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ABSTRACT
Thi s paper investigates the inpact of Sarbanes-Oxley (SOX)
on managers’ earnings nmanagenent choices (i.e., accrual

managenent and real earnings managenent). Specifically, |

i nvestigate whether firns reduce their use of accrual managenent

and increase their use of real earnings managenent post-SOX
SOX likely increases the cost of engaging in accrual managenent
because of increased legal liability for executives, greater
audi t or independel ce, and increased public awareness of
aggressive accounting treatnments. An increased cost of aacrual
managenent is likely to | ead managers to use ot her nmethodg to
manage earnings (e.g., real earnings managenent through sal es
mani pul ati on, reduction of discretionary expenditures, and
overproduction). Consistent with this expectation, | find an
i ncreased associ ation between certain types of real earnings

managenent (overproduction and sal es nmani pul ati on) and the



propensity to beat the profit and earni ngs change benchmarks.
Results al so indicate that the associations between abnor nal
accrual s and beating the profit and earnings change benchmarks
dm not change post-SOX. Contrary to recent evidence suggesting
a decline, on average, in accruals managenent post-Sox, these
results suggest there was no significant decline in accruals
managenent for firns with strong incentives to manage earni ngs

(i1.e., firms with earnings close to earnings benchmarks).
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CHAPTER 1

| NTRODUCTI ON

1.1. Statenent of |ssues

1.1.1. Earni ngs Managenent Background

It is well docunented that managers have strong capital
mar ket incentives (Myers and Skinner 1999; Barth et al. 1999;
Ski nner and Sl oan 2000) to manage reported earnings. The vast
majority of prior earnings managenent literature has focused
managers’ use of accruals to manage earni ngs (see Healy and
Wahl en, 1999; Dechow and Skinner, 2000; Beneish, 2001; Fields et
al ., 2001 for survey). However, managers al so have the option
t o manage earnings through real earnings managenent (i.e., sales
mani pul ati on, reduction of discretionary expenditures, and
over production). Roychowdhury (2005) provides evidence that
suggests managers do in fact use real earnings managenent
(hereafter REM to beat earnings benchmarks. Specifically,
Roychowdhury (2005) finds that firms who just neet/beat the
profit and earni ngs change benchmarks exhi bit higher |evels of
abnormal production costs and |l ower |evels of discretionary
expenses when conpared to other firns across the distribution of

earnings. Gaham Harvey, and Raj gopal (2005) survey 401



financi al executives and find that executives prefer to use REM
to manage earni ngs rather than accruals managenent. This
evi dence is puzzling because mani pul ating real activities to
meet short-term earnings benchmarks represents a sacrifice of
econom c value to the extent that the mani pul ated activities
deviate fromlong-termoptinmal actions. Consistent with this
vi ew, @unny (2005) docunents that engaging in REM negatively
i npacts operating performance in subsequent years. Unlike REM
accrual s managenent has no inplications for cash flows or | ong-
term performance, and it reverses in subsequent periods.
Therefore, accrual managenent appears to be a less costly form
of earni ngs managenent when conpared to REM

1.1.2. Sarbanes-Oxl ey and Ear ni ngs Managenent

Al t hough REM may be nore costly than accrual s managenent,
several recent papers suggest that managers’ preference for
engaging in REM may be increasing in recent years. Ewert and
Wangenhof er (2005) analytically denonstrate that tightening
accounting standards increases the marginal benefit of REM
Simlarly, Gahamet al. (2005) suggest that recent accounting
scandal s and the passage of the Sarbanes-Oxl ey Act (SOX) may
have altered managers’ preference for using REM versus accruals
managenent to ease stakehol der concerns. |In support of this
assertion, one interviewed executive reports a desire to “..go

out of their way to assure stakeholders that there is no



accounti ng based earni ngs nmanagenent in their books.” In
addition to avoiding the perception of being an “accounting

mani pul ator,” managers may avoi d using aggressi ve accounti ng
methods to limt their ow legal liability since SOX i nposes
significant crimnal and civil penalties on executives who
knowi ngly file false financial reports. Furthernore, accruals
managenent, unlike REM is subject to auditor scrutiny. Wile
audi tors can di sall ow aggressi ve accounti ng net hods, they do not
have the ability to alter managers’ operational choices. Thus,
given that SOX increases the risk of engaging in accruals
managenent, firnms may choose to use other fornms of earnings
managenent that do not bear increased risk under SOX

Recent evidence in Cohel, Dey, and Lys (2005) suggests that
ear ni ngs managenent behavi or changed foll ow ng SOX passage. In
particul ar, they create a conposite nmeasure of earnings
managenent using abnormal accrual proxies utilized in prior
research and other accounting ratios. Post-SOX, they find a
sharp decline in their earnings nmanagenent neasure. Their
evi dence suggests that, on average, firns decreased earnings
managenent post-SOX. Gven firns’ ability to use both accruals
managenent and REM to nanage earnings, a decline in earnings
managenent post-SOX does not necessarily inply that all types of
ear ni ngs managenent activity declined, nor does it inply a

decrease in earnings managenent for firnms wth the strongest



incentives to nmanage earnings — e.g., those firns that absent
ear ni ngs nmanagement woul d j ust-niss earnings benchmarks.® This
study investigates whet her managers’ use of accrual
mani pul ati ons and REM to beat earni ngs benchmarks changed in the
wake of recent accounting scandals and the passage of SOX
1.2. Sunmary of Research Methods and Results

1.2.1. Summary of Research Met hods

To identify firnms wth stronger incentives to nmanage
earnings, | focus on firnms with earnings around the three conmon
ear ni ngs benchmarks — profit, earnings change, and anal ysts’
forecasted earnings. M sanple includes firmyear observations
for these just-mss and just-beat firnms from 1987 to 2004.
divide the sanple into pre-SOX (1987 — 2001) and post - SOX
peri ods (2003-2004) and elim nate observations from 2002 since
SOX was effective the third-quarter of 2002.°2

To provide evidence on the change in earnings managenent
followng SOX, | estimate a probit regression that relates a
firms probability of beating an earnings benchmark with the
firms abnormal accruals, abnormal production costs, and
abnormal discretionary expenses. | use the Jones (1991) nodel

to estimate discretionary accruals and |inear nodels presented

! Cohen et al. (2005) do not examine the tine-series properties of their
ear ni ngs nanagenent neasure for just mss or just beat firns.

2 The actual year deleted varies depending on each firms nonth of fiscal
year-end. For firnms with fiscal years ending fromJanuary to June and
Cctober to Decenber, | delete fiscal year 2002. For firms with fiscal years
ending in July or August, | delete fiscal year 2003.



by Roychowdhury (2005) to estimate REM neasures for production
costs and discretionary expenses. | interact neasures of
abnormal accrual s, abnormal production costs, and abnor nal
di scretionary expenses with an indicator variable for post-SOX
firmyears to nmeasure the increnental effect of SOX on the use
of accrual nmanagenent and REMto " eat earnings benchmarks. |If
REM i ncreases post-SOX, then | expect to find a positive and
significant coefficient on the interactions of REM neasures with
the post-SOX indicator variable. Simlarly, if accruals
managenent declines post-SOX, | expect to find a significant
negati ve coefficient on the interaction of abnormal accruals
wi th the post-SOX indicator variable.

1.2.2. Summary of Results

Results indicate that the associ ati ons between abnor nmal
accrual s and beating the profit, earnings change, and anal ysts’
forecast benchmarks do not change post-SOX. In contrast to
Cohen et al. (2005), who conclude that earnings managenent, on
aver age, declined post-SOX, this evidence suggests that SOX had
no significant effect on the use of accrual nmanagenent to beat
ear ni ngs benchmarks. Regarding the use of REMto beat earnings
benchmarks, results indicate an increased associ ati on between
REM and the propensity to beat the profit and earnings change
benchmarks. | find no change in the association between REM and

the propensity to beat the analysts’ forecast benchmark. In



sum results indicate a relative shift to REM for benchmark
beat ers post-SOX, but that earnings managenent, on average, has
not declined for firnms with strong incentives to nanage
ear ni ngs.
1.3. Contributions

Thi s paper contributes to the earnings managenent
literature in two ways. First, prior research suggests that
managers use several earnings managenent net hods to beat
ear ni ngs benchmarks. This study denonstrates how regul atory
intervention influences how firns’ beat earnings benchmarks. In
particul ar, results suggest that post-SOX the associ ations
bet ween abnormal production costs and beating earni ngs
benchmarks increase relative to the associ ati on between abnorma
accrual s and beating earnings benchmarks. Second, SOX was
designed to limt opportunistic behavior by managers. Since REM
represents a sacrifice of future econom c benefit to inprove
short-term financial reporting, investors have incentives to
identify and Iimt managers’ use of REM To date, the effects
of SOX on financial reporting decisions and managers’ actions
are still largely unknown. This paper suggests that SOX
resulted in an increase of REM arguably a nore costly and | ess

attractive nethod to beat benchnarks.



1.4. Oganization of the D ssertation

The remai nder of the paper is organized as follows: Section
2 reviews prior literature and Section 3 devel ops testable
hypot heses. In Section 4, | describe the sanple selection and
research nethod. | present results in Section 5 and di scuss

conclusions and inplications for future research in Section 6.



CHAPTER 2
LI TERATURE REVI EW

In this chapter | review the extant accounting literature
related to this study’'s predictions and enpirical tests. | also
di scuss this study’s contributions to the accounting literature.
| begin this literature review in section 2.1 by review ng
studies that enpirically define earnings managenent. |In section
2.2 | discuss the various incentives that managers have to beat
earni ngs benchmarks. 1In section 2.3 1 review the streans of
literature that provide evidence regardi ng earni ngs nanagenent
to beat earnings benchmarks, both through the use of accrual
managenent and real earnings managenent. | discuss related
studies that investigate the effects of SOX on financia
reporting in section 2.4. Finally, | discuss this study’s
contributions to the accounting literature in section 2.5.
2.1. Enpirical Definitions of Earnings Managenent
The vast majority of prior earnings managenent research
i nvesti gates earni ngs managenent fromthe perspective of accrual
managenent. Likew se, several w dely accepted definitions of
earni ngs managenent tend to define earnings managenent in terns
of accruals managenent. For instance, Schipper (1989) defines

ear ni ngs nmanagenent as:



...[Al purposeful intervention in the external

financial reporting process, wth the intent of

obt ai ning sone private gain (as opposed to, say,

merely facilitating the neutral operation of the

process.

