnings nanagenent
literature in two ways. First, they report evidence that
managers have incentives to exceed quarterly earnings

t hreshol ds, consistent with the annual results reported by
BD. Second, DPZ assess the relative inmportance of each
threshold to nmanagers and find that nmanagers have strongest
incentives to report profits, followed by reporting

earni ngs increases and neeting anal ysts’ expectations,
respectively.

Alimtation of the BD and DPZ studies is that neither
provi des a direct exam nation of how or why managers neet
or exceed earnings benchmarks. Dechow, Ri chardson and Tuna
(2000), hereafter DRT, address the first issue by exam ning
the characteristics of “benchmark beaters”—+.e., firns
reporting small positive earnings and zero forecast errors—
relative to other firms. Specifically, DRT exam ne the
magni tude of total working capital accruals, Jones nodel
di scretionary accruals, special itens and extraordinary
items for their sanple firms. They find that firns
reporting small profits have hi gher working capital
accrual s, discretionary accruals and positive speci al
itenms, relative to other firms. They also find that firns
just neeting anal ysts’ expectations have higher accruals

t han other firns.
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DRT al so further explore the issue of why managers
have incentives to neet earnings benchmarks. They find
that firms reporting small profits show a decline in
earni ngs or stock performance in the follow ng year. This
result is consistent with managers’ incentives to del ay bad
news. Conversely, DRT find that firms reporting zero
forecast errors show i nproved performance in the future.
The authors argue that these are high-growth (i.e., high
mar ket -t o- book ratio) firns wishing to avoid the ‘torpedo
effect’ associated with di sappointing anal ysts (see
di scussi on of Skinner and Sl oan 1999 bel ow).

Mat sunpot o (2002) al so exam nes managers’ incentives
and nmechani snms to avoid negative earnings surprises (i.e.,
falling short of analysts’ earnings forecasts). Her
initial tests focus on firmcharacteristics associated with
strong incentives to avoid negative earnings surprises.
First, Matsunoto argues that firnms with a high | evel of
institutional ownership have incentives to avoid negative
earni ngs surprises because institutional investors place
heavy enphasis on short-term performance. Next, she argues
that firms with greater reliance on inplicit claims with
ot her stakeholders (e.g., custoners, suppliers and
enpl oyees) have incentives to avoid negative earnings

surprises because a strong financial inmage inproves firns’
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trade terns with these stakeholders. Finally, the author
suggests that firms with high value-rel evance of earnings
(i.e., high correlation between unexpected earnings and
abnormal returns) have greater incentives to avoid negative
earni ngs surprises because market participants are nore

li kely respond strongly to negative earnings surprises.
Mat sunot o docunents evidence consistent with these

hypot heses.

Mat sunoto (2002) al so investigates two conpeting
expl anati ons about how managers avoi d negative earnings
sur pri ses—Amnagi ng earni ngs or managi ng anal ysts’
expectati ons. She tests the probability of positive
abnormal accrual s (earnings managenent) and | ower-t han-
expected anal ysts’ earnings forecasts (expectations
managenent), both conditioned on firms neeting anal ysts’
forecasts. The author docunents support for both
mechani sms. Thi s evidence suggests that nmanagers engage in
bot h earni ngs managenment and in managi ng the expectations
of analysts to avoid negative earnings surprises.

Two studi es adopt the distribution of earnings
approach to test earnings managenent in industries with
regul ated accounting and reporting requirenents. Beaver,
McNi chol s and Nel son (2000) report evidence of earnings

managenent and i ncome snoot hi ng anong a sanpl e of property-
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casualty insurers. Specifically, they find that managers
understate | oss reserves to avoid reporting small | osses,
but overstate reserves when earnings are relatively high.
Beatty, Ke and Petroni (2002) report simlar evidence for a
sanpl e of public and private banks. They find that public
banks have greater incentives than private banks to avoid
earni ngs declines and public banks are nore likely to
report | onger strings of earnings increases.

The general conclusion of these studies is that the
consi stent evidence of a gap or lacuna in the earnings
di stribution around earnings benchmarks is consistent wth
predi ctions of earnings managenent.! Table 1 sunmarizes the
results of enpirical earnings managenent research using the
di stributional methodol ogy.

2.2.2. Evidence of Rewards and Consequences

Bur gst ahl er and Di chev (1997) and Degeorge et al
(1999) present theories about the inportance of benchmarks
to market participants; however, neither study provides
enpi rical evidence of why earnings benchmarks are inportant
to market participants (Dechow and Ski nner 2000). Three

tudies—Barth, Elliott, and Finn (1999); Skinner and Sl oan

1 A recent working paper by Beaver et al (2003) document that asymmetry
in the treatnent of taxes and special itens between profit and | oss
firms provides a partial explanation for the lacuna in the distribution
of earnings around zero. Their results, however, do not preclude the
use of managerial discretion around this benchnmark.
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TABLE 1

Summary of Earni ngs Managenent Studies Using the
Di stributional Approach

Aut hor s

Mai n Fi ndi ng

Bur gst ahl er and Di chev
(1997)

Di scontinuity in earnings distribution
between snmal |l | osses (earnings
decreases) and small profits (earnings
i ncreases) consistent with earnings
management to avoid | osses and earni ngs
decr eases

Bur gst ahl er and Eanes
(1999)

Simlar finding as BD, using anal yst
forecasts as the earnings benchmark

Degeorge, Patel and
Zeckhauser (1999)

Hi erarchy anong earni ngs benchnmarks,
wher eby managers’ first incentive is to
report profits, followed by positive
changes in earnings and to neet

anal ysts’ forecasts

Dechow, Ri chardson and
Tuna (2000)

Smal |l profit firms have hi gh working
capital accruals, discretionary accruals
and positive special items, relative to
other firms; firms just meeting

anal ysts’ expectations have high
accruals relative to other firns

Mat sunot o (2002)

Institutional ownership, inplicit clainms
wi th stakehol ders and val ue-rel evance of
ear ni ngs associated with incentives to
avoi d negative earnings surprises;

evi dence suggests firns manage earni ngs
and anal ysts

Beaver, MNi chols and
Nel son (2000)

Evi dence of earni ngs managenent and
i ncome snmoot hing for a sanpl e of
Property-Casualty insurers

Beatty, Ke and Petroni
(2002)

Publ i ¢ banks have greater incentives
than private banks to avoid earnings
declines and public banks are nore
likely to report |onger strings of
earni ngs increases

(2001); and Bartov,

G voly and Hayn (2002) —docunent

evi dence consistent with market participants rewarding

managers who consistently neet or exceed earnings

benchmar ks, but severely punish managers who fall short of
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a benchmark. The findings of these studies are discussed
bel ow.

Barth et al (1999) investigate the inportance of
mai nt ai ned earnings increases to managers and investors.
They find that firms with patterns of increasing earnings
enj oy higher price-earnings nultiples than other firnms,
controlling for growh and risk factors. The authors also
find that price-earnings nultiples suffer a significant
decline when the string of consecutive earnings increases
is broken. Barth et al base their inferences on two
t heoretical valuation nodels: Mdigliani and MIller’s
(1966) permanent earni ngs nodel and the accounting-based
val uation nodel devel oped by Ohlson (1995). Bot h nodel s
show t hat earni ngs persistence affects the price earnings
nmul tiples.

Next, Skinner and Sloan (2001) investigate the
difference in stock return performance between growth
(i.e., high market-to-book ratio) stocks and val ue stocks.
The authors posit that this difference results from
asynmmetric responses to negative earnings surprises
exhi bited by growth stocks. Measuring earni ngs surprises
as the difference between actual reported earnings and
consensus anal ysts’ earnings forecasts, Skinner and Sl oan

find that growth stocks and val ue stocks respond simlarly
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to positive earnings surprises; however, they find that the
stock price response to adverse earnings surprises is
di sproportionately large for growth stocks. The authors
termthis consequence the ‘torpedo effect.” The authors’
findings are consistent with prior evidence of nmarket
participants overpricing growh stocks, |eading to price
decl i nes when earni ngs expectations are not net
(Lakoni shok, Shleifer and Vishny 1994). The evidence
reported by Skinner and Sl oan (2001) suggests that managers
of growth firns have particularly strong incentives to
avoi d di sappoi nting anal ysts, even by small anount.
Finally, Bartov, Gvoly and Hayn (2002), hereafter
BGH, provide additional evidence on the inportance of
nmeeting or beating earnings benchmarks, particularly
anal ysts’ earnings forecasts. BGH show that firns neeting
or beating analysts’ quarterly expectations enjoy greater
prem unms than firnms that report negative earnings
surprises, controlling for absolute performance. This
study also finds that the market appears to discount
earni ngs nmanagenent or expectations nanagenent to neet or
beat anal ysts’ forecasts, but the amobunt of the discount is
not economcally significant. VWhile their evidence
suggests irrational investor behavior, the authors find

that market prem uns associated with neeting or beating
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anal ysts’ expectations are predictive of firms’ future
performance.

In sum the three studi es above provide conpelling
enpirical evidence that managers have strong incentives to
manage earnings to neet earnings benchmarks, because nmarket
partici pants use these benchmarks to assess firm val ue.

Table 2 provides a summary of these findings.

TABLE 2
Summary of Studi es Exam ning the Costs and Rewards to
Meet or Beat Earnings Benchmarks

Aut hor s Mai n Fi ndi ng
Barth, Elliott and Finn . Firms reporting consecutive strings of
(1999) i ncreasi ng earnings enjoy higher price-

earnings nultiples, but suffer
signi ficant declines when the string is

br oken
Ski nner and Sl oan - Stock price response to adverse earnings
(2001) surprises is disproportionately |arge
for growh stocks
Bartov, Gvoly and Hayn - Firms neeting or beating anal ysts’
(2002) quarterly expectations enjoy greater

premiuns than firns that report negative
earni ngs surprises

2. 3. Earnings Managenment Constraints within GAAP

The studies reviewed above docunent evidence that
managers have particularly strong earni ngs managenent
incentives to neet earnings benchmarks. Thus, an enpirica
question arises about why sone firms with simlar

incentives nmiss earnings expectations, even by a snal
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anmpunt. Barton and Sinko (2002) provide evidence that
firms m ss earnings benchmarks, particularly earnings
expectati ons, because they have limted discretion to
manage earnings. Specifically, Barton and Sinko argue that
firms’ earnings managenent flexibility is limted by
constraints enbedded within generally accepted accounting
principles (GAAP). Their argunent relies on the
fundanental relation between the income statenent and

bal ance sheet, where optim stic earnings managenment
overstates both net inconme and net assets. GAAP

i npl ement ati on gui deli nes place upper boundaries on
optim stic measurenent and recognition assunptions, thus
managers’ ability to manage earni ngs decreases in the
extent which net assets are overstated on the bal ance
sheet, neasured as net operating assets relative to sales
(NOA) .

Prior to their main analysis, Barton and Sinko report
descriptive evidence supporting the validity of their
enpirical measure (NOA) and evidence consistent with
managers’ incentives to avoid di sappointing anal ysts.
First, the authors find that NOA adequately captures the
extent of nmanagers’ prior optimsm by show ng that firns
ranking in the upper quintile of NOA report higher

cunmul ative abnormal accruals in the past relative to firns



26

in the bottomquintile. Second, Barton and Sinko report
descriptive evidence consistent the findings reported by
Ski nner and Sl oan (2001). Specifically, they show that
firms m ssing earnings expectations by 1 penny per share
suffer a disproportionate market penalty relative to firns
m ssing expectations by a |arger anount.

