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Abstract 

 

This paper studies the relationship of earnings management and investors. Analysis of 

incentives reveals that most of them are opportunistic in nature. Unfortunately the 

investor would need insider information to distinguish between different forms of 

earnings management. Investors in some countries seem to devalue earnings when 

government body has signaled that earnings management might be involved, 

unfortunately without a clear signal the behavior seems reverse among non-institutional 

investors.  
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Introduction 

 

Earnings management refers to intentional manipulation of reported earnings and 

balance sheet. For listed companies the usual reason behind these actions is to meet 

market expectations although there are other possible explanations. These actions may 

or may not be legal and some forms are outright fraudulent. Information asymmetry 

between parties is the driving force behind earnings management. 

 

Healy and Wahlen (1999), define earnings management as follows; 

 

Earnings management occurs when managers use judgment in financial reporting 

and in structuring transactions to alter financial reports to either mislead some 

stakeholders about the underlying economic performance of the company or to 

influence contractual outcomes that depend on reported accounting numbers. 

 

In the last decade there have been accounting scandals and bankruptcies which have 

been caused partially by opportunistic earnings management. These scandals have led 

to a public view that earnings management is detrimental to the companies themselves. 

This view is not shared by all and some claim that managing earnings can be a way to 

share private information to the stockholders and the public. All views might be partially 

correct since there are many different hypotheses concerning the motives to manage 

earnings. 
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History 

 

The theorizing in accounting prior to 1970 was rejected as not providing sufficiently 

general theories. Informed by theories in economics and finance and with the aid of 

computers, attempts to theorize accounting took a new direction. Since 1970 the 

accounting research has been highly empirical. Two Australians working at the 

University of Chicago, Ray Ball and Phillip Brown, are regarded as the first to engage in 

capital markets research in accounting and their work (Ball and Brown, 1968) has had a 

vast number of citations (Graffikin, 2007). Prior to Ball & Brown accounting research 

was largely normative. Ball & Brown introduced a new empirical approach. They 

essentially used the stock price changes as a benchmark for measuring whether 

accounting reports and in particular income and changes in income had any information 

that investors might find useful. Partly based on the work Ball & Brown had made, Ross 

Watts and Jerold Zimmerman (in 1978 and 1986) developed positive accounting theory. 

Positive accounting tries to explain and predict actual accounting practices, this is in 

contrast to normative accounting that tries to derive and describe standards.  

 

There are many other researchers worth mentioning but Ball & Brown and Watts & 

Zimmerman are perhaps the first who created the base for theories and analyses 

concerning earnings management. 

 

 

Why manage earnings 

 

Importance of accounting earnings in company valuation has been increasing in recent 

years (Bernard, 1995). Many valuation methods directly or indirectly use earnings to 

value stock. This combined with analyst forecasts gives managers strong incentives to 

manage earnings over time. Managed earnings can give the impression of improved 

profitability, better margins or successful restructuring measures. Earnings management 

can also be used to smooth variation in earnings which artificially reduces volatility. 
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Even if the public and stockholders doubt the correctness of the reported earnings, it 

still has an effect to stock price due to the information asymmetry and uncertainty. 

 

The reward for reduced volatility can be lower cost of capital (Dargenidou et al., 2002). 

By reducing volatility it can be possible to lower the risk premium. Applying long-term 

earnings management can also have positive effect on firms credit rating or it can help 

to avoid violating contractual clauses in lending contracts that would increase interest 

rate.  

 

China, one of the fastest-growing emerging markets, imposed a unique regulatory 

requirement from 1996 to 1998 under which a listed firm may issue stock rights only if 

its accounting rate of return on equity (ROE) is above 10 percent in each of the three 

most recent years. Due to regulatory constraints, listed Chinese firms are practically 

unable to raise capital by issuing corporate bonds or offering seasoned shares. 