Simlarly, Healy and \Wal en (1999) define earni ngs managenent as
fol |l ows:

Ear ni ngs nanagenent occurs when managers use j udgnment

in financial reporting and in structuring transactions

to alter financial reports to either mslead sone

st akehol ders about the underlying econom ¢ perfornance

of the company, or to influence contractual outcones

t hat depend on reported accounting nunbers.

Both of these definitions refer to the financial reporting
process as a context for earnings managenent. Accruals
managenent is the type of earnings managenent that takes place
inside the financial reporting process since Generally Accepted
Accounting Principles (GAAP) are based on the accrual nethod of
accounti ng.

REM does not fit precisely inside these widely cited
definitions of earnings nmanagenent since it is an intervention
into the internal operational processes of the firmrather than
the external financial reporting processes. However, REM does
share an inportant characteristic used in each of the w dely
used definitions of earnings managenent. Nanely, managers
engage in REMwith the intent to “obtain sone private gain” and

to “m sl ead sonme stakehol ders about the underlying econom c

performance of the conmpany”. |In summary, accruals managenent is



the use nf managerial discretion over accounting choices with
the intent to influence reported accountine nunbers; REMis the
use of managerial discretion over operational choices with the
intent to influence reported accounting nunbers.

2.2. Incentives to Beat Earnings Benchmarks

2.2.1. Capital Market Incentives

Along line of literature exists that docunents incentives
for managers to neet or beat earnings benchmarks (i.e. the zero
ear ni ngs, earnings change, and anal ysts’ forecast benchnmarks).
One of the nost docunmented incentives to neet or beat earnings
benchmapks comes fromthe capital markets.

Several papers have exam ned capital market reactions
around t he earnings change benchmark. DeAngel o, DeAngel o, and
Ski nner (1996) investigate the capital market reaction to
breaking a string of annual earnings increases. They find that
firmse who m ss the earnings change benchmark after beating the
benchmark in at | east the nine previous years had on average a
-14% return in the benchmark mss year. Barth, Elliott, and
Finn (1999) find that firms with consecutive strings of annual
earni ngs i ncreases have higher price- earnings nultiples than
other firms. Simlar to DeAngel o, DeAngel o, and Ski nner (1996),
they also find that there is a significant decline in the price-
earnings multiple when the string of earnings increases is

broken. Mers and Skinner (1999) use quarterly earnings data

10



and find simlar results. These papers suggest that the capital
mar kets reward firns who consistently beat the earnings change
benchmark and puni sh firnms when they break and string of
consecutive earnings increases; thus giving nmanagers an
incentive to manage earnings to beat the earnings change
benchmar k.

Several papers have al so investigated the capital market
i ncentives for managers to beat the anal ysts’ forecast
benchmark. Skinner and Sl oan (2001) exam ne the difference in
the market responses to earnings surprises® between growh
stocks? and val ue stocks. They find that the market response to
positive earnings surprises is simlar for both growh stocks
and val ue stocks. However, they also find that the market
reaction to negative earnings surprises is disproportionately
| arger for growmh stocks. This evidence suggests that nanagers
of grow h stocks have strong incentives to neet/beat anal ysts’
forecasts. Kasznik and McNi chols (2002) find the capital
markets reward firnms that consistently beat anal ysts’ forecasts.
They show that firnms who beat anal ysts’ forecast benchmark in a
gi ven year have hi gher abnormal returns than those who m ss the
benchmark. Additionally, firns who have beat the analysts

forecast benchmark in the prior two years have hi gher abnor nal

? Skinner and Sloan define an earnings surprise as the difference between actual earnings and the consensus
analysts’ forecast.
* Growth stocks are defined in terms of market-to-book ratio.
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returns than those who have only beat the benchmark in the
current year. Bartov, Gvoly, and Hayn (2002) find simlar
results show ng that firnms who neet/beat the quarterly anal ysts’
earni ngs forecast have higher price premuns than firns that
m ss this benchmark. Additionally, MKkhail, Walther, and WIllis
(2004) find that firnms who m ss the anal ysts’ forecast benchmark
have hi gher cost of equity capital than firnms that neet/beat
anal ysts’ expectations. These studi es suggest that nanagers
have a strong incentive to beat the analysts’ forecast benchmark
and to continue to do so year after year

Graham Harvey, and Raj gopal (2005) survey 401 financi al
executives and ask about their perceptions on the inportance of
beati ng earnings benchmarks. They find that 65.2% of respondi ng
executives say that beating the profit benchmark is inportant;
73.5% say that beating the analysts’ forecast benchmark is
i nportant, and 85. 1% say that beating the earnings change
benchmark is inportant. Wen asked why they believe beating
earni ngs benchmarks is inportant, 86.3%responded that beating
t he earni ngs benchmarks builds credibility with the capital
mar ket s, and 82. 2% responded that beating the earnings
benchmar ks hel ps maintain or increase stock prices. These
survey results strongly reflect a belief by executives that

beati ng earnings benchmarks is inportant to the capital markets.
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2.2.2. CEO Conpensation |Incentives

Mat sunaga and Park (2001) directly exam ne the effect of
m ssi ng or neeting earnings benchmarks on CEO cash conpensation
They find that neeting/beating the anal ysts’ forecast benchmark
and neeting/ beating the earnings change benchmark has an effect
on CEO conpensation. Their results suggest that CECs have an
incentive to beat at | east sonme earnings benchmarks in order to
i ncrease their own personal wealth
2.3. Earnings Managenent to Meet/Beat Earni ngs Benchmar ks

2.3.1 Distributional Studies

Hayn (1995) is the first paper to docunent discontinuities
in the distributions around earnings benchmarks. She exam nes
t he annual earnings distributions around the profit benchmark
and finds fewer than expected firmyears in the small |oss
category and greater than expected firmyears in the snal
profit category. Although her study does not specifically test
for earnings managenent, she notes that this result is
consistent wwth firnms managi ng earnings to beat the profit
benchmar k.

Bur gst ahl er and Di chev (1997) al so use the distributional
met hod to investigate discontinuities around the profit and
ear ni ngs change benchmarks, but unlike Hayn (1995) they devel op
two theories to explain managers incentives to nmanage earning to

nmeet / beat these two earnings benchmarks — transactional cost

13



theory and prospect theory. Burgstahler and Dichev, simlar to
Hayn (1995), find discontinuities around the profit and earnings
change benchmarks. They conclude that 8% 12%of firnms with
smal | pre-nmanaged earni ngs decreases nanage earnings to beat the
ear ni ngs change benchmark. They al so concl ude that 30% 44% of
firme with small pre-managed | osses manage earnings to beat the
profit benchmark. Burgstahler and Eanmes (1999) extend

Bur gst ahl er and Di chev (1997) by docunenting simlar

di scontinuities around the anal ysts’ forecast benchmark,
consistent wth firns managi ng earni ngs upwards to neet/beat

t hi s benchmark.

Degeorge, Patel, and Zeckhauser (1999) al so exam ne
ear ni ngs managenent to exceed earni ngs benchmarks. Simlar to
Bur gstahl er and Di chev (1997) and Burgstahler and Eanes (1999),
they find evidence that managers act opportunistically to exceed
the profit, earnings change, and anal ysts’ forecast benchmarks.
They al so evaluate the relative inportance of each benchmarKk.
Their results suggest that managers view the profit benchmark as
t he nost inportant benchmark, followed by the earnings change
benchmark and then the anal ysts’ forecast benchmark. Brown and
Cayl or (2005) reevaluate the relative inportance of these three
earni ngs benchmarks and find that the inportance of the

benchmar ks appears to have shifted in recent years with the

14



anal ysts’ forecast benchmark becom ng the nost inportant
benchmark for managers to beat.

2.3.2. Earnings Managenent in Specific Contexts

Al t hough studi es such as Burgstahler and D chev (1997) and
Degeorge et al. (1999) provide strong evidence for the existence
and pervasi veness of earnings managenent, neither study exam nes
how or why managers neet/beat the earnings benchmarks. To
answer these questions, many studi es exam ne earni ngs managenent
to beat earnings benchmarks in specific contexts. Beaver,
McNi chol s, and Nel son (2003) exam ne ear ni ngs nmanagenent to
nmeet/ beat the profit benchmark in the property-casualty
i nsurance industry. Specifically, they exam ne managers’ use of
claimloss reserves to nmanage earnings. The insurance industry
provi des a unique context to exam ne earni ngs managenent because
managers must establish a claimloss reserve based on estinates
of future clains. By underestimating (overestimating) the claim
| oss reserve, managers can increase (decrease) current net
i ncone. However, the accuracy of the claimloss reserve
estimates can eventually be determ ned as actual clains occur.
This allows researchers to conpute the overestinmation or
underestimation of the initial claimloss reserve. Beaver et
al . (2003) conclude that nmanagers use the claimloss reserve in

an opportunistic manner to neet/beat the profit benchmark.
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Beatty, Ke, and Petroni (2002) exam ne earni ngs nanagenent
in the banking industry. They conpare the earnings change
di stributions of publicly owed banks to privately owned banks.
They argue that publicly owned banks have greater incentives to
manage earnings due to capital nmarket pressures. Their results
indicate that publicly held banks are nore likely to just
neet / beat the earnings change benchmark through the use of |oan
| oss reserves and realized security gains and | osses.

Phil l'i ps, Pincus, and Rego (2003) use deferred tax expense
(DTE) to detect earnings managenent around the three earnings
benchmarks. They argue that the tax code does not allow as nuch
manageri al discretion as GAAP; thus, nmanagi ng earni ngs upwards
creates a tenporary book-tax difference. They find that DTE is
increnmental ly useful in detecting earnings nanagenent around al
t hree earnings benchnmarks. Dhaliwal, deason, MIls (2004) also
use a tax nethodol ogy to exam ne earni ngs managenent to
nmeet / beat the anal ysts’ forecast benchmark. Specifically, they
i nvesti gate whet her managers opportuni stically use incone tax
expense to boost earnings in order to neet anal ysts’
expectations. Their results indicate that nmanagers reduce the
estimates of their effective tax rates in the fourth quarter to
avoid m ssing the anal ysts’ forecast benchmark.