In their main analysis, Barton and Sinko nodel the
| evel of earnings surprise as a function of NOA. They
predict that the |evel of earnings surprise decreases in
the extent which net assets are overstated on the bal ance
sheet. The authors enploy a generalized ordered |ogit
regressi on nodel to concentrate on the sanple of firns that
m ss earni ngs expectations by 1 penny per share (i.e.,
where the incentive to manage earnings is likely to be the
strongest). Consistent with their prediction, Barton and
Sinko report a significant negative coefficient on NOA
across all levels of earnings surprise, controlling for
ot her incentives and constraints on earnings nmanagenent.
The authors interpret these results as indicating that
adherence to GAAP and its inplenmentation guidelines
constrain managers from repeated earni ngs nmanagenment.
Their findings are robust to alternate enpirical nodels and

i ndustry controls.
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Barton and Si nmko (2002) contribute to the earnings
managenent literature in the followng ways. First, Healy
and WAhl en (1999) descri be extant earnings nmanagenent
literature as providing “only nodest insights to standard
setters (pg. 380).” They suggest that future contributions
to this literature will conme (in part) from exani ning
conditions that constrain earnings managenent. Barton and
Si ko docunent evidence that constraints enbedded i n GAAP
limt repeated earnings managenent. Second, Barton and
Sinko's report evidence explaining why sone firns m ss
earni ngs expectations by a small ampunt, given the
di sproportionate market penalty associated with smal
negative earnings surprises. Third, while they do not
directly measure earnings managenment flexibility, their
proxy for earnings managenent constraints provides a basis
for exam ning how these constraints affect reporting
deci si ons over which managers have reporting discretion.
2.4. Prior Research on Accounting Wite-offs

2.4.1. Background

In a recent review, Alciatore et al (1998) suggest
that accounting wite-offs provide a rich setting for
accounting research because accounting wite-offs generally
represent significant negative charges to earnings on the

i ncome statement and assets on the bal ance sheet. In
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addi ti on, managers have consi derabl e discretion under
general ly accepted accounting principles (GAAP) to estimate
the timng and magni tude of accounting wite-off charges.
The conbi nation of these two factors creates incentives for
managers to record accounting wite-offs to manage

earni ngs, a behavi or receiving considerable attention from
standard setters, regulators and academ cs. For exanpl e,
the FASB i ssued SFAS No. 121 (1995), Accounting for the

| mpai rment of Long-Lived Assets and for Long-Lived Assets
to Be Disposed O, to address the varying practices with
respect to the timng and magni tude of accounting wite-
of f s. Former SEC Chairman Arthur Levitt (1998) also
expressed concerns about the w despread use of ‘big bath’
restructuring charges. Levitt argues that conpanies
overstate these charges, creating hidden reserves that can
be “m racul ously reborn as i ncone when estinates change or
future earnings fall short.” Academ c researchers have
provi ded m xed evi dence about whether and to what extent
managers use discretion to affect the timng and magnit ude
of accounting wite-offs. The section bel ow di scusses
enpirical and theoretical research about the tim ng of
accounting wite-offs and incentives affecting the deci sion
to record these charges.

2.4.2. Managerial Discretion and Accounting Wite-offs
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Strong and Meyer (1987) suggest that flexible (GAAP)
accounting standards induce managerial opportunismin the
recordi ng of asset inpairnent charges, creating reserves
that will likely be reversed into future earnings.
Consequently, they argue, managers may have incentives to
initiate the wite-off decision rather than doing so at the
behest of the auditors. |In their enpirical analysis,
Strong and Meyer exam ne a sanple of 120 firms announcing
accounting wite-offs between 1981 and 1985. They conpare
the financial performance and other characteristics of each
sanple firmwth a control group of firms, matched by
i ndustry and size, which did not announce a wite-off
during the sanme period. The authors conjecture that asset
val uation declines are likely associated with prior
performance declines. However, they find that firns
announcing wite-offs appear in neither the upper nor | ower
performance quintiles within their respective industries.
Strong and Meyer interpret these results as suggesting that
top performing firms may have adopted an ongoi ng asset
reval uation policy recognizing immterial wite-offs, while
poor perfornmers have incentives to avoid further diluting
their equity base.

The authors also conjecture that firns have

incentives to record accounting wite-offs during a change
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in senior managenent. Specifically, they argue, “the
incentive for senior managenment, particularly during
executive transition, is to take a |large reserve now

agai nst many eventualities as possible, believing that the
| ater reserve reversal and higher reported earnings wll
strengt hen the perception of managenent effectiveness (p.
644).” Consistent with this argunment, Strong and Meyer
find that a change in senior managenent, especially from
outside the firm is the nost inportant determ nant of a
write-off decision.

Elliott and Shaw (1988) al so exam ne the
characteristics of firms reporting accounting wite-offs.
The authors notivate their study by noting the considerable
di scretion enbedded in these charges relative to other
financial statement information. They also cite concerns
expressed by practitioners and regul ators about the tinm ng,
frequency, and excessive nature of accounting wite-offs.
Elliott and Shaw sel ect a sanple of 240 firns reporting
accounting wite-offs—defined as negative special itens
(Compustat data item #17) representing at |east 1%of total
assets—during the years 1982-1985. The authors then
anal yze the rel ations anong di scretionary accounting wite-
of fs, managerial incentives and underlying econonm c events

for their sanple firms. Specifically, they exam ne | ong-
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term and short-term stock returns surrounding the wite-off
and other firmcharacteristics such as nanagenent turnover
and performance relative to industry peers.

Consistent with the findings reported by Strong and
Meyer (1987), Elliott and Shaw (1988) find that 39% of
their wite-off firns experience a change in senior
managenent during the year of the wite-off. In addition,
the authors report evidence that the majority of wite-offs
occur during the fourth fiscal quarter. They conjecture
that this result occurs because financial statement audits
are performed on an annual rather than interimbasis.?
Next, the authors find that wite-off firms perform poorly
relative to industry peers during the three years precedi ng
the wite-off and that analysts reduce their forecasts of
one-year ahead earnings for these firms. These results
jointly suggest that firms recording accounting wite-offs
generally occur during difficult tinmes, and that market
participants do not reward firms engaging in big bath
behavi or.

Zucca and Canpbell (1992) conjecture that nmanagers
have incentives to record wite-offs both during periods

when earnings are particularly Iow (bath takers) and when

2 However, others argue that the preponderance wite-offs during the
fourth quarter occur as a result of nmmnagers determ ni ng whet her year-
end earnings objectives are attainabl e before decidi ng whether or not
to record the wite-off (e.g., Alciatore et al 1998).
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earnings are particularly high (incone snoothers). To test
their assertion, Zucca and Canpbell use a randomwal k nodel
to estimate expected earnings for a sanple of 67 firns
recording 77 accounting wite-offs from 1978-1982. They
find that 45 of the wite-offs occur when earnings fell
bel ow expected earnings, consistent with firnms taking a big
bath. They also find that 22 of the wite-offs occur when
earni ngs exceeded expected earnings, consistent with incone
snmoot hi ng. The authors conclude that this evidence is
consi stent with earnings managenent.

Zucca and Canpbel | al so address the notion that taking
a big bath to clean up the bal ance sheet enhances future
firmperformance. They conpare performance for three years
subsequent to the wite-off for their wite-off firns to
those froma control sanple, matched on size and industry.
Contrary to the received notion, the authors find no
evidence that wite-off firnms outperformtheir industry
peers in subsequent peri ods.

Franci s, Hanna and Vincent (1996), hereafter FHV,
devel op and enpirical nodel that discrimnates between
i ncentive-driven or inpairment-driven determ nants of the
accounting wite-off decision. Their study uses three
proxi es for managerial incentives—a change in senior

managenent around the wite-off, pre-wite-off perfornmance
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relative to prior year perfornmance, and the nunber of tines
the firmrecorded a wite-off in the preceding five years.
The aut hors use historical firm performance and i ndustry
trends to proxy for asset inmpairment. FHV conduct their
test using a weighted tobit nodel, on a matched sanpl e of
firms recording wite-offs—negative special itens
representing at |least 1% of total assets—and non-wite-off
firms. FHV find that the inpairnment variables are
significant in explaining the timng and magni tude of the
accounting wite-off. They also find that, after
controlling for inpairnment, the frequency and size of
accounting wite-off increase when firms change upper
managenment and when firnms have a history of recording
accounting wite-offs. Contrary to Zucca and Canpbell’s
finding of big bath and income snoot hi ng behavior, FHV find
that wite-offs are decreasing in abnormally poor or good
performance relative to prior year

Rees, G Il and Gore (1996), hereafter RGG investigate
whet her accounting wite-offs reflect opportunistic
behavi or or provide value-relevant information to
investors. They first provide descriptive evidence that
firms reporting wite-offs experience increasingly poor
performance in the three years preceding the wite-off,

consistent with prior studies. Next, RGG exan ne the
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pattern of abnormal accruals surrounding the accounting
wite-off. The authors argue that if nanagers have
incentives to record discretionary accounting wite-offs,
it is also likely managers will exercise discretion over
accruals. The authors docunent a significant pattern of
negati ve abnormal accruals concurrent with the wite-off.
RGG interpret this evidence as consistent with earnings
managenent to inprove future earnings. However, the
authors find no evidence that these accruals reverse in
subsequent years. Thus, the authors conclude that the
negati ve abnormal accruals “are a credible signal to the
mar ket regarding firmvalue (p. 158).”

Heflin and Warfield (1997) extend prior research on
accounting wite-offs by investigating the tineliness of
accounting wite-offs and whet her nanagers overstate these
charges to inprove future earnings. The authors first test
whet her managers record accounting wite-offs on a tinely
basis by conparing the financial performance of wite-off
firms to that of a matched sanple of industry peers. Their
results show that, relative to their industry peers, wite-
off firms experience |ower stock returns in the year of and
the three years preceding the wite-off. Conversely, the
authors find that wite-off firnms report earnings equal to

or greater than do their industry peers for the three years
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preceding the wite-off, but report significantly | ower
pre-write-off earnings in the wite-off year. Heflin and
Warfield interpret these results as suggesting that
managers have incentives to delay wite-off recognition in
order to achieve earnings managenment objectives.

Second, the authors test whether firms overstate
accounting wite-offs to inprove future earnings. They
note that excessive wite-offs depress current period
earni ngs by accel erating expenses fromfuture periods, thus
overstating future earnings. Further, they also notivate
this anal ysis based on prior research suggesting that
managers have incentives to record wite-offs when earnings
are particularly low (take a bath) or particularly high
(i ncome snmoothing). The authors find no support for
managers incentives to take a bath, however they do find
evi dence consistent with i ncone snoot hi ng.

Ki rschenheiter and Mel umad (2002), hereafter KM
contribute to this area of research by offering theoretical
support for enpirical findings of big bath and i ncone
snmoot hi ng behavior. Specifically, the authors devel op an
anal yti cal nmodel in which big baths and i nconme snoot hi ng
are part of a value-maxim zing reporting strategy. Unlike
the other articles reviewed in this section, KM do not

explicitly discuss accounting wite-offs; rather, they
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consi der managerial incentives to significantly under-
report earnings when news is sufficiently bad (big bath) or
when news is sufficiently good (incone snoothing). Their
nodel assunes that firmvalue increases in the |evel of
reported earnings, but decreases in the nmagnitude of the
earni ngs surprise. Thus, when earnings are sufficiently
hi gh, managers have incentives to under-report (snooth)
earnings to increase the inferred precision. Conversely,
when earnings are sufficiently | ow, nmanagers w |l under-
report earnings to 1) further distort the inferred

preci sion of earnings and 2) shift income into future
reporting periods. KMrelate their analytical results to
enpirical studies by showing that firms avoid reporting
negati ve earnings surprises and attenmpt to report snall
positive earnings surprises.

Moehrl e (2002) contributes to both the earnings
managenent and big bath literatures by exam ning whet her
managers use restructuring charge reversals to manage post-
charge earnings. The author notes that while regulators
(e.g., Levitt) and nenbers of the financial press suggest a
w despread abuse restructuring charges to manage earni ngs,
academ c research has provided little evidence supporting
t hese argunents (e.g., Bens 2002; Bens and Johnston 2002).

This study provides a nore direct test of earnings
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managenent by exami ning the tim ng and nagnitude of
restructuring charge reversals in settings where managers
have strong incentives to manage earni ngs—+eport positive
earni ngs, increasing earnings and neet earnings
expectations (see discussion above). He selects a sanple
of restructuring charge reversals and hypot hesi zes t hat
reversals will occur when firnms’ pre-reversal earnings fall
short of the earnings benchmark (i.e., positive earnings,
i ncreasi ng earnings and anal ysts’ earnings forecasts).
Consi stent with concerns expressed by former SEC Chairman
Arthur Levitt, Moeherle finds evidence supporting his
hypot heses.

A wor ki ng paper by Bens and Johnston (2002) docunents
evi dence in contrast to concerns about w despread earnings
managenent surroundi ng corporate restructurings. Anal ogous
to the Jones (1991) nodel, this study deconposes
restructuring charges into non-discretionary and
di scretionary conponents. The authors then regress the
di scretionary charge on a nunber of proxies for earnings
managenent incentives (e.qg., big bath, inconme snoot hing,
and poor corporate governance). Their enmpirical results
show no statistical evidence that the discretionary
conponent of restructuring charges is associated with

ear ni ngs managenent incentives. This study also finds that
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| ess than 8% of firnms reverse part of the restructuring
charge in subsequent periods. The authors conclude that
their results do not support the view that restructuring
charges are used to systematically nanage earnings.