Therefore, a rights issue is the only primary source to raise additional capital after the 

initial public offering. This provided managers with strong incentives to manage 

earnings to meet the 10 percent ROE regulatory benchmark (Haw et al., 2005). Despite 

declining economic conditions from 1996 to 1998, they observed that the percentage of 

firms reporting ROE between 10–11 percent was about three times that in the earlier 

period (8.98 percent in 1994–95 compared with 23.8 percent in 1996–98). From a 

sample of listed Chinese firms in 1996–98, they found that managers executed 

transactions involving below-the-line items and used income-increasing accruals to 

meet regulatory benchmarks for a rights offering. They divided the sample into three 

subgroups: firms that successfully obtained approval for a stock rights issue from the 

regulatory bodies, those that applied but were unsuccessful, and those that did not 

apply. Results demonstrated that while both successful and unsuccessful firms 

(including non-applicants) managed earnings upward, the income-increasing magnitude 

for the latter was significantly greater than for the former. They also found that 

applicants who reported higher operating income and lower income from below-the-line 

items and accruals had a greater chance of obtaining government approval for a rights 
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offering. These results suggest that, to some extent, the regulatory bodies differentiate 

the quality of earnings reported by applicants in their decision process. 

 

This same research further documented that investors perceive the earnings and its 

components reported by unsuccessful applicants as less credible and value them less. 

Investors put a significantly higher value on the earnings reported by successful firms 

than those of the unsuccessful firms. This is consistent with their finding that the 

unsuccessful firms engage in a significantly higher degree of earnings management. 

Overall, these results indicate that regulators and investors adjust for the lower quality 

of managed earnings for their regulatory and investment decisions, as if they are able to 

“see through” the quality of managed earnings to some extent, even though not 

completely.  

 

These results may not directly apply to different markets and different regulations but 

they support recent legal-political approach to earnings management. This approach 

assumes that the firm is a nexus of contracts and emphasizes the contract between 

management and shareholders. 

 

If a firm tries to misrepresent earnings and the priori chance of good performance 

is 80% and the auditor detects the truth with probability of 75%, the market price 

by Bayes’ rule is 

P (good performance) = β * 1 + (1 - β) * 0 = 0.94, 

Where β is the marginal probability of detecting good performance: 

β = 0.8 / (0.8 + 0.2 * (1 – 0.75)) = 0.94 

1 - β = (0.2 * (1 – 0.75)) / (0.8 + 0.2 * (1 – 0.75)) = 0.06 

The price now discounts the price of good performance because the marginal 

probability of getting such a report is 

0.8 + (1 – 0.8) * (1 – 0.75) > 80%, 

reflecting the chance that the auditor may not detect bad performance. Still, the 

market price exceeds the poor performance value of zero. 
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This approach applied in reverse might explain the valuation differences Haw et al., 

(2006) reported.  

 

Another aspect in earnings management is owners who prioritize dividend income. 

Finland has Keiretsu-type financial environment where large institutional investors 

expect steady dividend. This creates pressure for companies to report high enough 

earnings to pay dividend (Kasanen et al., 1996). They also found that the predicted and 

actual earnings management is in the same direction, and the reported earnings 

depend on the dividend-based target earnings in Finland during 1970–1989.  

 

Earnings have an effect on contract negotiations. By managing earnings it is possible to 

acquire bargaining power while negotiating a new salary contract with employees or 

new contracts with subcontractors and buyers. This argument would be invalid if weight 

would be put on long-term income, but often the current and/or previous year income 

plays a large role. 

 

Most of the incentives to manage earnings in listed firms create pressure to improve 

earnings. This is costly because of the tax consequences. Unlisted companies which do 

not have other incentives to manage earnings can manage tax (Goncharov and 

Zimmermann, 2005). Goncharov and Zimmerman noticed that incentives to provide 

high quality financial information constrain tax management. Besides market forces, 

politics and tax regulations have an effect on tax management. 

 

In general companies that disclose less are more prone to manage earnings and tax. 