Several other studies al so suggest that firns nanage

accrual s upwards to neet/beat earnings benchmarks. Das and

16



Zhang (2003) investigate whether managers use their discretion
over reported accounting nunbers to round up earnings to
nmeet / beat earni ngs benchmarks. They find that managers are nore
likely to mani pul ate earnings to round up earnings if managers
expect that rounding up wll neet/beat the profit, earnings
change, or analysts’ forecast benchmark. They present evidence
t hat nmanagers achieve this roundi ng up by mani pul ati ng accrual s.
Moehrl e (2002) also finds evidence that firnms manage accruals to
nmeet / beat earni ngs benchmarks. He docunents that managers
reverse prior period restructuring charge accruals to neet/beat
the profit or analysts’ forecast benchmarks. He finds weaker
evi dence for the earnings change benchmark.

2.3.3. Real Earnings Managenent

The vast majority of prior studies on earnings nanagenent
focus on the opportunistic use of accruals. O the relatively
few studi es investigating REM nost focus on managers’
opportunistic use of R&D to neet certain reporting goals. For
exanpl e, Baber et al. (1991) find that managers decrease R&D
spendi ng when they face the prospect of reporting a small | oss
or decreased earnings. Simlarly, Bushee (1998) provides
evi dence that managers reduce R&D expenses to avoid an earnings
decline. Dechow & Sloan (1991) investigate the |ink between CEO
hori zon and R&D spending. They find that CEGs spend | ess on R&D

during their final years with the firmto inprove short-term

17



performance. This evidence suggests that CEGs nyopically
managi ng earnings to nmaxi mze personal wealth. Bens et al.
(2002) find that managers are willing to repurchase stock to
avoid EPS dilution fromstock option exercises, and that
managers use reductions in R& expenses, in part, to finance
t hese repurchases.

While nost of the prior literature on REM focuses on R&D
expenses, a few papers provide evidence on ot her REM net hods.
Thomas and Zhang (2002) investigate the relation between
i nventory changes and the market inefficiency docunented by
Sl oan (1996). Their results suggest that managers overproduce
with the intention of |owering COGS and thus increasing
earnings. Gunny (2005) investigates the subsequent perfornmance
of firms that engage in REM and finds these firns have | ower
return on assets and |l ower cash flows in future years. This
evi dence suggests that managers trade | ong-term performance for
short-term gains.

Roychowhury (2005) docunents that managers engage in REMto
avoi d reporting annual |osses and annual earni ngs decreases.
Specifically, he finds that firnms suspected of engaging in REM
to cross the profit and earnings change benchmar ks exhi bit
abnormal |y high production costs, abnormally |ow di scretionary
expenses, and abnornmally | ow cash flows from operations conpared

to other firms in the earnings distribution. This evidence is

18



consi stent wth managers overproduci ng, offering aggressive
price discounts, and cutting discretionary expenses to beat the

profit and earnings increase benchmarks.

2.4. The Effects of SOX on Earni ngs Managenent

Congress passed SOX in July 2002 in response to a litany of
accounting scandal s that had occurred over the previous year.
Wil e SOX specifically targets fraudul ent financial reporting,
it also likely inpacts other aggressive accounting choices. SOX
i ncreases the cost of engaging in accrual s nanagenent, and thus
| oners the cost of REMrel ative to accruals managenent in three
specific ways. First, SOX requires CEGCs and CFGCs to personally
certify the correctness of their public financial statenents,
and SOX significantly increases the crimnal and civil penalties
for executives who knowngly file false statements. This
i ncreased | egal risk may di scourage managers from engagi ng in
aggressive accrual s managenent. Unli ke accrual s nanagenent, REM
is unlikely to result in crimnal or civil penalties because REM
is an intervention into a firms internal operational process
rather than an intervention into a firm s external financial
reporting process. Second, SOX seeks to increase nonitoring by
severely restricting the types of non-audit work that a firms
audit conpany may performand requiring audit commttees to

approve other non-audit work. Additionally, financial
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statenents filed with the SEC nust include a report of
i ndependent accountants verifying that there has been no
i npai rment of auditor independence. This heightened focus on
audi tor independence is likely to lead to nore auditor scrutiny
of questionabl e accounting choices. Since auditors have the
ability to limt managers’ use of accruals managenent, i ncreased
audi t or independence increases the risk that auditors wl|
di sal | ow accounting choices ained at increasing earnings (i.e.,
accrual s managenent). However, auditors have little or no
authority to chall enge nmanagers’ operational choices. Thus, the
increased risk of auditors disallow ng aggressive accounting
treatnents (i.e., accrual nmnanagenent techni ques) may | ead
managers to increase REM

Third, Grahamet al. (2005) provide anecdotal evidence that
managers engage in REMto avoid being viewed by sharehol ders as
an accounting mani pulator. The flurry of accounting scandal s
fromlate 2001 through 2002 along wth the passage of SOX has
|l ead to an increase in public awareness of aggressive accounting
met hods. Thi s hei ghtened sharehol der scrutiny of accounting
choi ces al so increases the advantages of REM si nce operational
choices are largely seen as separate from accounting choi ces.

Two recent studies provide evidence that suggests that
ear ni ngs managenent may have decreased post-SOX. Cohen et al

(2005) use factor analysis to create an earni ngs nanagenent
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measure based on three variations of the nodified Jones nodel,
the ratio of the absolute value of accruals to the absolute
val ue of cash flows fromoperations, the ratio of the change in
accounts receivables to change in sales, the ratio of change in
inventory to the change in sales, and the frequency of speci al
items reported for the period. They report an upward trend in
t heir earnings managenent proxy in the pre-SOX period, followed
by a significant decline post-SOX. They conclude that, on
aver age, earnings managenent declined after SOX

Lobo and Zhou (2005) investigate whether SOX affects
conservatismin financial reporting. Specifically, they focus
on whether firns exhibit nore reporting conservatismin the
initial year of required CEQ CFO certification of financia
reports. Using the nodified Jones nodel to estimate
di scretionary accruals for a broad cross-section of firns, they
find that firnms report |ower discretionary accruals post-SOX
They also find that negative security returns are nore quickly
incorporated into financial statenment net income than positive
security returns in the post-SOX period. They interpret their
results as providing prelimnary evidence that managers are nore

conservative post - SOX.
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2.5. Contributions

In general, the extant literature indicates that managers
engage in REMto beat earnings targets even though future
performance may suffer. In addition, Ewert and Wagenhof er
(2005) show analytically that tighter accounting standards |ead
to an increase in REM due to an increase in the marginal
benefits of engaging in earnings managenent. Schi pper (2003)
al so suggests that tightening accounting standards wll lead to
a substitution effect between accrual manipul ati on and REM
This study investigates whether tightening accounting standards
via SOX | eads to an increase in REM and a decrease in accruals
managenent. Relative to prior research investigating the use of
REM t o manage earni ngs and the change in earni ngs managenent
post - SOX, this study nakes two inportant innovations. First,
prior studies suggest that, on average, earnings nanagenent
declined post-SOX. | investigate how SOX affects the earnings
managenent behavior of firms with strong incentives to nanage
earnings (i.e., firms with earnings |ocated around the earnings
benchmarks). Second, | test whether the preferences for
accrual s managenent and REM change post-SOX. This is
particularly inportant since REMis |likely a nore costly form of

ear ni ngs managenent in terns of future firm perfornmnce.
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CHAPTER 3
HYPOTHESES
In this chapter | state ny two testable hypot heses.
Section 3.1 discusses the use of accrual managenent to beat
ear ni ngs benchmarks foll ow ng Sarbanes-Oxl ey. Section 3.2
di scusses the use of REMto beat earnings benchmarks foll ow ng
Sar banes- Oxl ey.
3.1. The Effect of Sarbanes-Oxley on Accrual Managenent
Prior literature finds that, on average, accruals
managenent declines and accounti ng conservati smincreases post-
SOX (Cohen et al. 2005, Lobo and Zhou 2005). G ven these
findings and the increased cost of engaging in accrual
managenent post-SOX (e.g., increased executive liability,
i ncreased nonitoring, and increased investor awareness), |
expect that accrual managenent for benchmark firms will decrease

post-SOX. This leads to ny first testable hypothesis:

Hypothesis 1: The use of accrual managenent to beat

earni ngs benchmarks declines follow ng SOX
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3.2. The Effect of Sarbanes-xley on Real Managenent

A decline in the use of accrual managenent does not
necessarily inply that all types of earnings managenent wll
decl i ne post-SOX. Roychowdhury (2005) and Gunny (2005) docunent
that managers are willing to engage in REMprior to SOX. @G ven
firmse’ wllingness to engage in REMto beat earnings benchmarks,
an increase in the cost of engaging in accrual nmanagenent may
sinply result in a shift to REM This fornms ny second

hypot hesi s.

Hypot hesis 2: The use of real earnings managenent to beat

ear ni ngs benchmarks i ncreases foll ow ng SOX
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CHAPTER 4
RESEARCH METHOD AND SAVPLE SELECTI ON

In this chapter | describe the research nethod | enploy to

test ny hypotheses and explain nmy sanple selection process. 1In
section 4.1, | provide a general overview of ny research nethod
and sanple selection nethod. | explain the cross-sectional

probit nodel that | use to test ny hypotheses in section 4.2.
In section 4.3, | review the various estimation nodels | use to
estimate abnormal accruals, abnormal production costs, and
abnormal discretionary expenses. | also devel op expectations
for results. Finally, | describe nmy sanple selection nmethod in
section 4.4.
4.1. Overview of Research Method

To investigate the effect of SOX on earni ngs managenent
behavior, | estimte abnormal accruals and REM proxies for a
sanple of firnms from 1987 — 2004. | exam ne three types of REM
— overproduction, sales manipul ation, and discretionary expense
mani pul ation investigated in prior literature (e.qg.,
Roychowdhury 2005, Gunny 2005). Managers have the option of
cutting discretionary expenses such as sal es, general, and
adm ni strative expense (SG&A), research and devel opnent expenses

(R&D), and advertising expense to manage earnings. Although
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S&A is not entirely discretionary, many discretionary itens
such as enpl oyee training expense, travel expenses, and certain
types of mai ntenance are commonly included in SGA. Cutting

t hese discretionary expenses increases cash flows from
operations (CFO and operating incone in the current period. In
addition to reducing discretionary expenses, managers of

manuf acturing firms may choose to overproduce to nanage earni ngs
upward. I ncreased production |evels spread fixed costs across
nmore units, thus lowering cost of goods sold and increasing
gross margin and net incone. Wile reported net incone
increases in the current period because of overproduction, cash
flows from operations decrease since the firmincurs increased
production and hol ding costs for the additional units produced.
This results in lower than normal cash flows from operations at
a given |level of sales and higher production costs relative to
sal es.