In sum the evidence reported above suggests that the
extant research on the extent of managerial opportunismin
the timng and neasurenent of accounting wite-offs has
yielded relatively m xed and inconclusive results. 1In
addition, while sone studies argue that nmanagers record
accounting wite-offs to create future accounting
flexibility, no study has directly exam ned how the ability
to nmanage earnings in the current period affects the wite-
of f decision. Table 3 provides a summry of the evidence
on managerial discretion and incentives to record
accounting wite-offs.

2.5. Contribution of This Study to the Literature

This dissertation contributes to the earnings
managenent literature in the follow ng ways. First, it
extends the findings reported by Barton and Sinko (2002) by
exam ni ng whet her earni ngs nmanagenent constrai nts have
ot her financial statenment inplications beyond expl aining
whet her firnms’ ability to neet earnings targets.
Specifically, this dissertation exam nes whet her managers’

ability to manage earnings affects other neasurenent and
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TABLE 3
Sunmary of Research on Managerial Discretion and I ncentives
to Record Accounting Wite-offs

Aut hor s

Mai n Fi ndi ngs

Strong and Meyer (1987)

Fl exi bl e accounti ng standards
i nduce manageri al opportuni sm
with respect to accounting
write-offs.

Elliott and Shaw (1988)

Wite-offs are associ at ed
with poor performnce and
typically occur during the
fourth fiscal quarter.

Zucca and Canpbel |l (1992)

Evi dence suggests that
managers record wite-offs to
take a big bath or to snmooth
i ncone.

Franci s, Hanna and Vi ncent
(1996)

Ti m ng and magni tude of
accounting wite-offs

associ ated with both

i npai rment- and incentive-
rel ated proxies; however,
findings contrary to big bath
or i ncome snoot hi ng behavi or.

Rees, G Il and Gore (1996)

Wite-offs reflect underlying
econom ¢ performance; no

evi dence of subsequent
ear ni ngs nmanagenent .

Heflin and Warfield (1997)

Managers have incentives to
delay the tim ng of
accounting wite-offs to
achi eve earnings objectives.

Ki rschenhei ter and Mel umad
(2002)

Devel op anal ytical nodel in
whi ch big bath and i ncone
snmoot hing are opti nmal
reporting strategies

Moehrl e (2002)

Managers strategically tinme
restructuring charge
reversals to neet or beat
ear ni ngs benchnmarks.

Bens and Johnston (2002)

No evi dence t hat
restructuring charges are
associ ated with earnings
managenent incentives.
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j udgnment deci sions avail able to managers within GAAP —
particularly, the reporting of |arge asset i npairnent
write-downs and restructuring charges (i.e., accounting
wite-offs). In addition, the research design used in this
study provides future researchers a nmechanismto exam ne
how ear ni ngs managenent constraints affect other reporting
deci sions or voluntary disclosure strategies.

Second, this study contributes to the body of accounting
research that exam nes whet her managers record | arge
accounting wite-offs as part of a big bath strategy to
create (or recover) the ability to manage earnings (e.qg.
Rees et al 1996; Mehrle 2002). Wiile this studydoes not
directly exam ne managerial incentives to manage future
earni ngs, the findings suggest that firms with insufficient
ear ni ngs managenent di scretion are nore likely to record
accounting wite-offs, consistent with the incentive to
recover earnings managenment flexibility.

Finally, this study contributes to the energi ng body
of research using the earnings distribution approach to
assess earni ngs managenent around benchmarks. VWhile prior
studies interpret the discontinuity in the earnings
di stribution around earnings benchmarks as evi dence of
i ncome-i ncreasi ng earni ngs managenent, this study offers a

second (but not necessarily conpeting) explanation for this
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observed phenonenon. That is, the evidence in this study
suggests that managers faced with reporting earnings that
fall slightly short of the benchmark, but I acking
sufficient discretion to avoid this outcone, use the
opportunity to record incone-decreasing accounting wite-
offs. This behavior would also dilute the observed

frequencies of small | osses and earnings decreases.
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CHAPTER 3

HYPOTHESI S DEVELOPMENT

Barton and Sinko (2002) report evidence that earnings
managenent constraints enbedded within GAAP |limt nmanagers’
ability to opportunistically nmanage earni ngs upward.
However, their findings also give rise to questions about
whet her these constraints are associated with other
strategic reporting decisions. The purpose of this chapter
is to develop two predictions about the association between
earni ngs managenent constraints enbedded w thin GAAP and
managers’ decisions to record accounting wite-offs.

G ven the findings discussed in the earnings
managenent studies reviewed in chapter 2, this study posits
t hat managers with strong incentives to manage earni ngs
upward (e.g., settings in which managenent faces the
prospect of m ssing an earnings benchmark) are less |ikely
to record incone-decreasing accounting wite-offs when
sufficient earnings managenent flexibility is avail able.
However, when their ability to manage earnings upward is
limted by constraints enbedded wi t hin GAAP, managers have

incentives to record an accounting wite-off for two
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reasons. First, recent analytical evidence suggests that
taking a big bath is part of an optinmal reporting strategy
i n which managers can distort the precision of the bad news
and shift income into future periods (Kirschenheiter and
Mel umad 2002). Second, Barton and Sinko (2002) find that
the ability to manage earnings upward varies inversely with
the extent to which net asset val ues exceed those based on
a neutral application of GAAP. G ven that accounting
wite-offs significantly reduce net asset values on the
bal ance sheet, managers faced with earni ngs nanagenent
constraints in the current period have incentives to record
an accounting wite-off to avoid facing simlar constraints
in the future (DeFond 2002). Based on these argunents,
this study tests the foll owi ng hypot hesis about the effect
of earnings managenent constraints on accounting wite-off

deci si ons:

Hia: The extent to which managers face earni ngs managenent
constraints relative to neeting their earnings
benchmarks is positively associated with the
i kel'i hood that the manager will choose to record an
accounting wite-off, ceteris paribus.

This study al so posits that the margi nal effect of the
| evel of earnings managenent constraints on the |ikelihood

of a wite-off is inversely related to the anount by which
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earnings (before the wite-off decision) fall short of the
benchmark.! Specifically, when the benchmark shortfall is
extrenme, earnings managenent constraints are not likely to
factor into managers’ write-off decisions because the
benchmark is sufficiently out of reach. Under this

condi tion, accounting wite-offs are likely reflecting the
under | yi ng econom c condition of the firmrather than
manageri al opportunism (e.g., Rees et al 1996).

Conversely, managers | acking sufficient earnings nmanagenent
flexibility to manage earnings upward by a relatively snal
amount may have no recourse but to take a big bath rather
than report earnings that just slightly m ss the benchmnark.
Therefore, this study tests the follow ng hypot hesi s:

H,a: The margi nal effect of earnings managenent constraints
on managers’ write-off decisions varies inversely with

t he anount by which earnings fall short of the
benchmark, ceteris paribus.

1 Barton and Sinko (2002) find an inverse relation between firms ability
to avoid a negative earnings surprise (based on cents per share) varies
inversely with the nunber of shares outstanding, since 1 penny per
share of additional earnings is likely easier to achieve via earnings
managenment for firms with fewer shares outstanding.
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CHAPTER 4

SAMPLE SELECTI ON, DATA, AND VARI ABLE SPECI FI CATI ONS

This chapter develops enpirical tests of the study’'s
hypot heses. The first section explains the sanple
sel ecti on process and provi des sel ected characteristics of
t he sanple period. The second section operationalizes the
enpirical proxy for earnings nmanagenent constraints
di scussed in chapter 3. The third section devel ops a set
of variables to control for other factors associated with
wite-off decisions. Finally, the fourth section defines
the empirical nodel used to test the study’s basic
hypot hesis that the |ikelihood of an accounting wite-off
is positively related to the extent to which managers face
ear ni ngs managenent constraints enbedded wi thin GAAP.
4.1. Sanple Sel ection and Data Sources

4.1.1. Description of Sanple Firns

The sanple in this study includes annual data for all
firms on the Conpustat Full Coverage, Primary, Secondary
and Tertiary databases during 1976 — 2000. This sanple
period is conparable to those in prior studies utilizing

the distributional approach to assess earni ngs managenent
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around earni ngs benchmarks (e.g., Burgstahler and Di chev
1997). Uilities and financial services firms (2-digit SIC
codes 49 and 60-67) are excluded fromthe sanpl e because
these firns are subject to regulatory accounting

requi renents and thus, may have different reporting
incentives (Barton and Sinko 2002). The elim nation of
observations with mssing data for the nmain test variables
yields a final sanmple of 51,581 annual observations
pertaining to 5,749 firms within 64 industries (based on 2-
digit SIC code).

Tabl e 4 presents general characteristics of the sanple
during 1976-2000. First, the nunmber of observations
increased from822 firnms in 1976 to 5,154 firms in 2000,
consistent with a growth in the nunber of new firms and
wi der firm coverage by Conpustat over tinme. Second, the
average firm size, neasured as the nmarket value of conmon
equity, increased from$574 mllion in 1976 to $1.5 billion
in 2000. The sanple also exhibits a declining trend in
reported earnings per share. Specifically, the average EPS
decreased from $2.16 in 1976 to $0.04 in 2000, consistent
with findings reported by Gvoly and Hayn (2002), who argue

t hat accounting conservati sm has increased over tine.
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TABLE 4
CGeneral Characteristics for the Sanple of 51,581 Firm Year
Qbservations Fromthe Conpustat Full Coverage, Primary,
Secondary and Tertiary Databases During 1976-2000

Aver age
Mar ket Val ue Aver age
of Conmmon Ear ni ngs Per

Nurmber of Equity Shar e!
Year Firnms ($ MIlion) ($)
1976 822 573.9 2.16
1977 848 512. 6 2.13
1978 866 522.7 2. 47
1979 904 556. 6 2.55
1980 947 661. 4 2.22
1981 987 595. 2 1.99
1982 1,120 579.9 1.33
1983 1,158 684. 3 1.24
1984 1, 240 622. 2 1.27
1985 1, 305 736.5 1.01
1986 1, 362 830.1 0.76
1987 1,477 861. 2 0. 86
1988 1,608 800. 5 0. 90
1989 1, 669 921.5 0. 84
1990 1,700 860. 4 0.63
1991 1,817 1013.9 0. 45
1992 2,014 1027.0 0. 38
1993 2,229 1150. 6 0. 45
1994 2,633 1077.9 0.59
1995 2,948 1182. 8 0. 56
1996 3,480 1225. 3 0.52
1997 4,040 1298. 8 0.42
1998 4,470 1285. 3 0. 22
1999 4,783 1525.1 0. 22
2000 5,154 1468. 4 0.04
Tot al 51, 581 1083. 0 0.69

"The anounts reported are based on earnings before extraordinary
itens.

Tabl e 5 presents the industry representation of the
sanpl e based on 2-digit SIC codes. The nodal industry
represented in the sanple is Business Services (SIC code

73), with 941 firnms accounting for 5,438 observations. The
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i ndustry with the second hi ghest representation of firns is
Chem cals and Allied Products (SIC code 28), with 481 firns
accounting for 4,191 observations.® The twenty industries
with the highest sanple representati on account for 78% of

the entire sanple.