Corporate disclosure and earnings management are both subject to managers' 

discretion; therefore, managers are likely to consider their interaction when exercising 

managerial discretion.  
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Management 

 

Management is the instance which makes most decisions in a firm. In the process of 

making these decisions they also get superior knowledge of the economical situation of 

the firm. This knowledge coupled with performance bonuses or options create 

incentives to manage earnings and practice insider trading (Ronen and Yaari, 2007). 

This Knowledge they possess allows them to convey useful information, engage in 

beneficial earnings management or try to hide the unwelcome truth. There is also 

evidence of pernicious earnings management in firms that committed fraud. Johnson et 

al., (2003) find that executives in fraud firms face significantly greater stock and option 

payoffs than executives in similar “innocent” firm. The median executive at fraud firm 

had 51% greater financial incentives than comparative executive in “innocent” firm. 

 

Options have commonly been linked to earnings management. Options create several 

kinds of incentives to manage earnings. The common exercise price equals the share 

price on grant day. This creates incentives to reduce the stock price. The exercising of 

said options gives another incentive. Bartov and Mohanram (2004) find that stock price 

changes are unusually positive in each of the 2 years prior to exercise and similarly 

abnormally negative in the following years. Options may explain other decisions as well. 

Paying dividend reduces share price, this gives incentive to pay dividend before grant 

day (Murphy, 1999). Once the options have been granted, managers have incentives to 

favor stock repurchases instead of paying dividend.  

 

Another situation which creates incentives to manage earnings is when CEO leaves or 

is fired. This is a process that involves 2 decision makers, the departing CEO and the 

successor. The departing CEO may try to inflate earnings in order to make his CV look 

better or he may have performance related bonuses. The successor deflates earnings. 

He can blame the predecessor for the poor performance and then manage earnings 

upwards the next year. If the former CEO stays in the company he can stop the 

successors games. 
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Earnings based bonuses are another situation where improving earnings becomes 

tempting. Most bonus programs use income as a component in defining bonuses. 

Increase in income correlates with larger bonuses. Interestingly recent research showed 

that income increasing discretionary accruals correlate with bonuses even more than 

non-discretionary portion of income (Carter et al., 2005). The penalty for income 

decreasing discretionary income is smaller than the bonus for positive discretionary 

income. These results hint that in the long-term the bonus programs are changing in 

response to lack of quality in financial reporting. 

 

Management may mismanage the firm in which case equity holders have the right to 

dismiss managers. They have the right to do so regardless of performance, although 

contractual constraints may apply. Managers may be entrenched in several other ways 

also, equity holders may have difficulties coordinating their efforts to carry out the 

challenge or it may be difficult to find a replacement. If the challenge is prone to failure 

and succeed only after repeated attempts then the willingness to discipline 

management depends on the time preference of the shareholders’ and on the real cost 

of the capital (Fluck, 1998). 

 

Auditors incentives 

 

Earnings management comes in many forms. Some actions a manager may perform 

are totally legal, but may not be in the shareholders interests. The other end of the 

spectrum is forgery and fraud. Prior Literature suggests that auditors are more likely to 

object to managements accounting choices that increase earnings and that auditors are 

more likely to be sued when they are associated with financial statements that overstate 

earnings compared to understated earnings. Auditor quality has some effect on 

management decision making. Clients of small auditor firms report discretionary 

accruals that are, on average, 1.5 to 2.1 percent of total assets higher than the 

discretionary accruals reported by clients of large auditor firms (Becker et al., 1998). But 

even the famous auditing companies have incentives to disregard earnings 
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management. The competition between auditing companies has increased and this 

makes it important to hold on to current clients. The consultation business auditing 

companies practice has been flourishing and since it’s the same management which 

hires auditors and consultants, auditors loyalty may have shifted.  