Managers may al so seek to manage earnings by artificially
boosting sal es through aggressive price discounts. Aggressive
price discounts (i.e., discounts nore extensive than those
offered in the normal course of business) accelerate sales into
the current period and thus increase sal es revenue and net
incone. Using this strategy, sales revenue per unit would be
| oner than normal, whereas production costs relative to sales

woul d be hi gher than nornal.
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4.2. Cross-sectional Probit Mdel

| focus on firms with relatively stronger incentives to
manage earnings by restricting ny sanple to firnms with earnings
around three common ear ni ngs benchmarks — profit, earnings
change, and anal ysts’ forecasted earnings. Specifically, to
determ ne whet her SOX has an effect on earni ng managenent
choices, | use the follow ng probit regression that relates a
firms probability of neeting/beating a given earnings benchmark
with the firmis abnormal accruals, abnormal production costs,
and abnormal discretionary expenses in the pre-SOX and post - SOX
peri ods.

BM =a + b, AbAccr + b, Abprod + b, AbDisc + b, SOX +
by AbAccr * SOX + b, Abprod * SOX + b, AbDisc* SOX +
by CFO + b, NOA +E 1)

wher e:

Profit Benchmark: BM equals one for firmyears with
scaled earnings (NI ,/ TA_) greater than or equal to O
but I ess than 0.01, and BMequals zero for firmyears
with scal ed earnings greater than or equal to -0.01
but less than 0 (Burgstahler and Di chev 1997; Philli ps
et al. 2003; Ayers et al. 2005).

Ear ni ngs Change Benchnmark: BM equals one for firm
years with scal ed earnings changes (NI, - N _ / TA,)
greater than or equal to O but less than 0.005, and BM
equals zero for firmyears with scal ed earnings

changes greater than or equal to —0.005 but |ess than
O (Burgstahler and D chev 1997; Roychowdhury 2005).

Anal ysts’ Forecast Benchmark: BM equals one for firm

years with (EPS — forecasted EPS) greater than or
equal to O but less that 0.01, and BM equals zero for
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firmyears with (EPS — forecasted EPS) greater than or
equal to -0.01 but less than 0. Forecasted EPS is
defined as the nost recent analyst forecast prior to

t he announcenent of annual earnings (Ayers et al.
2005) .

AbAccr (abnormal accruals) is the difference between
total accruals and estinated expected accrual s using
the Jones (1991) nodel (discussed bel ow).

AbProd (abnormal production costs) is the difference
between a firm s actual production costs (Costs of
goods sold + Change in inventory) and estimated
expected production costs (discussed bel ow).

AbDi sc (abnormal discretionary costs) is the
difference between a firm s actual discretionary costs
(SGA + R&D + Advertising expenses) and estimated
expected discretionary costs (discussed bel ow).

SOX equal s one for Post-Sox years (i.e., 2003-2004),
and zero ot herw se.

CFO is cash flow from operations (Conpustat Data
#308) .

ACFOi s the change is cash flow from operations from

year t-1 to year t. ACFOrepl aces CFO for anal yses
usi ng the earnings change benchmarKk.

NCA is net operating assets defined as total

sharehol der’s equity — cash and short-terminvestnents
+ total debt.
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4.3. Estimation Mdels and Expectations
| estimate a firm s expected | evel of accruals using the
Jones (1991) nodel .’
Accruals /A,_=a, +a,*(1/A,_)+ B *(AS,/A,_)+B,*(PPE,/A,_)+&, (2)
wher e:

Accruals, is total accruals for year t, and
A,_ is total assets at the end of period t-1, and

AS,is the change in sales fromperiod t-1 to period t,
and

PPE, is property, plant, and equi pnent at the end of

period t.

| estimate equation (2) by industry and year and include an
unscal ed intercept, a,,to force the mean abnormal accruals for
each industry-year to be zero. | use the paraneter estimtes
fromequation (2) to estimate the firm s expected accrual s.

then estinate abnornal accruals as the difference between the

firms actual accruals and expected accruals as foll ows:
AbAccr, = Accruals /A ,_,- [a, + a,*(1/A,.) + B,*AS,/A,.,) + B, *(PPE ,/A,_)] (3)

To the extent that firnms use discretionary accruals to beat

ear ni ngs benchmarks, | expect to find a positive coefficient on
AbAccr .
°> Results using the nodified Jones nodel (Dechow et al., 1995) are nearly

identical to results when using the Jones nodel .

29



Fol | owi ng Dechow et al. (1998) and Roychowdhury (2005), |
estimate the expected | evel of production costs using the

fol |l ow ng nodel
PROD /A, =a,+a *(1/A,_)+B,*S,/A,_ )+, ¥(AS,/ A, )+, *(4S, /A, )+TE, (4)
wher e:

PROD, is total production costs for period t, and

S,is sales revenue for tine period t (Conpustat Data
#12), and

AS, is the change is sales revenue fromperiod t-2 to
period t-1.

| define all other terns the sane as defined in

equation 2.

| estimate equation (4) by industry and year and use the
paraneter estimates fromequation (4) to determne the firms
expected production costs. | then calculate AbProd as the
di fference between the firm s actual production costs (i.e., the
sum of Cost of goods sold and Change in inventory) and its
expected production costs. AbProd represents a firms abnorma
production costs relative to other firns in the sanme industry.
Concurrent literature (Roychowdhury 2005, Gunny 2005) suggests
t hat nmanagers engage in REMto beat earnings benchnmarks. To the
extent that managers are willing to engage in overproduction and
sal es mani pul ation to beat earnings benchmarks, | expect the

coefficient on AbProd to be positive.
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| estimate discretionary expenses using the foll ow ng nodel

by industry and year (Roychowdhury, 2005):
DISEXP,/A,_, =a, +a,*1/A,_)+B,*S,../A4,.,) t €&, (5)
wher e:

DI SEXP, is discretionary expenses for period t, and

S, is sales revenue for tinme period t-1.

-

Al'l other terns are as defined in equation 2.

Usi ng | agged sales rather than current sales to estimate
di scretionary expenses mtigates one potentially conplicating
issue. If firnms opt to manage earnings by increasing sales in a
gi ven year, then discretionary expenses woul d appear abnormally
| ow even if they have not been nmanaged. Using |agged sal es
alleviates this problemto the extent that firns are not | ocated
around an earni ngs benchmark in successive years. | expect to
find a negative coefficient on AbDi sc, since |owering expenses
in the current period results in higher current period incone.

SOX denotes whether a firmyear occurs before or after the
passage of the Sarbanes-Oxley Act, and thus, represents the
increnmental propensity for a firmto beat a benchmark post-SOX
Cohen et al. (2005) docunment a sharp decline in earnings
managenent, on average, post-SOX. Additionally, Lobo and Zhou
(2005) find an increase in accounting conservati smpost-SOX. To

the extent that (1) Sox inhibited firns’ abilities to beat
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benchmar ks usi ng accrual nmanagenent and (2) REM was not a viable
met hod for a subset of firnms to beat benchmarks, | anticipate a
negati ve coefficient for SOX

Hypothesis 1 predicts that post-SOX firns decreased their
use of accruals managenent to neet/beat earnings benchmarks. |If

firms decreased their use of accrual managenent to neet/ beat

ear ni ngs benchmar ks post-SOX, the coefficient on AbAccr * SOX

shoul d be negative. Hypothesis 2 predicts that SOX caused firns
to increase their use of REMto neet or beat earnings
benchmarks. If firms engaged in nore REM through increased use

of overproduction and/or sales mani pul ations, then the

coefficient on Abprod * SOX, should be positive. Likewse, if

firms engage in nore discretionary expenses mani pul ati on
foll ow ng SOX, then the coefficient on A4bDisc* SOX should be
negative. | include either cash flows or change in cash flows
in ny nodel to control for the effect of a firms cash flow on
the firms need to use accrual managenent or REMto neet or beat
a benchmark (Phillips et al. 2003). | expect that the
coefficient on CFO (ACFO wi Il be positive, since firns with

hi gher cash flows should be nore likely to beat benchmarks.
Finally I include net operating assets (NOA) to control for a
firms level of accrual flexibility. The higher a firm s net

operating assets, the lower their ability to manage accruals to
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beat earnings benchmarks (Barton and Sinko 2004). However,
given a firms ability to use REMto beat benchmarks and to
wal k- down anal ysts’ forecasts, | nake no prediction about the
sign of NOA
4.4. Sanple Sel ection

| collect financial data from Conpustat and anal yst
forecast data fromI/B/E/S. | require that cash flows from
operations are available fromthe Statenent of Cash Fl ows, which
restricts the sanple to post-1986 firmyears. | also require
sanple firmyears to have sufficient data available to conpute
t he necessary vari abl es used for estimations of expected
accrual s, production costs, and discretionary expenses. Since
SOX applies to donestically traded firns, | exclude foreign
firme fromthe sanple. | also exclude regulated industries (SIC
codes 4400 through 4999) and banks and financial institutions
(SI C codes 6000 through 6999). These firns operate in a
different regulatory environnment than other firns and |ikely
have different earnings managenent incentives. Thus, | would
expect SOX to affect regulated firns differently than other
firms. Since | estinmate expected accruals, production costs and
di scretionary expenses for each industry-year, | require at
| east 10 observations for each industry-year. | use two-digit
SIC codes to assign each firm s industry. Panels A B, and C of

Table 1 list the nunber of firns in each two-digit SIC code for
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my three sanples. Panel Alists the SIC codes for firnms in the
profit benchmarks sanple. Panel B lists the SIC codes for firns
in the earnings change benchmark sanple. Finally, Panel Clists
the SIC codes for the firnms in the anal ysts’ forecast benchmark
sanpl e.