TABLE 5
I ndustry Representation Based on 2-Digit SIC Code for the
Sanple of 5,749 Firns Fromthe Conpustat Full Coverage,
Primary, Secondary and Tertiary Databases During 1976-2000

Nunber of
SIC Nunber of Firm Year
Code I ndustry Descri ption Firns Cbservati ons
73 Busi ness Servi ces 941 5, 438
28 Chemicals & Allied Products 481 4,191
36 El ectr, Other Electric Equip, Ex Cnp 479 5, 009
35 I ndl, Conml Machy, Conputer Eq 420 4,246
38 Meas. Instr, Photo Gds, Watches 380 3,702
48 Communi cat i ons 267 1, 383
13 Ol & Gas Extraction 201 2,122
50 Dur abl e Goods - Whol esal e 166 1, 668
87 Engr, Acc, Resh, Mynt , Rel Svcs 138 918
20 Food and Ki ndred Producuts 133 1, 487
59 M scel | aneous Ret ai l 128 972
37 Transportati on Equi pnent 113 1,332
80 Heal th Services 110 840
33 Primary Metal |ndustries 106 1,191
58 Eating & Drinking Places 105 945
51 Nondur abl e Goods - Whol esal e 90 862
34 Fabr Metal, Ex Machy, Trans Eq 87 1,165
27 Printing, Publishing & Allied 83 996
30 Rubber & M sc. Plastics Prods 75 838
26 Paper and Al lied Products 65 721
Al |
O her 1,181 11, 555
Tot al 5,749 51,581

1 The large disparity between these two industries in terns of the
nunber of representative firnms is likely due to a significant growth in
Busi ness Services firns during the latter part of the sanple. For
exanpl e, Business Services firns average only 5.8 years in the sanple
(5,438/941), while firnms in SIC code 28 average 8.7 years.
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4.2. Variable Specifications
4.2.1. Dependent Vari able

As discussed in Chapters 1 and 3, the term ‘accounting

wite-offs’ describes both asset inpairment wite-offs and

corporate restructuring charges. Conpustat includes these

charges in its data item #17 (special itens), which al so

i ncl udes other non-recurring gains and | osses. G ven the

data coll ection costs required to exam ne the financi al

statenents for each observation, this study follows prior

research (e.g., Elliott and Shaw 1988; Francis et al 1996)

by classifying firmyear observations with negative speci al

items (Conpustat item #17) that exceed 1% of begi nni ng

total assets as wite-off firnms.? Gven this study’s focus

on accounting wite-offs as discrete financial reporting

choi ces, the dependent variable (WRITE _OFF) is defined as

fol | ows:

WRI TE_OFF = One (1) for firmyears with
negati ve special itenms that exceed
1% of begi nning total assets, and
zero (0) otherw se.
Table 6 reports that sanple firns recorded a tota

10, 343 accounting wite-offs during 1976-2000,

2 Elliott and Shaw (1988) observe that Conpustat often codes firmyears
with no special itens with nmissing value indicators (‘.’). Consistent
with their approach, this study codes special itens as 0 for firmyears
in which special itens are ‘m ssing,’ but total assets (data item #6)
are not.
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Frequency and Magni tude of Accounting Wite-offs for the
Sanpl e of 51,581 Firm Year Cbservations

During 1976- 2000

Aver age
Number of Magni t ude
Nunmber of Wite-off Rel ati ve Rel ati ve
Fi rms Firns! Frequency to Total
Year (A) (B) (Bl A) Asset s?
1976 822 30 3. 6% 5.5%
1977 848 43 5.1 5.5
1978 866 37 4.3 4.0
1979 904 33 3.7 4.9
1980 947 38 4.0 4.5
1981 987 53 5.4 5.0
1982 1,120 79 7.1 5.5
1983 1,158 85 7.3 5.7
1984 1, 240 119 9.6 5.7
1985 1, 305 162 12. 4 6.5
1986 1, 362 194 14. 2 8.0
1987 1,477 179 12.1 6.5
1988 1, 608 235 14. 6 6.7
1989 1, 669 274 16. 4 6.2
1990 1, 700 347 20. 4 6.6
1991 1,817 374 20. 6 7.8
1992 2,014 445 22.1 8.0
1993 2,229 467 21.0 8.7
1994 2,633 485 18.4 8.7
1995 2,948 708 24.0 9.1
1996 3,480 809 23. 2 9.8
1997 4,040 1,041 25.8 9.9
1998 4,470 1, 306 29.2 9.4
1999 4,783 1, 255 26. 2 8.5
2000 5,154 1, 545 30.0 11.0
Tot al 51,581 10, 343 20. 1% 8. 9%

Ibservations are coded as write-off firms when the
negati ve special itenms (Conpustat item #17) exceeds
total assets.

reported val ue of
1% of begi nni ng

2The values in this colum reflect the average wite-off magnitude, in
absolute terns, relative to total beginning assets for wite-off firmns.

representing approxi mtely 20% of the population. The

relative frequency of firms recording wite-offs in the

sanpl e popul ation increased from3.6% (30 out of 822 firns)
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in 1976 to 30% (1,545 out of 5,154 firms) in 2000.° Table 6
al so reveals a steady, but less striking, increase in the
magni t ude of accounting wite-offs relative to total
assets. Specifically, the average wite-off magnitude
increased from5.5%of total assets in 1976 to 11% of tota
assets in 2000.

4.2.2. Earnings Managenent Incentive to Avoid Losses

As discussed in chapter 1, a test of whether managers’
ability to manage earnings upward affects reporting
deci sions requires the definition of a context in which
managers have strong earni ngs managenent incentives. This
mai n analysis in this study focuses on nanageri al
incentives to achieve the zero-earnings benchmark because
prior research suggests w despread earnings nmanagenent to
avoid | osses (Burgstahler and Dichev 1997; Degeorge et al
1999). G ven that accounting wite-offs reflect line itens
used in the cal cul ation of bottomline net income, this
study neasures the | evel of earnings before special itens
relative to the zero-earnings benchmark to proxy for
manageri al incentives to nmanage earni ngs upward.
Consistent with Elliott and Hanna (1996), the |evel of

earni ngs before special itens (EBSI) is neasured as

S Elliott and Hanna (1996) report similar findings regarding the over
time trend in the frequency of wite-offs.
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earni ngs before extraordinary itens (EBEI) plus incone tax

expense (TAXES) m nus special items (SPECIAL):

EBSI = (EBEI + TAXES — SPECI AL).

Thus, this study assunes that incentives to manage earni ngs
upward are strong when the | evel of earnings before special
itenms is below the zero-earnings benchmark (i.e., EBSI <
0).

4.2. 3. Measuri ng Earni ngs Managenent Constraints

This study devel ops a proxy for earnings nanagenent
constraints relative to neeting or exceeding the zero-
earni ngs benchmark based on based on evidence reported by
Barton and Sinko (2002) suggesting that managers’ ability
to manage earnings upward varies inversely with the extent
to which net asset values exceed those based on a neutral
application of GAAP. To capture this effect, this study
foll ows the approach used by Barton and Sinko (2002), which
nmeasures the | evel of net operating assets (NOA) at the

begi nning of year t scal ed by sales during year t-1%

NOA

Net operating assets at the begi nning
of year t scal ed by sales during year
t-1,

4 Barton and Sinko (2002) use a neasure of net operating assets at the
begi nning of quarter t divided by sales during quarter t-1 because
their study focuses on managerial incentives to avoid negative
quarterly earnings surprises.
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wher e: Net operating assets are nmeasured as
sharehol der’s equity m nus cash and
mar ket abl e securities plus total debt.
Consistent with the findings reported by Barton and Sinko
(2002), this study assunes that the greater the val ue of
NOA, the greater the constraints faced by nmanagers who w sh
t o manage earni ngs upward. To proxy for earnings
managenment constraints pertaining to managers’ incentives

to neet or exceed the zero-earnings benchmark, this study

measures NOA CONSy as foll ows:

NOA_CONSg = NOA for firmyears in which
earni ngs before special itens are
bel ow t he zero-earnings benchmark
(i.e., EBSI < 0), and zero
ot herw se,

wher e: The subscript 0 indicates the
zer o- earni ngs benchmark

Cbservations coded with values of zero for NOA CONS

i ndicate the absence of earnings nmanagenent constraints

relative to the zero-earnings benchmark because these firm
years report EBSI 3 O.

Hypot hesis 1 predicts a positive association between
NOA CONSy and t he dependent variable, WRITE_OFF. That is,

t he greater the earnings managenent constraints relative to
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nmeeting or exceeding the zero-earnings benchmark, the
greater the likelihood of an accounting wite-off.

4.2. 4. Measuri ng the Benchmark Shortfall

To proxy for the earnings shortfall relative to the
zer o- earni ngs benchmark (SHORTFLLo), this study neasures the
absol ute val ue of EBSI scal ed by the wei ghted nunmber of
shares outstanding during the year for firmyears in which

EBSI < 0, and zero for all other observations®:

SHORTFLL,g = The absol ute val ue of EBSI scal ed
by wei ght ed shares outstandi ng
during the year for firmyears in
whi ch EBSI < 0, and zero
ot herw se,

wher e: The subscript O indicates the
zer o- ear ni ngs benchmark

Consi stent with the neasurenment of NOA CONSj,, observations
coded with values of zero for SHORTFLLo indicate firmyears
in which earnings before special items neet or exceed the
zer o- earni ngs benchmark. Consistent recent anal ytical
evi dence that managers have incentives to take a big bath
when earnings are below reporting targets (Kirschenheiter

and Melumad 2002), this study predicts that the greater the

5> This study measures the earnings shortfall in absolute terns to
facilitate the interpretation of this variable and the interaction term
bel ow.
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earnings shortfall relative to the zero-earnings benchmark,
the greater the |ikelihood of an accounting wite-off.

4.2.5. Interaction Between NOA CONS and SHORTFALL

Next, this study uses the interaction between NOA CONS
and SHORTFLL to test whether the association between the
extent of earnings managenent constraints relative to
meeting or exceeding the zero-earnings benchmark and the
i kel'i hood of an accounting wite-off varies with the

earni ngs shortfall:

NOA CONSg* SHORTFLL,.
Hypot hesis 2 predicts an inverse associati on between the
interaction termand the dependent variable. That is, the
associ ati on between NOA CONS and WRI TE_OFF becones weaker

as the values of SHORTFLL becone | arger.

4.2.6. Control Vari abl es

4.2.6.1. Controls for History of Past Wite-offs

Prior research investigating the timng and nature of
accounting wite-offs find that firms with a recent history
of recording wite-offs are likely to do so in the future
(El'liott and Hanna 1996; Francis et al 1996). Therefore,

this study controls for the nunmber of accounting wite-offs



56

recorded during the three years preceding year t for each

firmyear observation:

HI ST ¢ = Tot al nunmber of accounting
wite-offs recorded by firmi
during the three fiscal years
precedi ng year t.

Consistent with prior research, this study predicts a
positive association between HI ST and the dependent
vari abl e.

In addition, firms in industries that tend to record
frequent wite-offs have a greater |ikelihood of recording
a wite-off in the current period (Francis et al 1996).
Thus this study also includes a variable to control for the
i ndustry’s propensity to record wite-offs:

| ND_HI ST;¢ = Aver age nunber of wite-offs

recorded by all firms (excluding
firmi) in the sane 3-digit
i ndustry classification as firmi
during the three years preceding
year t.
Consistent with the firmspecific neasure, this study
predicts a positive association between IND HI ST and the

l'i kel i hood of an accounting wite-off.

4.2.6.2. Controls for Recent Performance

Prior research al so suggests that firnms experiencing

recent poor performance are likely to record accounting
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wite-offs to reflect the costs associated with changi ng
the firms strategic direction or to wite-down the val ues
of assets whose costs are inpaired or unrecoverable (e.g.,
Francis et al 1996). First, this study controls for recent
firm performance by nmeasuring the change in the firmi’s

return-on-assets ratio during the year preceding year t:

DROA ¢ = Change in ROA for firmi during the
year preceding year t, where ROA is
measured as earnings before
extraordinary itenms (EBEI) divided by
begi nning total assets.

Consi stent with prior research, this study predicts a
negati ve associ ati on between DROA and the dependent
vari abl e.

Second, this study includes a control for the
i keli hood of asset inpairnent based the ratio of a firm's
book value of equity to its market value of equity (i.e.,
book-to-market ratio). Francis et al (1996) argue that
firms with recent increases in their book-to-market ratios
are nore likely to have inpaired assets. Thus, this study
measures the change in firmi’s book-to-nmarket ratio during

t he year preceding year t:

DBTM ¢ Change in firmi’s book-to-market
ratio during the fiscal year

precedi ng year t.
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This study predicts a positive associ ati on between DBTM;

and the dependent vari abl e.
Finally, this study includes variables to contro

for industry-specific performance:

| ND_DROA ¢ Medi an change in return-on-assets
ratio for all firms in the sane 3-
digit industry classification as
firmi during the year preceding

year t,

| ND_DBTM ¢

Medi an change i n book-to-market
ratio for all firns the sane 3-
digit industry classification as
firmi during the year preceding
year t, and

| ND_GROWIH, ¢ = Medi an percentage sal es growth of
all firms in same industry as firm
i during the year preceding year
t.
Predictions for the variables | ND DROA and | ND _DBTM are
consistent with those for the firmspecific neasures. That

is, this study predicts a negative associ ati on between

| ND_DROA and WRI TE_OFF, and a positive association between

| ND_DBTM and WRITE_OFF. In addition, this study predicts
that firms in industries with declining sales growth

(IND_GROWIH) are nore likely to record a wite-off.
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4.2.6.3. Controlling for Tine Effects

In addition to the control variables described above,
this study al so includes a vector of dummy vari abl es for
each fiscal year (YEAR) to control for any changes in
econom ¢ conditions over tinme as well as any changes in the
exi stence of authoritative guidance with respect to asset
i mpai rment write-downs and corporate restructuring charges
(e.g., SFAS No. 121 and EI TF 94-3).