 

It is not unusual for the auditors to make mistakes, which may sometimes even turn out 

to be serious fraud. Enron and Worldcom were 2 companies where auditors made 

serious mistakes and were found guilty in court. The auditor didn’t want to bring forward 

the violations of rules that were obvious. Both of them were locally huge clients to 

auditing firms, Worldcom was one of the largest if not the largest client in Mississippi 

area and Enron paid 50 million USD annually in consultation fees. A client as big as 

these were, has the potential to shift auditors loyalty from shareholders or board of 

directors towards management.  

 

Institutional investors 

 

Institutional investors with substantial shareholdings in a firm have the resources and 

incentives to monitor and influence management decisions and to prevent short-term 

oriented earnings management. Whether they exercise this option is another matter. 

Minor investors do not have this option and so have much more limited options to 

influence or be aware of possible earnings management decisions. Institutions which 

have large ownership in a firm are more often interested in the long-term profitability as 

it is more difficult to quickly liquidate their investment stakes. Long-term interest also 

affects the probability that shareholder will discipline managers who don’t manage 

owners interest in mind and as such it also diminishes the entrenchment effect 

managers may benefit of. This kind of ownership reduces the general risk of earnings 

management. However there might be situations where such ownership structure 

actually promotes earnings management, the institution may for example prioritize 

dividend income which gives incentives to report high enough profit to pay dividend. 
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If institutions have relatively low shareholdings in a company, there is less incentive to 

monitor earnings management. Low shareholdings allow them easier exit from the firm 

since it is easier to liquidate their investments if they are unhappy with the management. 

 

A research (Chung, 2002) showed that institutional investors with high shareholdings 

deter management from using a popular earnings management tool, discretionary 

accruals. The research supported assumptions that managers who have incentives to 

use income-increasing or income-decreasing accruals, use them and the presence of 

large institutional investors reduce the risk of earnings management. Sensitivity tests 

conducted showed that poor profitability, poor financial health and high agency costs 

are other factors that motivate large institutional investors to monitor the use of 

discretionary accruals more closely. This role that institutional investors’ have in policing 

the actions of management, benefits the small investors who can reap the benefits of 

improved corporate governance. 

 

The nature of the institution plays a role; some institutional owners can be seen positive 

for minor shareholders. There are also institutions which have connections to raw 

material producers, subcontractors or clients, these kinds of connections are often 

viewed negative and could have negative effect on management decisions and share 

value. The natures of large institutional investors vary in different countries and 

business environments so the possible effects should be evaluated case by case. 
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IPO 

 

There are several different incentives to arrange initial public offering (IPO) or public 

offering, common to most of them is timing, firms attempt to time public offering so that 

share price is peaking. When the aim is to maximize the share price in IPO, it is 

important that earnings management goes undetected by market participants. This 

invisibility makes detecting earnings management harder. Probability of earnings 

management depends on owner structure and possible incentives that owners and 

management have to improve earnings. A study conducted in Helsinki Stock Exchange 

showed that probability of earnings management was higher when owners were 

physical persons and lower in the case on institutional owners (Spohr, 2004). The study 

sample was slightly small but similar research made in China supports these results 

(Ding et al., 2007). Both results show that private firms tend to maximize their earnings 

more than government owned firms.  

 

IPO gives a strong incentive to manipulate earnings in order to create an impression of 

improving profitability. Above mentioned studies showed that the next couple of years 

after IPO were generally considerably worse for the companies suspected of earnings 

management, this hints that they were borrowing profits from future. Besides the 

common tool, discretionary accruals, companies have been accused of not disclosing 

risks and expenses they should have been aware of. Since there are many different 

kinds of tools at managements disposal purely numerical analysis cannot tell the whole 

truth. If the tools management uses are legal they only risk their reputation in the 

process. 
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Disclosure quality 

 

Earnings management is largely possible due to information asymmetry. This 

asymmetry decreases as the level of corporate disclosure increases. This in turn helps 

investors to make educated investment decisions which increases liquidity and makes 

the share more desirable especially to institutional investors. Disclosing information may 

be expensive and cause competitive disadvantage, still it is often viewed beneficiary to 

disclose information that would otherwise be known only to insiders. 