The nodal industry represented in the profit benchmark
sanple is Electrical and Qther Electrical Equi pnent (SIC code
36) with 379 firmyear observations. Measuring |Instrunents,
Phot o Goods, and Watches (SIC code 38) has the second hi ghest
nunber of observations with 322 firmyears. The twenty
i ndustries with the highest representation account for 83. 3% of
all observations in the profit benchmark sanple.

The earni ngs change benchmark sanple has a simlar
distribution to the profit benchmark sanple. Like the profit
benchmark sanple, Electrical and O her Electrical Equipnment (SIC
code 36) is the nodal industry with 473 firmyear observations.

I ndustrial and Commercial Machinery and Conputer Equi pnent (SIC
code 35) is the second highest represented industry with 471
observations. The twenty industries with the highest
representation account for 82.1% of all earnings benchmark
sanpl e observati ons.

Li ke the profit and earnings change sanples, Electrical and
Q her Electrical Equipnent (SIC code 36) is the nodal industry

for the anal ysts’ forecast benchmark sanple with 940 firmyear

34



observations. Measuring Instrunents, Photo Goods, and Watches
(SI C code 38) has the second highest nunber of observations with
794 firmyears. The twenty industries wth the highest nunber
of observations account for 87.1%of the entire anal ysts’
forecast benchmark sanpl e.

| nsert Table 1 here
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CHAPTER 5
RESULTS
In this chapter | present and interpret results for ny two
t establ e hypot heses. Each hypothesis is individually tested for
the three earnings benchmarks. | also test hypotheses 2 for two
types of REM (e.g., production costs nmanagenent and
di scretionary costs nmanagenent). In section 5.1, | present
univariate results for the effects of abnormal accruals,
abnormal production costs, abnormal discretionary expenses on
beating the earnings benchmarks pre-SOX and post-SOX. In
section 5.2, | present nultivariate results and | also reconcile
these results with prior literature. In section 5.3, | review
the results for nmy first hypothesis and | reconcile these
results with prior literature. |In section 5.4, | present
results related to ny second hypot hesi s.
5.1. Univariate Results
Tabl e 2 presents descriptive statistics for each of the
t hree benchmark sanples. Inposing all of the data requirenents
results in a sanple of 3,434 firmyears around the profit
benchmark. 2,235 firmyears just neet/beat (i.e., .00 < E, <
.01) the profit benchmark, and 1,199 firmyears just mss (i.e.,

-.01 < E, <.00) the benchmark. | further separate the sanple
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into Pre-SOX and Post-SOX periods to exam ne changes over tine.
Panel A indicates that there is no statistical difference in the
means between the just m ss abnormal production | evels and the
just beat abnormal production |evels pre-SOX . However, there
is a statistically significant difference in the nean abnorm
production |l evels post-SOX (p = 0.0446). This is consistent
with firnms increasing their managenent of production costs to
beat the profit benchmark post-SOX. There is no statistica
difference in the pre-SOX or post-SOX neans for abnornal
accrual s or abnormal discretionary expenses. However,
uni variate conparisons of just mss to just beat firns are a
weaker test than nulti-variate probit anal yses since the
uni vari ate anal yses do not control for cash flows or the effect
of the various earnings nmanagenent techni ques on one anot her.
I nsert Table 2 here
Panel B presents descriptive statistics for the 5,397 firm

years | ocated around the earnings change benchmark. 3,208 firm
years just neet/ beat (i.e., .00 < AE, < .010) the earnings
change benchmark, and 2,189 firmyears just mss (i.e., -.010 <

AE < .00) the benchmark. Again, | separate the sanple in pre-

it

SOX and post-SOX periods. The earnings change benchmark
exhibits the sanme pattern for nean abnormal production |evels as
the profit benchmark. There is no statistical difference in the

mean abnormal production |evels pre-SOX (p = 0.3643), but there
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is a statistically significant difference post-SOX (p = 0.0829).
This is consistent with firnms increasing their managenent of
production costs to beat the earnings change benchmark post-SOX.
Simlar to the profit benchmark, there is no statistical
difference in the pre-SOX or post-SOX neans for abnornal
accrual s or abnornmal discretionary expenses.

Panel C presents the descriptive statistics for the

anal ysts’ forecasted earnings benchmark. 3,751 firms just neet

or beat (i.e., .00 < EPS, < .01) the benchmark, and 2,934 firns

just mss (i.e., -.01 < EPS, < .00) the benchmark. Unlike the

profit and earni ngs change benchmarks, mean abnormal production
| evel s pre-SOX and post-SOX show a significant decline across

t he anal ysts’ forecast benchmark. Thus, univariate anal yses
provi de no evidence that firns engage in REMto beat the

anal ysts’ forecasted earnings benchmark. Again like the profit
and earni ngs change benchmarks, there is no statistical
difference in the pre-SOX or post-SOX neans for abnornal
accruals or in the pre-SOX neans for abnormal discretionary
expenses. However, there is a statistical difference (p =

0. 0645) between the neans in the post-SOX sanples. This

i ndi cates that post-SOX, firns that just beat the anal ysts’
forecast benchmark have higher discretionary expenses than firns

that just mss the analysts’ forecast benchmark. This result is
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not consistent with firnms opportunistically managi ng
di scretionary expenses.
5.2. Multivariate Results

Tabl e 3 presents the results for estimating equation (1)
for firnms that just neet or beat versus firns that just mss the
t hree conmmon earni ngs benchmarks. The coefficient on AbAccr,
t he neasure of abnormal accruals pre-SOX, is positive and
significant for all three earnings benchmarks. Phillips et al.
(2003) find a simlar association between nmeasures of
di scretionary accruals (i.e., total accruals, nodified Jones
accrual s, and forward-I|ooki ng accruals) and the propensity to
beat the three earnings benchmarks. The positive coefficient on
AbAccr is consistent with firms managi ng accruals to cross the
ear ni ngs benchmar ks.

I nsert Table 3 here

The coefficient on Abprod, the neasure of abnornma
production costs pre-SOX, is not significantly different than
zero for any of the three benchmarks with (p = .7160) for the
zero benchmark, (p = .1724) for the earnings change benchmark,
and (p = .9076) for the analysts’ forecast benchmark.® The
insignificant coefficients on Abprod suggest that abnornma
production costs had no significant effect on the |ikelihood of

beati ng the earni ngs benchmarks pre-SOX. These results are

% All p-values are reported as one-tail values.
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i nconsi stent with Roychowdhury (2005) who finds that firnms who
just meet or beat the profit benchmark’ exhibit higher |evels of
abnormal production costs conpared to other firnms across the
earnings distribution.® He concludes that firms who just neet or
beat the profit benchmark mani pul ate their production operations
to cross the benchmark threshold. Prior literature (Burgstahler
and Di chev 1997, Burgstaher and Eanes 1999, Phillips et al.
2003, Skinner and Sl oan 2001, Kaszni k and McN chol s 2002)
docunents that firms around the earnings benchmarks have strong
i ncentives to manage earnings to beat those benchmarks. It is
uncl ear what incentives firns |located further away fromthe
benchmar ks have to manage earnings (e.g., incone snoot hing;
taking a big bath). Thus, it is difficult to draw concl usions
regardi ng earni ngs managenent to beat earning benchmarks when
conparing the abnormal production costs of firns that just-beat
earni ngs benchmarks to all other firms. Conparing just-beat and
just-mss firns focuses the analysis on firms with simlar
ear ni ng managenent incentives and earnings properties. Thus, ny
tests are | ess susceptible to alternative interpretations

To reconcile ny results with Roychowdhury (2005)

partially replicate his analysis using ny sanple. | present ny

" Roychowdhury (2005) also finds weaker results suggesting firms use production cost manipulations to meet/beat
the earnings change benchmark. However, his main results are for the profit benchmark.

¥ Roychowdhury (2005) does not specifically compare just miss to just beat firms. Instead, he compared firms who
just beat earnings benchmarks to firms in the 29 surrounding earnings bins.
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results in Table 4. First in panel A | replicate his results
for the use of production cost managenent to beat the profit
benchmark by using OLS regression on the follow ng regression
equat i on:

Abprod = a + b, Suspect + b, AbDMTB + b, AbSize + b, AbBNI + E (6)

wher e:

AbProd (abnormal production costs) is defined as the
difference between a firm s actual production costs

and expected production costs. Expected production

costs are estimated using the industry-year

regression: Prod, =a, +a,*(1/A,_)+ b, *Sales, +b,*ASales, +
b,*ASales,_, +¢&, . Al terns are scaled by total assets at
the end of year t-1.

Suspect is an indicator variable taking on the val ue
of 1 if the firmyear observations has scal ed earni ngs

(EBEI ,/ TA,,) greater than or equal to O but l[ess than
0. 01.

AbMIB (abnormal market-to-book) is the firm MIB
subtracted fromthe industry nmean MIB

AbSi ze (abnormal size) is the |ogarithm of market

val ue of equity subtracted fromthe industry nean

| ogarithm of market value of equity.

AbNI (abnormal net incone) is the scaled incone before

extraordinary itenms subtracted fromthe industry nean

scal ed i ncone before extraordinary itens.

The sanpl e includes 18, 546 observations wth earni ngs
before extraordinary itens between —7.5% and 7.5% of begi nni ng
of the year total assets. Like Roychowdhury, | find that firns

that just neet/beat the profit benchmark exhibit significantly

hi gher abnormal production costs (t-stat = 2.53, p-value =
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0. 0115) conpared to the nmuch larger distribution of firnms (i.e.,
not only the just-mss firms). Accordingly, the contrary
concl usions in Roychowdhury (2005) appear to be attributable to
the conparison of just-beat firnms to a |arger conparison group
of firms rather than those firns that just-m ss the earnings
benchmark. | conclude that the differences in results are not
due to unique characteristics of ny sanple.

I nsert Table 4 here

| predict that the coefficient on AbD sc, the neasure of
abnormal discretionary expenses, wll be negative to the extent
that firns nanage discretionary expenses opportunistically. The
coefficient on AbDisc is not statistically significant for the
profit (p= 0.7207), earnings change (p = .2027), or analysts’
forecast (p = 0.7631) benchmarks.