Thi s concl udes the description of the variables used
in testing the study’ s hypotheses. Table 7 provides a
sunmary of the enpirical variables.

4.3. Model Used in Testing the Hypotheses

Hy posits that the extent to which overstatenment in net
asset val ues constrains managers’ ability to nanage
earnings upward is positively associated with the
i kelihood that firms will record an accounting wite-off
in the current year, after controlling for wite-off
hi story, firm performance, inpending asset inpairnents,

i ndustry-specific factors and fiscal year. Furthernore, H
posits that this association varies inversely with the

anount of additional earnings nmanagenent necessary to neet
the earnings target. These hypotheses are operationalized

as foll ows:
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TABLE 7
Summary of Enpirical Proxies

Enpirical Variable

Descri ption

Dependent Vari abl e

VWRI TE_OFF

I ndi cator variable equal to 1
for firmyears in which the
reported ampunt of negative
speci al itens exceeds 1% of
total assets, and zero

ot her wi se.

Mai n Test Vari abl es

NOA_CONS,

Ext ent of earni ngs managenent
constraints, nmeasured as the

| evel of net operating assets
scal ed by past sal es, when the
| evel of earnings before
special itens falls short of
the zero-earnings benchnark.

SHORTFLL,

Amount by which earnings fal
short of the zero-earnings
benchmar k

Control Vari abl es

H ST

Nunmber of wite-offs recorded
by a firmduring the past three
years

DROA

Change in return-on-assets
rati o during the year preceding
year t

DBTM

Change in book-to-market ratio
during the year precedi ng year
t

ND_HI ST

Aver age nunber of wite-offs
recorded by all firmis in firm
i'’s 3-digit SIC classification
(excluding firmi)

| ND_DROA

Medi an change in return-on-
assets ratio for firmi’'s
i ndustry (3-digit SIC

| ND_DBTM

Medi an change in book-to-nmarket
ratio for firmi’s industry (3-
digit SIC

'ND_GROMH

Medi an percentage sal es growth
for all firms in the sane
i ndustry as firmi

YEAR

Vect or of dumry vari abl es for
T-1 fiscal years
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Prob(WR TE_OFF;; = 1)=

F(bo + biNOA CONSy i+ + boSHORTFLLg, ¢

wher e:

+ b3NOA _CONSp, it * SHORTFLLg it + bsHI STit + bsDROA; ¢
+ beDBTM: + b7I ND_HI ST;; + bgl ND_DROA

+ bol ND_DBTM; + bigl ND GROWMH; + b' YEAR, + ui{) (1)

F(b' x) = c‘ixf(t)dt

WRI TE_OFF; ¢ = 1if firmi records a wite-
of f during year t, zero
ot herw se,

NOA CONSp ¢ = Ear ni ngs managenent
constraints relative to
meeting or exceeding the
zer o- earni ngs benchmark
measured as NOA for firm
years in which EBSI < 0, and
zero ot herw se,

SHORTFLL, it = Amount of additional earnings
necessary to neet the zero-
ear ni ngs benchmar k, measured
as the absol ute val ue of EBSI
scal ed by wei ghted nunber of
shares outstanding for firm
years in which EBSI < 0, and
zero ot herw se,

HI ST = Nunmber of wite-offs recorded

by firmi during the three
years preceding year t,
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DROA ¢ = Change in return-on-assets
ratio for firmi during the
year preceding year t,

DBTM ¢ = Change i n book-to-narket
ratio for firmi during the
year preceding year t,

| ND_HI ST; ¢ = Aver age nunber of wite-offs
recorded by all firmin the
sane industry firmi
(excluding firmi) during the
three years preceding year t,

| ND_DROA = Medi an change in return-on-
assets ratio for all firnms in
the same industry as firmi
during the year preceding
year t,

| ND_DBTM ¢ = Medi an change in book-to-
mar ket ratio all firms in the
sane industry as firmi
during the year preceding
year t,

| ND_GROWIH, ¢ = Medi an percentage sal es
gromh for all firnms in the
same industry as firmi
during the year preceding
year t, and

YEAR; = Vector of dumry vari ables for
T-1 fiscal years, where T =
25.

Consistent with H;, the nodel predicts that the NOA CONSy

coefficient (by) wll be significantly positive. The nodel

predicts that the SHORTFLLo coefficient (by) wll be

positive. Next, H, predicts that coefficient on the
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interaction between NOA CONSy and SHORTFLLo (b3) will be
significantly negative. Predictions for the control

vari ables are as discussed in the previous section.
Finally, no predictions are made with respect to the vector

of variables to control for time-effects (YEAR).
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CHAPTER 5

EMPI Rl CAL RESULTS

This chapter reports results of enpirical tests
regarding the effects of earnings managenent constraints on
managers’ decisions to record accounting wite-offs on a
sanple of 51,581 firmyear observations. Section 5.1
di scusses descriptive statistics and correl ati ons anong
variables. Section 5.2 reports and interprets pooled
probit regressions for both hypotheses, while section 5.3
reports results using a random effects probit regression.
Section 5.4 presents additional evidence regardi ng whet her
al ternate specifications of the enpirical proxy for
managers’ ability to manage earning upward affect the
study’s inferences. Section 5.5 presents additional
evi dence regardi ng whether alternate specification of the
earni ngs benchmark affects the study’ s inferences.
Finally, section 5.6 summarizes the study’ s results.

5.1. Descriptive Statistics and Correl ations
5.1.1. Descriptive Statistics
Panel A of table 8 reveals that this sanple varies

widely in terms of general firmcharacteristics. For
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exampl e, the medi an market val ue of common equity (MKTVAL)
is $78 mllion, while the nmean is $1.1 billion (which is
more than twice the third quartile, $452 million).! The
nmean total assets (ASSETS) for the sanple, $1.5 billion, is
over fifteen tines the nmedian, $93 million, and over three
times the third quartile, $468 mllion. Simlarly, the
mean val ue of net sales (SALES) for the sanple is $1.4
billion, while the nmedian and third quartile are $105
mllion and $578 nmillion, respectively. The nmean net

i ncome during the sanple period is $49 mllion, which is
nore than twi ce the anount of the third quartile, $21
mllion. Finally, the frequency of reported | osses
(LOSSES) during the sanple period is 32%

Panel B reports descriptive statistics for the main
test variables in the enpirical nodel. By construction,
the proxy for the extent of earnings managenment constraints
relative to neeting the zero-earnings benchmark, NOA CONS,
and the correspondi ng neasure of the earnings shortfall
relative to this benchmark, SHORTFLL,, are coded as zero for
firmyears in which managenent does not face the prospect
of reporting a loss. Thus, the nmean value of NOA CONS, is

0.573, while the nedian and third quartile are 0.000 and

1 Here, and in the remaining analyses, all variables are Wnsorized at
the 15t and 99'" percentiles of their distributions.
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TABLE 8

riptive Statistics for the Sanple of 51,581

Firm Year Observations During 1976-2000

Panel A: Variables of General Interest:

St andar d First Third
Vari abl es Mean Deviation Quartile Median Quartile
MKTVAL ($) 1083.0 3494. 1 17.0 77.8 452.5
ASSETS ($) 1495.0 8420. 1 20.5 93.4 468. 3
SALES ($) 1436.6 6559. 0 19.7 105.5 527.8
NI (%) 49.0 188.0 -1.0 2.4 20. 8
LOSSES (%9 31.6 46. 5 0.0 0.0 1.0
Panel B: Main Test Variabl es:

St andard First Third
Vari abl es Mean Deviation Quartile Median Quartile
NOA CONSy 0.573 2.384 0. 000 0. 000 0. 235
SHORTFLL, 0. 240 0.693 0. 000 0. 000 0. 080
Panel C. Control Vari ables:

St andar d First Third
Vari abl es Mean Deviation Quartile Median Quartile
HI ST 0. 475 0.724 0. 000 0. 000 1. 000
DROA 0. 008 0. 283 -0.044 -0. 001 0.032
DBTM -0.013 0. 587 -0. 144 0. 002 0. 152
| ND_HI ST 0. 317 0. 229 0. 143 0. 286 0. 464
| ND_DROA -0. 002 0.032 -0.011 -0. 001 0. 008
| ND_DBTM 0. 000 0.162 -0. 050 0. 003 0. 057
| ND GROMH -0. 296 0. 459 -0.927 - 0. 047 0. 064

Dol lar ($) anounts

MKTVAL
ASSETS
SALES

NI

LOSSES
WRI TE_OFF

NOA_CONS,

SHORTFLL,

H ST

DROA

DBTM

I ND_H ST

| ND_DROA

| ND_DBTM

| ND_GROATH

in mllions.

Mar ket val ue of common equity.

Total assets.

Net sal es.

Net incone.

Frequency of firns reporting net | osses.

Variabl e indicating whether or not firmrecorded a wite-
off during the year.

Net operating assets at beginning of year t scaled by
sales during year t-1 for firmyears in which earnings
before special itens fall short of the zero-earnings
benchnark, and zero otherwi se.

Absol ute val ue of earnings before special itens scal ed by
the nunber of shares outstanding for firmyears in which
earnings before special itens fall short of the zero-earnings
benchmar k, and zero ot herw se.

Nunmber of wite-offs recorded in the past three years.
Prior year change in return-on-assets ratio.

Prior year change in book-to-market ratio.

Aver age nunmber of wite-offs recorded by industry.

Medi an i ndustry change in return-on-assets ratio.

Medi an i ndustry change in book-to-market ratio.

Medi an i ndustry percentage sal es grow h.
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0. 235, respectively. The mean for SHORTFLLp is 0.240, while
the median and third quartile are 0.000 and 0. 080,
respectively.

Panel C reports descriptive statistics for the control
vari ables. The nean value of HI ST, neasured as the nunber
of wite-offs recorded in the past three years, is 0.473,
while the nmedian is 0.000. The nean change in return-on-
assets, DROA, is 0.008; however, the nedian is -0.001,
suggesting that nost firmyears in the sanple experience
recent performance declines. Simlarly, the nmean val ue of
DBTM the proxy for the likelihood that managenent will be
required to report an asset inpairnent under GAAP in the
future, is -0.013, while the nedian is 0.002. The nean and
medi an neasures for the industry’s wite-off propensity,
| ND_HI ST, are 0.387 and 0.216, respectively. The nean

i ndustry performance neasure, |ND DROA, is -0.002, while

the nmedian is -0.001. The nmean IND DBTMis 0.000 and the
median is 0.003. Finally, the average industry sales
growth, IND GROWMH, is -0.296, while the nedian is —0.047.
5.1.2. Correlations
Table 9 reports both Pearson and Spearman correl ations
bet ween the i ndependent variables and the dependent

variable (WRITE_ OFF). G ven that both sets of coefficients
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TABLE 9

Correl ati ons Between | ndependent Vari abl es and Dependent

Vari abl e

for the Sanple of 51,581 Firm Year QObservations
During 1976-2000

Pear son Spear man
Correlation with Correlation with
VWRI TE_OFF VWRI TE_OFF
(two-tailed (two-tailed

Vari abl es probabilities) probabilities)

NOA CONSy 0. 052 0.189
(0.000) (0.000)

SHORTFLLg 0.217 0. 219
(0.000) (0.000)

HI ST 0. 205 0. 208
(0.000) (0.000)

DROA -0. 005 -0. 046
(0.263) (0.000)

DBTM 0. 025 0. 045
(0.000) (0.000)

| ND_HI ST 0.131 0.135
(0.000) (0.000)

| ND_DROA -0.019 -0.028
(0. 000) (0. 000)

| ND DBTM 0. 040 0. 033
(0.000) (0.000)

| ND_GROWIH 0. 036 0. 020
(0. 000) (0. 000)

WRITE_ OFF = Variable indicating whether or not firmrecorded a wite-

NOA OONS, =

SHORTFLL,

H ST
DROA

DBTM
IND_HI ST

| ND_DROA

| ND_DBTM

| ND_GROMH

off during the year.

Net operating assets at beginning of year t scaled by

sales during year t-1 for firmyears in which earnings

before special itens fall short of the zero-earnings benchmark,
and zero ot herw se.

Absol ute val ue of earnings before special itens scal ed by

the nunmber of shares outstanding for firmyears in which
earnings before special itens fall short of the zero-earnings
benchnark, and zero otherwi se.

Number of write-offs recorded in the past three years.

Prior year change in return-on-assets ratio.

Prior year change in book-to-market ratio.

Aver age nunber of wite-offs recorded by industry.

Medi an i ndustry change in return-on-assets ratio.