 

Firms have many incentives to disclose more information. Management may have 

information that suggests the share is currently undervalued in financial markets or 

management may want to improve liquidity by decreasing information asymmetry and 

thus making it more attractive and achieve better analyst following. Maybe the firm 

wants to issue securities and maximize the benefits achieved from them. 

 

By disclosing more information earnings management becomes easier to recognize. 

This can be viewed to be beneficial for long-term investors and other investors who 

don’t have access to complex analyzing tools or do not desire to benefit from 

information asymmetry. Firms which use earnings management as a tool to inform 

shareholders and other parties of future prospects, benefit from high level of information 

disclosure. However if earnings management is opportunistic and the aim is to benefit 

large shareholders and/or management it isn’t in the interest of beneficiaries to disclose 

information. 

 

Lobo and Zhou (2001) conducted a research where they studied the relationship 

between discretionary accruals and disclosure quality. They used ratings published by 

the Association for Investment Management and Research to measure disclosure 

quality and discretionary accruals from the Modified Jones model to measure earnings 

management. Their findings indicate that earnings management and disclosure quality 

are significantly negatively related. Firms that have lower disclosure ratings tend to 
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engage more in earnings management than firms that have high ratings. These findings 

suggest that opportunistic earnings management is more common than informative 

earnings management. Surely there exists firms which practice informative earnings 

management, but it is rather complicated to separate it from opportunistic and in some 

cases a firm could be engaged in both forms simultaneously. There also exists the 

possibility that firms which have higher ratings engage in more complex earnings 

management in order to hide it better, unfortunately analyzing the more hidden forms of 

earnings management would require access to insider information sometimes known 

only by a few people in top management. 

 

For a long-term investor or shareholder high level of disclosure quality and following low 

level of information asymmetry can be beneficial due to the reduced level of risk 

involved. The increasing interest of institutional investors should also benefit small 

shareholders. However it may not be this simple to analyze what is good for 

shareholder and what is not. Opportunistic earnings management could be beneficial for 

shareholder but that most probably depends on the incentives behind managements 

actions. 

 

Agency costs and earnings management 

 

Agency costs arise from principal-agent problem. Classical example of principal-agent 

problem is the information asymmetry that exists between CEO and shareholders. 

Agency costs refer to the magnitude that these conflicts of interest occur. 

 

Employees, management, shareholders, bondholders, board of directors and other 

stakeholders all have their interests which may differ considerably. For example, 

employees (non-management) are mostly interested in securing their jobs, so in general 

they prefer risk-averse investment policy. However if management carries out too risk-

averse policy and as a result doesn’t maximize the possibilities firm has, it creates 

increased risk of hostile takeover which is often associated with reduction in personnel. 
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So in some situations the employees have conflict of interest with management while at 

other times they may be at odds with shareholders interests. 

 

We are mostly interested in the agency costs between shareholders and management 

and to a lesser degree on the effect bondholders and other stakeholders have. Maybe 

agency costs could reveal more about the nature of earnings management and the 

impact on shareholders. As mentioned earlier, the general opinion is that earnings 

management can be used either to share insider information or it can be opportunistic in 

nature. 

 

If earnings management is harmful to shareholders on average, it would occur more 

often in firms where agency costs are high. If it is beneficial to shareholders there 

should be negative correlation between earnings management and agency costs. 

Jiraporn et al., (2008) showed the latter to be true, this could be interpreted in a way 

that, on average, earnings management is beneficial to shareholders. The same 

authors evaluated the relationship of earnings management and firm value by using 

Tobins q as a variable. They reported positive correlation, which suggests that, on 

average, earnings management has positive effect on firm value. It isn’t a surprise as 

many of the incentives to practice earnings management come from the desire to 

increase firm value. From a shareholders point of view these results are positive as it 

means that more often than not, earnings management is not detrimental for them. 