This evidence is also inconsistent with Roychowdhury (2005)
who concludes that firnms manage di scretionary expenses downward
to nmeet/beat the profit benchmark. | again partially replicate
Roychowdhury’ s anal ysi s. In panel B of Table 4, | present

results of an OLS regression on the follow ng regression

equat i on:
AbDisc = a + b, Suspect + b, AbDMTB + b, AbSize + b, AbNI + E (7)
wher e:

AbDi sc (abnormal discretionary costs) is defined as
the difference between a firm s actual discretionary
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costs and expected discretionary costs. Expected
di scretionary costs are estimted using the industry-

year regression: Disc, =a, +a, *(1/A,_)+b, *Sales,_, +¢&, .

All other terns are defined as described for equation

(6).

| use the sane 18,546 firmyear observation sanple
descri bed above for equation (6). Simlar to Roychowdhury, |
find that firms who just neet/beat the profit benchmark exhibit
| oner | evels of abnormal discretionary expenses. The
coefficient on Suspect is negative and significant (t-stat = -
3.69, p-value = 0.0002). | conclude that the differing results
are attributable to differences in nmethod and not a result of
uni que characteristics in ny sanple.

Returning to Table 3, the coefficient on SOX is negative
for all three benchmarks, and is significant for the profit (p =
.0118) and anal ysts’ forecast benchmark (p = .0006). The
coefficient for the earnings change benchmark (p = .1156)
benchmark only approaches conventional significance |evels.
Thi s evidence suggests that firms are less likely to beat the
earni ngs benchmarks post-SOX. This is consistent with Lobo and
Zhou (2005) who find that accounting conservati sm has increased
fol |l om ng SOX.

5.3. The Use of Accrual Managenent Foll owi ng Sar banes- Oxl ey

Hypothesis 1 predicts that firnms decreased their use of

accrual managenent to neet or beat earnings benchmarks foll ow ng
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SOX. Results do not support this hypothesis. The coefficient

on AbAccr * SOX i1s insignificant for the profit benchmark (p =

0.9064), the earnings change benchmark (p = 0.8813), and the
anal ysts’ forecast benchmark (p = 0.8519). These results
indicate that SOX had little effect on the use of accrual
mani pul ations for these firns to neet or beat earnings
benchmar ks.

These results are inconsistent with evidence presented by
Cohen, Dey, and Lys (2005), who find that the | evel of earnings
managenent, including discretionary accruals, declines post-SOX
However, they focus on a broad cross-section of firns across the
entire earnings distribution, while I focus on firms with strong
incentives to manage earnings (i.e., firns around the earnings
benchmarks). To reconcile ny results with Cohen et al. (2005),
| exam ne whether the tine-series properties of ny abnornal
accrual neasure is simlar to the tine-series properties of the
ear ni ngs nmanagenent netric used by Cohen et al. (2005).° |
tabulate ny results in Table 5.

Despite the fact that | use annual data while they use
quarterly data, | find a significantly positive tinme trend (t-
stat = 6.75, p-value = <.0001) indicating a rise in the use of

accrual managenent fromthe beginning of ny sanple in 1987 until

® Cohen et al. (2005) construct an earnings nmanagenent neasure based on
several discretionary accruals nodels and financial ratios. Using quarterly
data, they find a significant decline in earni ngs managenent post- SOX.
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t he passage of SOX. Post-SOX, | find, on average, a
statistically significant decline in abnormal accruals (t-stat =
-3.08, p-value = 0.0021). This evidence indicates that the use
of discretionary accruals has declined overall post-SOX, but ny
ot her anal ysis indicates that accrual managenent has not decli ned
for firmse with strong incentives to manage earnings (i.e., firns
cl ose to the earnings benchmarks).

| nsert Table 5 Here

5.4. The Use of Real Earnings Managenent Post - SOX
Hypothesis 2 predicts that firns increased their use of REM

to nmeet or beat earnings benchmarks. Consistent with this

hypot hesi s, the coefficient on Abprod * SOX i1s positive and

significant for the profit (p = .0321) and earnings change (p =
.0477) benchmarks, indicating an increase in the use of
over producti on and/or sal es mani pul ations to beat these

benchmarks follow ng SOX. For the analysts’ forecast benchmark,

Abprod * SOX is positive as predicted but not significant (p =

.3136). It is not surprising that results for the anal ysts’
forecast benchmark are weaker than the other benchmarks. Unlike
accrual mani pul ations, production |evels and sal es cannot be
easily or quickly adjusted at the end of the year to neet the
anal ysts’ earnings forecast. Instead, they nust be adjusted

during the year. Thus, anal ysts have the opportunity to adjust
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their forecasts to incorporate changes in production |evels and
sales. The profit and earnings change benchmarks are static
targets that do not change during the year. Therefore, nanagers
shoul d be better able to use REMto neet/beat these two
benchmar ks. °

Hypothesis 2 also predicts that firns will increase their
use of discretionary expenses mani pul ation to neet or beat
earni ngs benchmarks following SOX. M results do not support
this hypothesis. For all three earnings benchmarks, the
coefficient for AbDisc* SOX is insignificant. The coefficients
on the profit, earnings change, and anal ysts’ forecast
benchmar ks have p-val ues of 0.5544, 0.7928, and 0. 9465
respectively. These results indicate that SOX has no
significant effect on the use of discretionary expenses
mani pul ati on to neet/beat earnings benchmarks.

Consistent with prior literature, the coefficients on CFQ
the control variables for firmcash flows, are positive and
significant for the profit (p = <.0001) and anal ysts’ forecast
(p = <.0001) benchmarks. Likew se the coefficient on ACFO is
positive and significant (p = <.0001) for the earnings change
benchmark. Finally, the coefficients on NOA the control

variable for accrual flexibility, are positive for all three

1 Firms al so have the option to wal k down anal ysts’ forecasts (Richardson et
al. 2004), which is likely to be nuch less costly than engagi ng i n REM
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benchmarks. However, they are only significant for the profit
(p = .0010) and earnings change (p = .0009) benchnmarks. This
result seens to indicate that higher Ievels of net operating
assets increase the probability of beating the profit and
ear ni ngs change benchmarks. The NOA coefficient for the

anal ysts’ forecast benchmark is insignificant (p = .5963)
indicating that the |Ievel of net operating assets has no
significant effect on a firms probability of beating the

anal ysts’ forecast benchmark.
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CHAPTER 6

CONCLUSI ONS
In this final chapter, | summarize the issues,
contributions, nmethods, and results of this study. | also

acknowl edge the Iimtations of this study and offer sone areas
for future research. 1In section 6.1, | offer a sunmary of the
study. Limtations are discussed in section 6.2. | conclude
with ideas for future research in section 6.3.
6.1. Sunmmary

This study investigates whether managers alter their
ear ni ngs managenent behavior follow ng SOX. Specifically,
test whet her REM (over production, sales manipul ati on, and
di scretionary expenses mani pul ati on) increased and whet her
accrual mani pul ati on decreased post-SOX. | focus on firnms with
hi gh incentives to nmanage earnings by limting ny sanple to
firms |l ocated around three conmmon earni ngs benchmarks — profit,
ear ni ngs change, and anal ysts’ forecasted earnings. Focusing on
these firnms allows for a powerful test of earnings managenent
behavi or, since firnms around the earnings benchmarks have cl ear
i ncentives to manage earnings to neet/beat those earnings

benchmar ks.
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| use a probit regression that relates a firms probability
of neeting/beating an earnings benchmark with the firms
abnormal accrual s, abnormal production costs, and abnor nal
di scretionary expenses in the pre-SOX and post-SOX peri ods.
Results indicate that nmanagers increase their use of production
cost mani pul ation to neet/beat the profit and earnings change
benchmar ks post-SOX. However, results also indicate that SOX
has no significant effect on the use of accrual manipul ations or
di scretionary expense nmani pul ati ons to neet/beat earnings
benchmar ks.

Thi s paper contributes to the earnings managenent
literature in two ways. First, this study docunents how new
accounting regul ation influences how firns’ beat earnings
benchmarks. In particular, results suggest that post-SOX the
associ ati ons between abnormal production costs and beating
ear ni ngs benchmarks increase while the associ ation between
abnormal accruals and beating earni ngs benchmarks remain
unchanged. Second, SOX was intended to |imt opportunistic
behavi or by managers. Since REMrepresents a sacrifice of
future econom c benefit to inprove short-termfinanci al
reporting, investors have incentive to identify and limt
managers’ use of REM Additionally, these results should be of
interest of regulators who have an obligation to understand the

consequences, both intended and uni ntended, of new accounting

49



regul ations. To date, the effects of SOX on financial reporting
deci sions and managers’ actions are still largely unknown. This
paper suggests that SOX resulted in an increase of REM arguably
a nore costly/less attractive nethod to beat benchmarks.
6.2. Limtations

This study should be interpreted in light of the foll ow ng
limtations. First, it is difficult to discern whether managers
have altered their use of REM due to SOX or due to increased
i nvestor awareness of accounting choices resulting fromthe rash
of accounting scandal s that preceded SOX. | acknow edge that it
is difficult to disentangle the effect of the accounting
scandal s that preceded SOX fromthe effects of SOX itself.
Second, prior studies have docunented that discretionary
accrual s nodel s, such as the Jones nodel and nodified Jones
nodel , do a relatively poor job of detecting earnings managenent
(Dechow et al. 1995, Thomas and Zhang 1999, McNichols 2000). To
the extent that the inherent noise in abnormal accrual neasures
does not change cross-tenporally, this study s anal yses may be

| ess susceptible to the concerns associated with these neasures.

6. 3. Future Research
This study is part of an energing stream of research
i nvestigating the use of real earnings managenent. Since this

line of research is still largely inits infancy, there are nmany
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fertile areas for continuing research. This paper tests only a
few of the nunmerous types of real earnings techniques avail able
to managers. Future research may extend the list of rea
earni ngs techni ques beyond those currently being reviewed in the
accounting literature.

Future researchers may al so choose to investigate the
i npact of real earnings nmanagenent on a firm s cost of capital.
Managers often engage in real earnings nanagenent for the short-
term benefits associated wth beating benchmarks. However,
concurrent literature docunents that there are long-term
performance penalties for engaging in real earnings managenent.
Thi s di chotony of short-term gains versus |long-term penalties
creates a natural question in regard to how supplies of equity
capital and debt capital will react to real earnings nmanagenent.