Medi an i ndustry change in book-to-market ratio.

Medi an i ndustry percentage sal es grow h.
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yield simlar results, and that the non-paranetric Spearnman
coefficients are |l ess sensitive to skewness in the data,

t he di scussi on bel ow focuses on the Spearman coefficients
(second colum of table 9).

This study’s main hypothesis predicts that managers
with limted ability to manage earni ngs upward are nore
likely to record accounting wite-offs. Consistent with
this prediction, table 9 shows a significantly positive
correl ati on between NOA CONSy, and WRITE_OFF (p < 0.001).
Thi s suggests that the greater the earnings managenment
constraints relative to neeting the zero-earnings
benchmark, the greater the |ikelihood the manager w ||
choose to record an accounting write-off.

Next, the enpirical nodel predicts that the greater
t he magni tude of the earnings shortfall relative to the
zer o-earni ngs benchmark, the greater the |ikelihood of an
accounting wite-off. Consistent with this prediction,
table 9 shows a correlation coefficient of 0.217 (p <
0.001) between SHORTFLLo and WRI TE_COFF. This suggests that
the greater the anmount by which earnings fall short of the
earnings target, the greater the likelihood of an

accounting write-off.?2

2 This is also consistent with ‘big bath’ argunents (e.g., Zucca and
Canmpbel | 1992; Kirschenheiter and Mel umad 2002).
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Wth respect to the firmspecific control variabl es,
the nmodel predicts that firms with a recent history of
recordi ng accounting wite-offs are nore likely to record
wite-offs in the future. Consistent with this prediction,
the correlation between H ST and WRITE OFF is positive and
statistically significant (p < 0.001). Next, table 9 also
shows a significantly negative correlation between the
proxy for recent firm performance, DROA, and the dependent
variable (p < 0.001).° This result is consistent with the
nodel s prediction that firms with recent performance
declines are nore likely to record accounting wite-offs.
Finally, the nodel predicts that firns with recent
increases in the book-to-market ratio, this study’s proxy
for the likelihood of asset inpairment, are nore likely to
record accounting wite-offs. Consistent with this
prediction, table 9 reports a correlation coefficient of

0.045 (p < 0.001) between DBTM and WRI TE_OFF

The correlation coefficients for the industry-specific
control variables yield simlar results to the firm
specific control variables. Specifically, table 9 shows
that IND_H ST is significantly positively correlated with

t he dependent variable (p < 0.001), consistent with the

3 However, the Pearson coefficient (first colum) is negative, but not
statistically significant.
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prediction that firms in industries that wite-off
frequently are nore likely to record future wite-offs. 1In
addition, the nodel predicts that firnms in industries with
recent performance declines or industries suffering asset
i npai rments are nore likely to record accounting wite-
offs. Consistent with these predictions, table 9 reports a
significantly negative correlation (p < 0.001) between

| ND_ DROA and WRI TE_OFF, and a significantly positive

correlation (p < 0.001) between | ND _DBTM and WRI TE_OFF.

Finally, table 9 reports a significantly positive
correl ation between | ND GROMH and WRI TE_OFF; however, this
result is opposite to the nodel’s prediction that firms in
i ndustries with declining sales growth are nore likely to
record write-offs.
5.2. Pooled Probit Regression Results

Tabl e 10 reports pooled probit regression results for
hypot hesis 1 and hypothesis 2. The first hypothesis posits
that the | evel of earnings managenent constraints is
positively associated with the |ikelihood of an accounting
wite-off, while hypothesis 2 posits that the association
bet ween ear ni ngs managenent constraints and the |ikelihood
of accounting wite-offs is inversely related to the
benchmark shortfall. Results reported in table 10 are

based on the sanple of 51,581 firmyear observations
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pertaining to 5,769 firns during 1976-2000. The standard
errors are heteroscedastically consistent and adjusted for
repeat ed observations of the sane firm

Consistent with the predictions of hypothesis 1, the
NOA CONSy coefficient, b;, is positive and significant at
the 0.01 level. The extent of earnings managenent
constraints relative to managers’ ability to nmeet the zero-
earni ngs benchmark significantly increases the |ikelihood
of an accounting wite-off, even after controlling for the
amount by which earnings fall short of the benchmark and
ot her factors associated with the timng of wite-offs.
The coefficient on SHORTFLLo, by, is also significantly
positive (p < 0.01), consistent with the prediction that
the greater the amount by which earnings fall short of the
zer o- earni ngs benchmark, the greater the |ikelihood of an
accounting wite-off. Hypothesis 2 posits that the
strength of the association between earni ngs nanagenent
constraints and the |ikelihood of an accounting wite-off
varies inversely with the magnitude of the earnings
shortfall relative to the benchmark. Consistent with this

prediction, the coefficient on the interaction between

NOA CONSy and SHORTFLLo, bs, is negative and significant
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TABLE 10
Pool ed Probit Regression Results Showi ng the Relation
Between Firm Wite-Of Behavi or and Earni ngs Managenent
Constraints Relative to Meeting the Zero-Earni ngs Benchmark
for a Sanple of 51,581 Firm Year Observations
During 1976-2000

Prob(WRI TE_OFF;; = 1)= F(by + b;NOA CONSoi; + b,SHORTFLLo i
+ b3NOA\_CO\lSOYit*SH(PTFLL0'“ + byHI ST;; + bsDROA;; + bgDBTM¢
+ byl ND_HI ST, + bgl ND_DROA;; + bgl ND DBTM; + bol ND_GROWIH;
+ b YEAR + Uujy)

Par anet er Coef fi ci ent
Vari abl e Nane! (Predicted Sign) (z-statistic?
I ntercept b -1.653"
(-30. 36)
NOA CONSy, ;¢ b, 0.208"""
(+) (7.63)
SHORTFLL, ;¢ b, 0.257"""
(+) (24.78)
NOA_CONS; i ¢ * SHORTFLL,, i bs -0.019"
(-) (-7.51)
H ST;, b, 0.274
(+) (34.63)
DROA bs -0. 042"
(-) (-2.31)
DBTM, be 0.046™""
(+) (4.54)
I ND_HI ST;, b, 0.275""
(+) (5.51)
| ND_DROA; bg -0.261
(-) (-1.12)
I ND_DBTM, be 0. 046
(+) (0.83)
I ND_GRONTH b1o -0.187"""
(-) (-7.91)
wal d C§4df 4452.52

‘Coefficients for YEAR dunmi es are suppressed.

2z-statistics are calculated using the Huber/White/Sandwi ch estimate of variance
(Rogers 1993; WIllianms 2000).
, and designate statistical significance at the 0.10, 0.05 and 0.01 |levels,
respectively, one-sided if sign is predicted, two-sided otherw se.

WRI TE_OFF = Variable indicating whether or not firmrecorded a wite-
of f during the year.
NOA_CONS, = Net operating assets at beginning of year t scal ed by

sal es during year t-1 for firmyears in which earnings
before special itenms fall short of the zero-earnings
benchmark, and zero otherw se.

SHORTFLL, = Absolute value of earnings before special itens scaled by
the nunber of shares outstanding for firmyears in which
earni ngs before special items fall short of the zero-earnings
benchmark, and zero otherw se.

HI ST = Number of write-offs recorded in the past three years.
DROA = Prior year change in return-on-assets ratio.

DBTM = Prior year change in book-to-market ratio.

I ND_HI ST = Average nunber of wite-offs recorded by industry.

| ND_DROA = Median industry change in return-on-assets ratio.
IND_DBTM = Median industry change in book-to-market ratio.

| ND GROWTH =  Medi an industry percentage sales growth.
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at the 0.01 level. The effect of earnings managenent
constraints on the wite-off decision is stronger when the
benchmark shortfall is relatively small, and weaker when
the benchmark shortfall is relatively large.*

Wth respect to the control variables, the coefficient
on HI ST, b4, is positive and statistically significant (p <

0.01), consistent with the prediction that the nunber of

recent wite-offs is positively associated with the

i keli hood of a wite-off in the current period. The DROA

coefficient, bs, is negative and significant at the 0.05

| evel, consistent with the prediction that firns
experiencing recent performance declines are nore likely to
record an accounting wite-off. The coefficient on DBTM
b6, is significantly positive (p < 0.01), consistent with
the prediction that increases in the book-to-market ratio
indicate the likelihood of asset inpairnents. The

coefficient on IND _HI ST, b7, is positive and significant at

4 This effect can be further illustrated by taking the derivative of
Equation 1 with respect to NOA_ CONSg:
MRl TE_ OFF

=0.208- 0. 019* SHORTFLLo

TNQA_ CONSo
G ven that the val ues of SHORTFLLy are neasured in absolute terns (zero
otherwise), a unit increase in this measure represents an increase in
the amount by which earnings fall below the benchmark. Thus, as the
shortfall increases, the marginal effect of NOA CONS, on WRI TE_OFF
weakens.
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the 0.01 level. The likelihood that a firmwll record a
wite-off is positively associated with the frequency of
wite-offs recorded by industry peers. Neither of the

coefficients on the variables | ND DROA and | ND_DBTM (bg and
bg, respectively) is statistically significant. Finally,

the | ND GROWIH coefficient, by, is significantly negative

at the 0.01 level, consistent with the prediction that
firms in industries with recent declines in sales growth

are nore likely to record accounting wite-offs.
5.3. Random Effects Probit Regression Results

This section estimates the follow ng random effects
probit regression nodel to test hypotheses 1 and 2, given

that the panel data used in the sanple:

Prob(WRI TE_OFFi; = 1) = F(bo + biNOA CONSp it + boSHORTFLLg it
+ b3NOA _CONSp, it * SHORTFLLg it + baHI STit + bsDROA; ¢
+ beDBTM: + b7I ND_HI ST;; + bgl ND_DROA;; + bgl ND_DBTM

+ b1ol ND_GROWMH: + b'YEAR + nj + hjt), (2)
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where nodel inposes the restriction that the correlation
bet ween successive error terns for observations of the sanme
firmis constant.?®

The results reported in table 11 support both
hypot heses and yield simlar inferences regarding the
control variables as the results reported in the pool ed
probit regression (table 10). Gven the simlarity of the
results, the remaining probit regression analyses wl|
report coefficients using the pooled probit regression
appr oach.
5.4. Alternate Specifications of the Enpirical Proxy

DeFond (2002) argues that using the |evel of net
operating assets scal ed by past sales (NOA) to proxy for
the extent to which net asset val ues exceed neutrality may
be probl emati c because this neasure does not control for
systematic differences in the ratio of net operating assets
to sales that may be unrelated to overstatenent. To ensure
that the above results do not sinply reflect inter-industry
differences in NOA, rather than adequately capturing the
extent of earnings managenent constraints, this study re-

estimates the enpirical nodel in which the proxy for the

5 Specifically, the randomeffects nodel assumes that the error term
takes the follow ng form

Uie = N + hiy,
where n; is a random di sturbance characterizing the ith firmand is
constant through tinme (Greene 2000).
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TABLE 11
Random Ef fects Probit Regression Results Show ng the
Rel ati on Between Firm Wite-Of Behavior and Earnings
Managenment Constraints Relative to Meeting the Zero-
Ear ni ngs Benchmark for a Sanple of 51,581 Firm Year
Observations During 1976-2000

Prob(WRI TE_OFF;; = 1)= F(by + b;NOA CONSoi; + b,SHORTFLLo i
+ b3NOA\_CO\lSOYit*SH(PTFLL0'“ + byHI ST;; + bsDROA;; + bgDBTM¢
+ byl ND_HI ST, + bgl ND_DROA;; + bgl ND DBTM; + bol ND_GROWIH;
+ b YEAR + ni + hjt)

Par amet er Coef fi ci ent
Vari abl e Name?! (Predicted Sign) (z-statistic)
| nt er cept bo -1.6397
(-26.41)
NOA_CONSy, i ¢ b, 0.019""
(+) (4.88)
SHORTFLLg it b, 0.261""
(+) (23.94)
NOA_CONSp j+* SHORTFLL i+ bs -0. 021"
) (713,
HI ST; b4 0.276
(+) (27.67)
DROA ; bs -0.047"
(-) (-1.69)
DBTM be 0.045™"
(+) (3.32)
I ND_HI ST;, b, 0.236""
(+) (4.89)
| ND_DROA, bg -0.393
(-) (-1.61)
| ND_DBTM¢ bg 0. 085
(+) (1.50)
| ND_GROWH; ¢ b1 -0.174™
(-) (-6.79)
vl d C§4df 3115. 97
:Ooeffiﬂgi ents for YEAR dumm es are suppressed.
and desi gnate statistical significance at the 0.10, 0.05 and 0.01 |levels,
respectively, one-sided if sign is predicted, two-sided otherw se.
WRI TE_OFF = Variable indicating whether or not firmrecorded a wite-
of f during the year.
NOA CONS; = Net operating assets at begi nning of year t scal ed by

sales during year t-1 for firmyears in which earnings
before special itens fall short of the zero-earnings
benchmark, and zero otherw se.