These results could also suggest that earnings management is often used to share 

insider information. Personally I think that these results do not tell whether earnings are 

managed opportunistically or information sharing in mind, but this depends on what is 

viewed to be opportunistic. Instead this could suggest that many forms of opportunistic 

earnings management actually benefit shareholders. It also suggests that skillfully 

practiced earnings management is already priced in share value, which might mean 

that, most of the time, new shareholders cannot notably benefit from it anymore. This 

naturally depends on the incentives behind earnings management. If it is steady 

dividend or maybe tax management, all shareholders should be able to continue benefit 

from it. 
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Accrual information 

 

Accruals and especially discretionary accruals have been the center of earnings 

management research. They are rather easy to manipulate and moderately easy to 

follow and analyze. Real based earnings management is thought to be more expensive 

to practice. 

 

Examples of real based earnings management might include: 

 Reducing research & development to cut expenses 

 Changing depreciation methods 

 Cutting prices to boost sales, possibly at the expense of future profits 

 Overproducing to decrease cost of goods sold 

 Cutting sales, marketing and/or administrative expenses temporarily 

 Holding vital information concerning valuation of goods or extraordinary 

income/expenses 

 

Some of these methods can be discovered by analyzes, while some are very difficult to 

notice. For simplicity, I have mostly left real based earnings management out of this 

study. 

 

In the last decade or so accruals have been studied and their relevance in predicting 

future potential of the firm has been recognized. Large investors seem to react to this 

information, shown by their trading behavior. However large investors seem to react to 

accrual signals only when firm meets or exceeds expectations. We don’t know how 

popular earnings management is among the firms in this research, but if major traders 

only react to positive information, it hints that they don’t analyze possible earnings 

management from the accrual information.  Small traders behaved in a manner that is 

opposite to accrual signal when firm met or exceeded expectations. This behavior is 

hard to explain but it might be a response to large traders’ actions. Other trade size 

groups besides the smallest and largest didn’t seem affected by accrual signals 

(Battalio et al., 2007). 
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If most traders do not react to accrual information, it is highly likely they don’t take 

possible earnings management into consideration. We don’t know if large traders, on 

average, identify earnings management from accrual information, but based on their 

one-sided reactions, it is unlikely. If they use the information to make purchasing 

decisions it makes them more susceptible to opportunistic earnings management. 

 

Unfortunately we don’t know whether large investors can identify earnings management 

from the accruals. However if small investors cannot identify the future potential and 

cash flow from accrual information, it is likely they can’t or don’t predict earnings 

management either. All these speculations assume that information asymmetry 

between investors and target firms’ management is similar.  
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Summary 

 

This study attempted to analyze the current relationship between investors and earnings 

management. Earnings management is generally thought to be opportunistic in nature, 

where a powerful owner or management modifies the financial statement to gain usually 

financial benefits for their own benefit. There are numerous incentives to practice 

earnings management which aims to benefit management or a small group of investors 

who are close to management. Incentives which are beneficial to majority of investors 

are considerably less numerous. However, even the opportunistic forms of earnings 

management can have positive effects for investors. Problem is that without insider 

information investors would have to recognize the opportunistic earnings management 

to fully benefit from it and to reduce the risks. 

 

Earnings management can be difficult to recognize, and usually the difficulty increases 

when more money and effort is used in managing earnings. Disclosure quality seems to 

have negative correlation with earnings management, increasing disclosure quality 

decreases general risk of earnings management. Increasing levels of information could 

benefit firms which use earnings management as a tool to inform stakeholders of future 

prospects. 

 

This study didn’t include all the forms of earnings management, instead main interest 

was discretionary accruals. An example from China shows that a government body was 

able to recognize earnings management to some degree, when their main task was 

analyzing the financial potential of a firm. This same study indicated that investors gave 

considerable weight to governments’ approval or disapproval. What is slightly worrying 

is that without clear signs investors don’t react similarly and in many cases they act in 

opposite direction of what could be expected. 
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