Lastly, | docunent an increase in certain types of real
earni ngs managenent follow ng the inplenentation of Sarbanes-
Oxl ey. However, it is unclear whether this increase is
permanent or tenporary in nature. |If the increase in rea
ear ni ngs nmanagenent is in response to Sarbanes-Oxl ey, then I
woul d expect the increase to be permanent. On the other hand,
if the increase is in response to the rash of accounting
scandal s that gave rise to Sarbanes-Oxl ey, then | would expect
the increase to last only as long as investors renmain focused on

accounti ne-based mani pulations. Gven nore tine to accunul ate
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data, future research should be able to answer whether this is a
per manent consequence of Sarbanes-Oxley or just a tenporary
reaction to the rash of accounting scandals prior to Sarbanes-

Oxl ey.
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Table 1: Industry Distributions
| ndustry distributions based on 2-Digit SIC codes for all three
sanples (profit, earnings change, and anal ysts’ forecast) for
years 1987 — 2004.

Panel A

I ndustry distribution of firnms that just m ss or just neet/beat
the profit benchmark. The sanple is limted to firnms with
reported earnings before extraordinary itens between -1.0% and
1.0%of total assets. The full sanple is 3,434 firns.

SIC | ndustry Description Nunber of
Code Firm Years
36 El ectrical and Other Electrical Equip 379
38 Measuring Instr., Photo Gds, Witches 322
35 I nd and Comm Machi nery, Conputer Equip 318
73 Busi ness Servi ces 223
28 Chem cals and Allied Products 203
50 Dur abl e Goods — Whol esal e 189
20 Food and Ki ndred Products 142
59 M scel | aneous Retai l 119
58 Eating & Drinking Places 111
33 Primary Metal |ndustries 99
34 Fabr Metal, Ex Machinery, Trans Equip 94
37 Transportation Equi pment 93
30 Rubber & M sc Pl astic Products 86
39 M scel | aneous Manuf acturi ng 85
51 Nondur abl e Goods — Whol esal e 79
13 Ol and Gas Extraction 79
23 Apparel & Simlar Products - Fabrics 68
26 Paper and Allied Products 66
27 Printing, Publishing, and Allied 56
87 Engi neeri ng, Acct, Research, Mynt & Rel 51
54 Food Stores 50
22 Textile MII| Products 50
80 Heal th Servi ces 45
56 Apparel and Accessory Stores 44
99 Noncl assi fi abl e Establ i shnments 43
53 Ceneral Merchandi se Stores 35
32 Stone, Clay, dass, and Concrete Products 32
79 Anmusenent & Recreation Services 30
25 Furniture and Fi xtures 27
78 Motion Pictures 26
29 Pet rol eum Refi ning and Rel at ed 24
Al 166

Q hers

TOTAL 3434
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Panel B

I ndustry distribution of firnms that just m ss or just neet/beat
t he earni ngs change benchmark. The sanple is limted to firns
with reported earnings before extraordinary itens between —-1. 0%
and 1.0% of total assets. The full sanple is 5,397 firns.

SIC | ndustry Description Nunber of
Code Firm Years
36 El ectrical and Other Electrical Equip 473
35 I nd and Comm Machi nery, Conputer Equip 471
28 Chem cals and Allied Products 418
38 Measuring Instr, Photo Goods, Watches 376
50 Dur abl e Goods — Whol esal e 290
20 Food and Ki ndred Products 281
73 Busi ness Servi ces 213
59 M scel | aneous Retai l 195
37 Transportation Equi prent 189
34 Fabr Metal, Ex Machinery, Trans Equip 175
51 Nondur abl e Goods — Whol esal e 161
54 Food Stores 159
30 Rubber and M sc Plastic Products 155
27 Printing, Publishing, and Allied 153
58 Eating and Drinking Pl aces 150
33 Primary Metal |ndustries 143
26 Paper and Allied Products 117
56 Apparel and Accessory Stores 107
23 Apparel & Simlar Products — Fabric 105
22 Textile MII| Products 98
32 Stone, Clay, dass, and Concrete Products 95
39 M scel | aneous Manuf acturi ng 92
53 CGeneral Merchandi se Stores 91
13 Ol and Gas Extraction 91
25 Furniture and Fi xtures 71
87 Engring, Acct, Rsrch, Mgnt & Rel ated 58
57 Home Furniture, Furninshings, & Equip 58
24 Lunmber and Wod Products 57
79 Amusenent and Recreation Services 56
80 Heal th Servi ces 54
55 Aut o Deal ers and Gas Service Stations 52
Al 193

Q hers

TOTAL 5397
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Panel C

I ndustry distribution of firnms that just m ss or just neet/beat
t he anal ysts’ forecast benchmark. The sanple is limted to
firmse with actual earnings between —-0.01 and 0.01 of the nost
recent analyst forecast of annual EPS. The full sanple is 6,685
firnms.

SIC | ndustry Description Nunber of
Code Firm Years
36 El ectrical and Other Electrical Equip 940
38 Measuring Inst, Photo Gds, Watches 794
35 I nd and Comm Machi nery, Conputer Equip 722
28 Chem cals and Allied Products 600
73 Busi ness Servi ces 416
20 Food and Ki ndred Products 282
59 M scel | aneous Retai l 246
50 Dur abl e Goods — Whol esal e 224
56 Apparel and Accessory Stores 216
58 Eating and Drinking Pl aces 174
37 Transportation Equi prent 172
23 Apparel and Sim lar Products — Fabric 130
27 Printing, Publishing, and Alied 125
34 Fabr Metal, Ex Machinery, Trans Equip 122
51 Nondur abl e Goods — Whol esal e 118
33 Primary Metal |ndustries 105
80 Heal th Servi ces 103
30 Rubber and M sc Plastic Products 100
57 Home Furniture, Furnishing, and Equip 98
39 M scel | aneous Manuf acturi ng 93
26 Paper and Allied Products 91
53 CGeneral Merchandi se Stores 83
13 Ol and Gas Extraction 81
25 Furniture and Fi xtures 79
54 Food Stores 67
22 Textile MII| Products 62
55 Aut o Deal ers and Gas Service Stations 59
32 Stone, Clay, dass, and Concrete Products 55
87 Engnr, Acct, Rsrch, Mgymt and Rel ated Svcs 47
24 Lunmber and Wod Products 43
31 Leat her and Leat her Products 42
Al 196

Q hers

TOTAL 6685
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Table 2

Uni vari ate Anal ysis

Sanple firmyears are drawn from 1987 through 2004.

are drawn for each of the three earnings benchmarks (profit,
forecasted earnings).

anal ysts’

Means,

medi ans,

tests for the difference in neans are reported.

Panel A

Firms that just mss or just neet/beat the profit benchmark.

Three separate sanpl es
zero change,
and t-statistics fromt-

The sanple is
[imted to firnms with reported earnings "efore extraordilary itenms between —

1.0%and 1.0%of total assets. The full sanple is 3,434 firns.
Pre-SOX Post-SOX
Difference Difference
Just Miss | Just Beat | in Means Just Miss | Just Beat in Means
Mean Mean t-stat Mean Mean t-stat
Median Median (p-value) Median Median (p-value)
CFO 2.77 3.48 2.47 4.76 4.71 -0.05
1.08 2.46 (0.0135) 4.87 5.02 (0.9597)
Abnormal Accruals 1.58 1.82 0.76 0.89 2.02 1.22
1.33 1.50 (0.4469) 0.48 1.28 (0.2227)
Abnormal Prod Cost 6.26 4.18 -1.27 -2.36 3.02 2.02
4.35 4.90 (0.2027) -1.16 2.49 (0.0446)
Abnormal Disc Exp -5.12 -4.50 0.81 -0.65 -3.68 -1.00
-4.76 -5.01 (0.4156) -1.69 -4.39 (0.3194)
N 1,084 2,056 115 179

* Significant at the 0.10 level (two-tail)
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Panel B
Firms that just mss or just neet/beat the earnings change benchmark. The
sanple is limted to firms with earnings changes between -1. 0% and 1. 0% of

total assets. The full sanple is 5,397 firns.
Pre-SOX Post-SOX
Difference Difference
Just Miss | Just Beat | in Means Just Miss | Just Beat in Means
Mean Mean t-stat Mean Mean t-stat
Median Median (p-value) Median Median (p-value)
CFO 7.44 8.93 5.52 7.91 941 2.35
7.92 9.30 (<0.0001) 7.87 9.17 (0.0188)
Abnormal Accruals 0.95 1.01 0.32 0.27 0.67 1.04
0.64 0.76 (0.7503) 0.37 0.71 (0.2991)
Abnormal Prod Cost 1.02 0.46 -0.91 0.45 1.91 1.74
2.08 1.06 (0.3643) 0.44 3.10 (0.0829)
Abnormal Disc Exp -1.37 -1.48 -0.18 -1.83 -0.83 0.68
-2.95 -2.34 (0.8561) -3.46 -2.82 (0.4983)
N 1,897 2,819 292 389

* Significant at the 0.10 level (two-tail)
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Panel C
Firms that just mss or just neet/beat the anal ysts’
benchmar k.

f orecast ed earnings
The sanple is Iimted to firns with actual earnings between -0.01

and 0.01 of the nost recent anal yst forecast of annual EPS. The full sanple
is 6,685 firmns.
Pre-SOX Post-SOX
Difference Difference
Just Miss | Just Beat | in Means Just Miss | Just Beat in Means
Mean Mean t-stat Mean Mean t-stat
Median Median (p-value) Median Median (p-value)
CFO 10.32 12.81 4.45 9.29 9.91 0.64
10.26 11.54 (<0.0001) 10.92 10.46 (0.5223)
Abnormal Accruals 0.95 0.98 0.15 -0.14 0.40 1.22
0.79 0.72 (0.8841) -0.09 -0.14 (0.2228)
Abnormal Prod Cost -4.31 -8.59 -1.87 -2.52 -4.95 -1.76
-2.76 -4.32 (0.0612) -1.57 -2.84 (0.0794)
Abnormal Disc Exp 3.51 4.66 1.25 1.91 4.91 1.85
0.07 0.62 (0.2095) -0.37 0.72 (0.0645)
N 2,449 3,246 485 505

* Significant at the 0.10 level (two-tail) **Significant at the 0.05 level (two-tail)

Vari abl e Definitions

CFO is cash flow from operati ons.