SHORTFLL, = Absolute value of earnings before special itens scaled by
the nunber of shares outstanding for firmyears in which
earni ngs before special itens fall short of the zero-earnings
benchmark, and zero otherw se.

HI ST = Nunber of wite-offs recorded in the past three years.
DROA = Prior year change in return-on-assets ratio.

DBTM = Prior year change in book-to-market ratio.

I ND_HI ST = Average number of write-offs recorded by industry.

| ND_DROA = Median industry change in return-on-assets ratio.
IND_DBTM = Median industry change in book-to-market ratio.

IND GROAMH = Median industry percentage sales growh.
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ext ent of earnings managenent constraints relative to the
zer o-earni ngs benchmark is based on an industry-adjusted

measur e of NOA

ADJ NOA = NOA for firmi during year t m nus
the i ndustry nedi an NOA (based on
3-digit SIC classification) during
year t, and

ADJ _NOA CONS, = ADJ _NOA for firmyears in which
EBSI < 0, and zero ot herw se.

Tabl e 12 shows that the results based on the foll ow ng
nodel using the adjusted enpirical proxy support both
hypot heses:

Prob(WRI TE_OFFj; = 1)= F(bg + b1ADJ_NOA_CONSy, i ¢

+ boSHORTFLLg i + b3ADJ_NOA CONSg i* SHORTFLLg it

+ bsHI STi¢ + bsDROAt + bgDBTM: + b7l ND_HI ST;

+ bgl ND_DROA; + bgl ND DBTM; + bigl ND GROWH ; + b' YEAR

+ Ujt). (3)

Specifically, the coefficients on ADJ_NOA CONSy and the
ADJ _NOA CONSp- SHORTFLLo i nteraction, b; and bs,

respectively, are significant at the 0.01 |level. Thus, the

mai n enpirical results do not appear to be driven solely by



Pool ed Probit Regression Results Showi ng the Relation
Between Firm Wite-Of Behavi or
Proxy for Earnings Managenent
Meeti ng the Zero-Earnings Benchmark for

Firm Year Observati ons

Prob(WRI TE_OFF;; = 1)=

+ b YEAR + Uujy)

TABLE 12

During 1976-2000

F( bo + blADJ_NOA\_CO\lSOY it + bstmTFLLOY it
+ b3ADJ_NOA\_CO\lSOY it* SHORTFL LO’ it + bsHI STi; + bsDROA;; + bgDBTM;
+ b7l ND_HI STij; + bgl ND_DROA;; + bgl ND_ DBTM; + bjol ND_GROWH,
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and an | ndustry-Adj usted
Constraints Relative to
a Sanple of 51,581

Par anet er Coef fici ent
Vari abl e Nane! (Predicted Sign) (z-statistic?
I nt ercept bo -1.652
(-30.39)
ADJ_NOA OCONS b, 0.015™""
(+) (4. 34)
SHORTFLLy, i b, 0.240™""
(+) (24. 44)
ADJ_NOA CONSy ;* SHORTFLL, ;¢ bs -0.013""
(-) (-6.23)
HI ST;, b, 0.275""
(+) (34.74)
DROA ¢ bs -0.042""
(-) (-2.31)
DBTM, b 0.047"""
(+) (4.60)
I ND_HI ST, b, 0.280"""
(+) (5. 63)
| ND_DROA; bg -0. 269
(-) (-1.15)
| ND_DBTM, bg 0.049
(+) (0.83)
| ND_GROWTH b1o -0.1917""
(-) (-7.91)
val d C§4df 4367. 39

‘Coefficients for YEAR dunmmi es are suppressed.
?z-statistics are calcul ated using the Huber/Wite/ Sandwi ch estimte of variance
gngers 1*9*93; Wl lians 2000).

and desi gnate statistical

respectively, one-sided if

benchmark,

significance at the 0. 10,

0.05 and 0.01 | evels,

sign is predicted, two-sided otherw se.
VRl TE_OFF = Indicator of whether firmrecorded a wite-off.
ADJ_NOA CONS; = I nustry-adjusted NOA (Net operating assets at begi nning of year t
scal ed by sales during year t-1) for firmyears in which earnings
before special itenms fall short of the zero-earnings

and zero otherw se.

SHORTFLL, = Absolute value of earnings before special itens
the number of shares outstanding for firmyears in which
earni ngs before special itenms fall

benchmark,
HI ST
DROA
DBTM
I ND_HI ST
| ND_DROA
| ND_DBTM
| ND GROWI'H

and zero otherw se.

short of the zero-earnings

ratio.

scal ed by

Nunber of write-offs recorded in the past three years.
Prior year change in return-on-assets ratio.
Pri or year change in book-to-market
Average nunber of write-offs recorded by industry.
Medi an i ndustry change in return-on-assets ratio.
Medi an i ndustry change in book-to-market ratio.
Aver age industry percentage sal es growth.
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differences in the ratio of net operating assets to sales
across industries.

5.3.2. Conposition of Net Operating Assets

In their subsequent anal yses, Barton and Sinko (2002)
deconpose net operating assets into short-term and | ong-
term conponents based on the argunent managers’ ability to
mani pul ate earnings varies across different conponents of
t he bal ance sheet. Particularly, prior research suggests
t hat earni ngs managenent via working capital accruals are
| ess transparent than using a change in depreciation policy
to boost incone (Beneish 1998; Teoh et al 1998). To

exam ne whet her earni ngs managenent constraints pertaining
to these conmponents provide additional insight into the
write-off decision, this study follows Barton and Sinko
(2002) and deconposes NOA into the follow ng three
conmponents:

1. Working Capital (WC), defined as current assets
| ess cash, marketable securities and current
liabilities, plus short-termdebt, all at the
begi nning of year t and divided by sales during
year t-1.

2. Net Fi xed Assets (NFA), defined as property,
pl ant and equi pnment, net of accumnul at ed
depreci ation, at the beginning of year t and

di vi ded by sal es during year t-1

3. Ot her Net Long-Term Assets (ONLTA), defined as
NOA | ess WC and NFA.
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Next, these neasures are used to construct deconposed

measures of NOA CONSy for

WC_CONSp, i t

NFA_ CONSo |

ONLTA_CONSp, i t

Table 13 reports results for

the foll ow ng node

each firmyear observation:

WC if EBSI < O for firmi
during year t, and zero
ot herw se,

NFA if EBSI < O for firmi
during year t, and zero
ot herw se,

ONLTA if EBSI < O for firmi

during year t, and zero
ot herw se.

hypot heses 1 and 2 based on

usi ng the deconposed proxies for

ear ni ngs managenent constraints:

Prob(WRI TE_OFF;; = 1)=

F ( bo + b1V\C_CO\|So, it + szFA_CO\lSo, it

+ b3(]\|LTA_CO\|So, it T+ b4SHOQTFLL0, it

+ b5V\C_C(]\|SO, it* SH(]?TFLLQ, it T+ bGNFA_CO\BO, it* SH(]QTFLLO’ it

+

+

+

Consi stent with hypothesis 1,

NFA_CONS, and ONLTA_CONS, ( by,

b7ONLTA_CONSo, it * SHORTFLLg, it + bgHI STit + boDROA ¢
b1oDBTM + b1l ND_HI STi¢ + bi2l ND_DROA + bisl ND_DBTM;

b1al ND_GROMH : + b' YEAR + Uit). (4)

t he coefficients on WC_ CONSy,

b, and b3, respectively) are
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Pool ed Probit Regression Results Showi ng the Relation

Between Firm Wite-Of Behavior and Proxies for

Ear ni ngs

Managenment Constraints Relative to Meeting the Zero-
Ear ni ngs Benchmar k Based on Conponents of Net Operating

Assets for a Sanple of 51,581 Firm Year
During 1976-2000

Observati ons

Prob(WRI TE_OFFi: = 1)=F(bo + bi;WC_CONSp,it + boNFA_CONSp,i: + bsONLTA_CONSg it + bsSHORTFLLg ¢
+ bsWC_CONSp,it* SHORTFLLg,it + beNFA_CONSo,it* SHORTFLLo, it + b7ONLTA CONSgit* SHORTFLL it
+ b3H| STi: + bgDROAit + bloDBTMt + b11| ND_H| STi: + b12| ND_DROAH + b13| ND_DBTM1

+ b1 ND_GROWTH: + b' YEAR + uit)

Par anet er Coefficient
Variabl e Name' (Predicted Sign) (z-statistic?
I ntercept bo -1.848
(-22.20)
WC_CONSy, it by 0.141""
(+) (5.81)
NFA_CONSy, i t b 0.023"""
(+) (2.63)
ONLTA _CONSo, it bs 0.058™""
(+) (6.12)
SHORTFLLo, it ba 0.282""
(+) (25.41)
WC_CONSp, i t* SHORTFLLo, it bs -0.044™""
(-) (-2. 63)*“
NFA_CONSo, i t * SHORTFLLo, i t be -0.048
(-) (-6.56)
ONLTA_CONSy, i + * SHORTFLLo, i ¢ by -0.009
(-) (-1. 54)*“
HI STi+ bs 0.271
(+) (33.52)
DROA ¢ be -0. 042"
(-) (-2. 31)*“
DBTM b1o 0.042
(+) (4.02)
I ND_HI STi¢ b1 0.257""
(+) (5.19)
| ND_DROA t b1s -0.273
(-) (-1.17)
I ND_DBTM; bis 0. 037
(+) (0.68)
| ND_GROWIH ¢ b1s -0.191""
(-) (-7.84)
2 4631. 24
vald Chgys

Coeffrcrents Tor YEAR dunmes are suppressed.

2z-statistics are cal cul ated using the Huber/Wite/ Sandw ch estimate of variance (Rogers 1993; WIIianms 2000).
0.01 levels, respectively,

“, " and " designate statistical significance at the 0.10, 0.05 and
sign is predicted, two-sided otherw se.

WRITE.OFF = Variable indicating whether firmrecorded a wite-off.

WC_OONS, Wrking capital at the beginning of year t divided by

for firmyears in which earnings before special itens fall

earni ngs benchmark, and zero otherw se.

NFA_CONS,

sales during year t-1

bel ow t he zero-

Net fixed assets at the beginning of year t divided by sales during year t-

1 for firnms-years in which earnings before special itens fall bel ow the

zer o-earni ngs benchrmark, and zero ot herwi se.

one-sided if

ONLTA CONS, = Qher net long-termassets at the begi nning of year t divided by sales during year t-1
bel ow t he zero- ear ni ngs

for firmyears in which earnings before special itens fall

benchnark, and zero ot herwi se.

SHORTFLL, =
firmyears in which earnings before special itens fal
zero ot herwi se.
H ST = Nunber of wite-offs recorded in the past three years
DRQA = Prior year change in return-on-assets ratio.
DBTM = Prior year change in book-to-nmarket ratio.
IND_H ST = Average nunber of wite-offs recorded by industry.
| ND_DRQOA = Median industry change in return-on-assets ratio.
IND_ DBTM = Median industry change in book-to-nmarket ratio.
IND GROMH = Median industry percentage sal es grow h.

Absol ute val ue of earnings before special itens scaled by the nunber of shares outstanding for

| bel ow t he zero-earnings benchnmark, and
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significantly positive at the 0.01 level. 1In addition, the
WC_CONSp coefficient is over six tines the magnitude of the
NFA CONSy (0. 141 versus 0.023), and nore than twice as |arge
as the ONLTA CONS, coefficient (0.141 versus 0.058).° This
suggests that managers are nore likely to record an
accounting wite-off when they face earnings nmanagenent
constraints in working capital accounts than in |ong-term
net asset accounts. Wth respect to the interaction ternmns,
the coefficients on the WC_CONSp- SHORTFLLy and t he

NFA CONSp- SHORTFLLo i nteractions, bs and bg, are negative and

significant at the 0.01 |evel, consistent with hypothesis
2. However, the coefficient on the ONLTA CONSp- SHORTFLL(
interaction is negative, but not statistically significant.
In sum the results reported in table 13 suggest that
earni ngs nmanagenent constraints across different conmponents
of net operation assets are positively associated with the
i kel'i hood of an accounting wite-off.
5.4. Alternate Specification of Earnings Benchmark

The main analysis in this dissertation focuses on
managers’ incentives to avoid reporting | osses because
prior research suggests that reporting positive earnings is

managers’ first objective (Degeorge et al 1999). However,

6 Wald c® tests reject the null hypotheses that b; = b, and b; = by at the
0.01 significance |evel.
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anot her inportant earnings objective is to avoid reporting
earni ngs decreases (Burgstahler and Di chev 1997; Degeorge
et al 1999). This section exam nes whether the enpirical
results are robust to alternate specification of the
enpirical proxies based on nanagers’ incentives to avoid
earni ngs decreases. The new variabl es neasuring the extent
of earni ngs managenent constraints and the earnings
shortfall relative to nmeeting the zero-earnings change
benchmark are based on the | evel of earnings before special

items relative to earnings fromthe prior year:

DEBSI ; { = Ear ni ngs before special itens
(EBSI)for firmi during year t,
m nus earni ngs before
extraordinary items (EBEI) during
year t-1,

NOA CONSop, i t = NOA for firmyears in which
DEBSI < 0, and zero otherw se,

SHORTFLLgp, i t = The absol ute val ue of DEBSI for
firmyears in which DEBSI < 0, and
zero ot herw se,

wher e: The 0D subscript indicates the
zer o- earni ngs change benchmar k.
Tabl e 14 reports results supporting hypotheses 1 and 2
using the foll owi ng nodel which operationalizes the
enpirical proxies based on managers’ incentives to avoid

ear ni ngs decreases:
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TABLE 14
Pool ed Probit Regression Results Showi ng the Relation
Between Firm Wite-Of Behavi or and Earni ngs Managenent
Constraints Relative to Meeting the Zero-Earnings Change
Benchmark for a Sanmple of 51,581 Firm Year Observations
During 1976-2000

Prob(WRI TE_OFF;j; = 1)= F(bo + biNOA_CONSpp, it + bySHORTFLLqp it
+ b3NOA\_CO\lSOD,it*SHO?TFLL0DYit + b4H| ST+ + b5DR()°\it + bsDBTMt
+ byl ND_HI ST, + bgl ND_DROA;; + bgl ND DBTM, + bsol ND_GROWIH;
+ b YEAR + Uuiy)

Par amet er Coef fi ci ent
Vari abl e Name! (Predicted Sign) (z-statistic?
I ntercept bo 1 657
(-27.60)
NOA_CONSqp, i t by 0.026™""
(+) (5.61)
SHORTFLLop, i ¢ b, 0.230""
(+) (18.97)
NOA_CONSgp, i ¢* SHORTFLLqp, i ¢ bs -0.028""
(-) (-4.83)
HI STi b 0.276""
(+) (33.34)
DROA ¢ bs -0.084™"
(-) (-3.20)
DBTM, be 0. 035
(+) (2.75)
I ND_HI STi, by 0.247""
(+) (5.46)
| ND_DROA { bg -0. 348
(-) (-1.30)
| ND_DBTM, bo 0.040
(+) (0.70)
| ND_GROWIH; bio -0.215™"
(-) (-8.70)
vald c2,, 3265. 86

‘Coefficients for YEAR dummi es are suppressed.

2z-statistics are cal cul ated using the Huber/Wite/ Sandwi ch estimte of variance (Rogers
1993; Wl lians 2000).

*, 7 and " designate statistical significance at the 0.10, 0.05 and 0.01 |evels,
respectively, one-sided if sign is predicted, two-sided otherw se.

WRI TE_OFF = Variable indicating whether firmrecorded a wite-off.

NOA _CONSepp = Net operating assets at beginning of year t scaled by sales during year
t-1 for firmyears in which earnings before special itens are below the
zer 0- earni ngs change benchmark, and zero otherw se.

SHORTFLLey = Absolute value of the change in earnings before special itens scal ed by
the nunber of shares outstanding for firmyears in which the change in
earni ngs before special itens is negative, and zero otherw se.

HI ST = Nunber of wite-offs recorded in the past three years.

DROA = Prior year change in return-on-assets ratio.

DBTM = Prior year change in book-to-market ratio.

I ND_HI ST = Average number of write-offs recorded by industry.

| ND_DROA = Median industry change in return-on-assets ratio.

IND_DBTM = Median industry change in book-to-market ratio.

| ND GROWTH =  Medi an industry percentage sales growth.
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Prob(WRI TE_OFF;; = 1)= F(bo + biNOA CONSyp, it
+ bstO?TFLLOD, it T+ ngOA\_CO\BOD, it* SHGQTFLLOD’ it + bsH STi¢
+ bsDROA; ¢ + beDBTM: + b7I ND_HI ST;; + bgl ND_DROA

+ bel ND_DBTM; + biol ND GROWIH ; + b' YEAR + ui(). (5)

Specifically, the NOA CONSyp coefficient, by, is positive and
statistically significant (p < 0.01), consistent with
hypothesis 1. Next, the coefficient on SHORTFLLop, by, is

positive and statistically significant consistent with
managers’ incentives to record a wite-off when earnings
fall below the benchmark (i.e., take a ‘big bath’).
Finally, the coefficient on the interaction between
NOA CONSpp and SHORTFLLop i s negative and statistically
significant (p < 0.01), consistent with hypothesis 2.
5.5. Summary of Enpirical Results

Based on the argunents presented in chapter 3 that
managers’ ability to manage earnings upward is likely to
af fect reporting decisions, hypothesis 1 predicts that the
greater the extent to which managers face earnings
managenent constraints, the greater the |ikelihood the
manager will choose to record an accounting wite-off, even
after controlling for the anount of additional earnings

necessary to achieve the earnings target, wite-off history
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and performance. Hypothesis 2 posits that the association
bet ween ear ni ngs nmanagenent constraints and the wite-off
decision varies inversely with the anount by which earnings
fall short of the earnings benchmark.

This study tests hypotheses 1 and 2 using a pool ed
probit regression and conputes test statistics based on the
Huber/ Whi t e/ Sandwi ch esti mati on of variance (Rogers 1993;
Wl liams 2000). The probit regression results strongly
support hypothesis 1's prediction that earnings nanagenent
constraints are positively associated with the |ikelihood
of an accounting wite-off. The results also support
hypothesis 2's prediction that the associati on between
ear ni ngs managenent constraints and wite-off decisions
varies inversely with the anount of additional earnings
necessary to neet the earnings target. Stated differently,
the greater the benchmark shortfall, the weaker the
rel ati on between earni ngs managenent constraints and the
i kel'i hood of an accounting wite-off. The study al so
observes statistically significant relations between
vari ables controlling for the firms wite-off history and
recent performance. In addition, this study finds parti al
support for the industry-specific variables.

To test the robustness of the results, this study uses

alternate specifications of the probit regressi on nodel,
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the enpirical proxy for earnings nmanagenent constraints and
t he earnings benchmark. The inferences remain unchanged
for each alternate specification.

In summary, this study finds convincing evidence that
the ability to manage earnings upward affects nmanageri al
reporting decisions. Specifically, this study finds a
positive associ ati on between earni ng managenent constraints
and the |ikelihood of an accounting wite-off. In
addition, this association varies inversely with the anount

by which earnings fall short of the earnings target.
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CHAPTER 6

CONCLUSI ON

6.1. Summary

To date, npbst earnings managenent studies focus on
identifying contexts in which managers have incentives to
manage earni ngs and devel opi ng tests of whether managers
behave opportunistically within these contexts (Healy and
Wahl en 1999). Barton and Sinko (2002) contribute to this
body of research by show ng that earnings managenent
constraints enbedded within GAAP |imt managers’ ability to
manage earni ngs upward, thus providing an expl anati on about
why sonme firms fail to achieve earnings managenent
incentives. Chapter 1 of this dissertation suggests that
ear ni ngs managenent constraints are also likely to affect
ot her reporting decisions, such as whether to record an
accounting wite-off.

Chapter 2 summari zes the rel evant streans of
literature that | ead nost directly to the current study.
Specifically, it focuses on nmanagerial incentives to neet
observabl e earni ngs benchmar ks and how ear ni ngs managenent

constraints affect managers’ ability to neet these
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benchmarks. | n addition, chapter 2 reviews research on
whet her managers behave opportunistically with respect to
accounting wite-off decisions. This dissertation |links
t hese bodi es of research by exam ni ng whet her earnings
managenent constraints are associated wi th managers’
decisions to record accounting wite-offs.

Chapter 3 develops the study’'s two testable
hypot heses. Hypothesis 1 predicts that the extent to which
managers face earni ngs nmanagenment constraints is positively
associated with the |ikelihood that managers will choose to
record an accounting wite-off, even after controlling for
ot her factors associated with the timng of wite-offs and
fiscal year. Hypothesis 2 predicts that the association
bet ween ear ni ngs nanagenent constrai nts and accounti ng
write-off decisions varies inversely with the anmount by
whi ch earnings fall short of the earnings benchnmark.

Chapter 4 describes the sanple, which consists of
51,581 firmyear observations pertaining to 5,749 firns
during 1976 to 2000. 1In addition it devel ops the research
met hodol ogy enployed in the study, and expl ains how the
nodel used to exam ne the two hypotheses enpirically
operationalizes each of the enpirical proxies.

Finally, chapter 5 presents enpirical results that

strongly support both hypotheses. Consistent with
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hypothesis 1, this study finds a significantly positive
associ ati on between the extent to which managers face
ear ni ngs managenent constraints and the |ikelihood of an
accounting wite-off. This study also finds that the
associ ati on between earni ngs managenent constraints and
accounting wite-off decisions is significantly inversely
related to the amount by which earnings fall short of the
ear ni ngs benchmark, consistent with hypothesis 2. Evidence
regardi ng the control variables suggests that performance
declines and past wite-off activity at both the firm and
i ndustry levels increase the |ikelihood of an accounting
wite-off in the current period. Results based on
al ternate specifications of the enpirical nodel, the
enpi rical proxy for earnings nmanagenent constraints, and
t he earni ngs managenent context remai n unchanged.
6.2. Contributions and Inplications of the Study

This study contributes to the accounting literature in
several ways. First, it extends Barton and Sinko s (2002)
evi dence regardi ng earni ngs nmanagenent constraints enbedded
wi thin GAAP by testing whether these constraints have
financial reporting inplications beyond whether or not
firms are able to neet earnings benchmarks. Second, this
study extends research investigating whet her managers

record accounting wite-offs to create or recover earnings
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managenent flexibility. Wile this study does not directly
observe managerial intent with respect to future earnings
managenent incentives, it does find that earnings
managenment constraints in the current period are positively
associ ated with managers’ wite-off decisions. Thus, the
evi dence suggests that managers | acking sufficient earnings
managenent flexibility have incentives to record accounting
wite-offs to avoid facing the simlar condition in the
future. Finally, this study is of interest to researchers
using the distributional approach to assess earnings
managenent behavi or around observabl e benchmarks.
Specifically, this study’s finding that the association
bet ween ear ni ngs managenent constraints and wite-off
deci sions varies inversely with the amunt by which
earnings (before the wite-off decision) fall short of the
benchmar k suggests that managers | acking sufficient
di scretion to manage earni ngs upward by a small anmount are
nore likely to record an accounting wite-off rather than
report earnings that fall just short of the benchmark.
6.3. Limtations

One potential limtation of this study is that the
anal ysis does not control for recent executive turnover.
Prior research suggests a strong associ ati on between

executive turnover and accounting wite-offs (e.g., Strong
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and Meyer 1987; Francis et al 1996). G ven the |large
sanple used in this study, executive turnover data is not
i ncluded due to the considerable data collection costs.
However, exclusion of this data is not |likely to affect
this study’s inferences because it is not obvious why
i ncunmbent managenent teans woul d behave differently when
faced with earni ngs managenent constraints than new
managenment teans.

Another limtation of this study is the use of
wei ght ed shares outstanding as a deflator for the benchmark
shortfall neasures. Scaling by weighted shares allows for
interpretation of the shortfall neasures on an earni ngs per
share basis; however, the nunber of shares outstandi ng may
be arbitrarily determ ned or mani pul ated by managenment and
may not properly achieve conparability across firnms and
over time. Nonetheless, the use of this deflator is not
likely to affect this study’s main inferences.
6.4. Suggestions for Further Research

Future researchers can explore several extensions that
relate to the current study. First, future research could
further refine the nethodol ogy enmpl oyed by this study by
focusing on quarterly data, given that wite-offs can occur
t hroughout the fiscal year. |In addition, future research

coul d expl ore whet her earnings managenent constraints are
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associated with other reporting decisions such as changes

in disclosure policies.
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