AbAccr (abnormal accruals) is defined as the difference between total
accrual s and expected accruals. Expected accruals are calculated using the
Jones nodel (Jones 1991). The Jones nodel estinates expected accrual s as:

Accruals /A, = a, + a,*(1/A,.,) + B, *A4S,/A,.,) + B,*(PPE,/A,,) + &,. Al ternms are scal ed by
total assets at the end of year t-1

AbProd (abnormal production costs) is defined as the difference between a
firms actual production costs and expected production costs. Expected

production costs are estimated using the industry-year regression: Prod, =a,+

a, *(1/A,_)) + b, *Sales, + b, *ASales, + b,*ASales,_, + &, . Al ternms are scal ed by total
assets at the end of year t-1.
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AbDi sc (abnormal discretionary costs) is defined as the difference between a
firms actual discretionary costs and expected discretionary costs. Expected

discretionary costs are estimated using the industry-year regression: Disc, =a,

+a, *(VA_)+b, *Sales,, +&, . Al ternms are scaled by total assets at the end of
year t-1.
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Table 3
Conparison of Just Meet/Beat Firm Years Wth Just Mss Firm

Year s

This table reports the results of probit analysis for firmyears

| ocated just to the right and left of the profit,
and anal yst forecast benchmarks for years 1987 — 2004.

change,

BM =a + b, AbAccr + b, Abprod + b, AbDisc + b, SOX +
b, AbAccr x SOX + by Abprod x SOX + b, AbDisc x SOX + b, CFO +

ear ni ngs

by NOA + E
Profit Earnings Change | Analyst Forecast
Predicted Estimate Estimate Estimate
Sign (Pr>)(2 ) (Pr>)(2 ) (Pr>)(2 )
Intercept ? 0.2964 0.2097 0.1004
(<0.0001)** (<0.0001)** (<0.0001)**
AbAccr + 1.6090 0.7542 0.4755
(<0.0001)** (0.0104)** (0.0112)%**
AbProd + -0.0313 0.1248 -0.0385
(0.7160) (0.1724) (0.9076)
AbDisc - 0.0703 -0.1060 0.0448
(0.7207) (0.2027) (0.7631)
SOX - -0.1819 -0.0629 -0.1432
(0.0118)** (0.1156) (0.0006)**
AbAccr*SOX - 1.3764 1.2096 0.6412
(0.9064) (0.8813) (0.8519)
AbProd*SOX + 0.8396 0.7965 0.1346
(0.0321)** (0.0477)** (0.3136)
AbDisc*SOX - 0.0542 -0.3558 0.3868
(0.5544) (0.7928) (0.9465)
CFO + 2.1111
(<0.0001)**
ACFO + 1.0510 0.5415
(<0.0001)** (<0.0001)**
NOA ? 0.2058 0.1425 0.0163
(0.0010)** (0.0009)** (0.5963)
N 3,434 5,397 6,685

* Significant at the 0.10 level (one-tail) **Significant at the 0.05 level (one-tail)
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Vari abl e Definitions

Profit Benchmark: BM = 1 where firmyears have scal ed earnings
(NI ,/ TA,) greater than or equal to O but less than 0.01, and BM

= 0 where firmyears have scal ed earnings greater than or equa
to —0.01 but less than O.

Ear ni ngs Change Benchmark: BM = 1 where firmyears have scal ed
earnings changes (NI, - NI _, / TA,_) greater than or equal to O

but less than 0.01, and BM = 0 where firmyears have scal ed
ear ni ngs changes greater than or equal to -0.01 but |ess than O.

Anal ysts’ Forecast Benchmark: BM = 1 where firmyears have (EPS
— forecasted EPS) greater than or equal to O but less that 0.01,
and BM = 0 where firmyears have (EPS — forecasted EPS) greater
than or equal to -0.01 but less than 0. Forecasted EPS is
defined as the nost recent analyst forecast prior to the
announcenent of annual earnings.

Prod (production costs) is defined as Costs of goods sold +
Change in inventory.

Disc (discretionary expenses) is defined as Selling, Ceneral,
and Adm ni strative expenses + R& + Adverti sing expenses.

AbAccr (abnormal accruals) is defined as the difference between
total accruals and expected accruals. Expected accruals are
cal cul at ed using the Jones nodel (Jones 1991). The Jones nodel

estimates expected accruals as: Accruals,/A,_=a, +a,*(1/A4,.,) + B, *4S,/
A,_)+B,*PPE,/A,)+¢&,. All terms are scaled by total assets at the
end of year t-1

AbProd (abnormal production costs) is defined as the difference
between a firm s actual production costs and expected production
costs. [Expected production costs are estimated using the

i ndustry-year regression: Prod, =a, +a *(1/A_)+b *Sales, +b,*ASales, +
b,*ASales,_, +¢&, . All terns are scaled by total assets at the end of
year t-1.

AbDi sc (abnormal discretionary costs) is defined as the
difference between a firms actual discretionary costs and
expected discretionary costs. Expected discretionary costs are

estimated using the industry-year regression: Disc, =a, +a, *(1/A_)+
b, *Sales,, +&, . Al terms are scaled by total assets at the end of
year t-1.
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SOX is an indicator variable taking on the value of 1 if the
firmyear is 2003 or 2004 (years follow ng the adoption of
Sarbanes — Oxley). SOX = 0 for years prior to 2002.

CFO is cash flow from operati ons.

ACFO is the change is cash flow fromoperations fromyear t-1 to
year t.

NOA i s net operating assets defines as total shareholder’s
equity — cash and short terminvestnents + total debt.
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Table 4
Conpari son of Real Earnings Managenent Levels Between Suspect
Fi rms and Non- Suspect Firns

Panel A

Conpari son of abnormal production cost |evels between suspect
firms and non-suspect firms. Suspect firns are defined as firns
with reported earnings before extraordinary itens between —-1.0%
and 1.0% of total assets. The sanple is limted to firnms with
reporting earnings before extraordinary itens between -7.5% and
7.5% of total assets. OLS regression is used for the follow ng
equat i on:

Abprod = a + b, Suspect + b, ABMTB + b, AbSize + b, AbBNI + E

N = 18, 546 Coefficient t- St at p- val ue
| nt er cept 0. 0245 10. 27 <. 0001**
Suspect 0. 0213 2.53 0.0115**
AbMIB -0. 0002 -2.82 0. 0018**
AbSi ze 0. 0068 5.81 <. 0001**
AbNI - 0. 0029 -5.19 <. 0001**

* Significant at the 0.10 |evel

Panel B

Conpari son of abnor nal
suspect firms and non-suspect firns.

bet ween -1. 0% and 1. 0% of total

assets.

**Significant at the 0.05 level (two-tail)

di scretionary expense | evel s between

Suspect firns are defined
as firms with reported earnings before extraordinary itens

The sanple is limted to

firmse with reporting earnings before extraordinary itens between
—-7.5% and 7.5% of total assets. OLS regression is used for the
foll ow ng equati on:

AbDisc = a + b, Suspect + b, AbDMTB + b, AbSize + b, AbNI + E

N = 18, 546 Coefficient t- St at p- val ue
| nt er cept - 0. 0597 -33.19 <. 0001**
Suspect - 0. 2557 -3.69 0. 0002**
AbMIB -0. 0001 -0.21 0. 8319
AbSi ze 0. 0066 6. 87 <. 0001**
AbNI - 0. 0006 6. 26 <. 0001**

* Significant at the 0.10 |evel
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Vari abl e Definitions

AbProd (abnormal production costs) is defined as the difference
between a firm s actual production costs and expected production
costs. [Expected production costs are estimated using the

i ndustry-year regression: Prod, =a, +a *(1/A_)+b *Sales, +b,*ASales, +
b,*ASales,_, +¢&, . All terns are scaled by total assets at the end of
year t-1.

AbDi sc (abnormal discretionary costs) is defined as the
difference between a firms actual discretionary costs and
expected discretionary costs. Expected discretionary costs are

estimated using the industry-year regression: Disc, =a, +a, *(1/A_)+
b, *Sales,, +&, . Al terms are scaled by total assets at the end of
year t-1.

Suspect is an indicator variable taking on the value of 1 if the
firmyear observations has scal ed earnings (EBElI ,/ TA_) greater
than or equal to O but |ess than 0.01.

AbMIB (abnormal market-to-book) is the firm MIB subtracted from
the industry nean MIB. All terns are scaled by total assets at
the end of year t-1.

AbSi ze (abnormal size) is the |ogarithm of market val ue of
equity subtracted fromthe industry nean | ogarithm of market
value of equity. Al terns are scaled by total assets at the
end of year t-1

AbNI (abnormal net incone) is the scaled incone before
extraordinary itenms subtracted fromthe industry nean scal ed
i ncome before extraordinary itens. Al terns are scal ed by
total assets at the end of year t-1
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Table 5
Time Trends in Accrual Managenent

This table reports results of a time-trend anal ysis of accrual
managenent from 1987 through 2004. Results show an increase in
accrual managenent from 1987 until the passage of Sarbanes-

Oxl ey, and a sharp decline in accrual managenent in the years
foll ow ng Sarbanes-Oxley. The sanple is 43,786 firmyears drawn
fromthe entire distribution of earnings. OLS regression is
used on the foll ow ng nodel:

AbAccr = a + by TIME + b, SOX + E

N = 43, 786 Coefficient t-stat p- val ue
| nt er cept -0. 0163 -5.42 <. 0001**
TI ME 0. 0022 6. 75 <. 0001**
SOX -0.0139 -3.08 0. 0021**

* Significant at the 0.10 |evel **Significant at the 0.05 level (two-tail)

Vari abl e Definitions

AbAccr (abnormal accruals) is defined as the difference between
total accruals and expected accruals. Expected accruals are
cal cul at ed using the Jones nodel (Jones 1991). The Jones nodel

estimates expected accruals as: Accruals,/A,_,=a, +a,*(1/A4,.) + B, *4S,/
A,_)~+ B, *(PPE,/A,_) *+ €, .

TIMEis atim trend vari able nmeasured as the years away from
1987. For instance, for year 1989 TIME would equal 2 (1989 -
1987).

SOX is an indicator variable taking on the value of 1 if the

firmyear is 2003 or 2004 (years follow ng the adoption of
Sarbanes — Oxley). SOX = 0 for years prior to 2002.
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