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This thesis examines the impact of revenue deferral on earnings quality in technology firms.
The adoption of IFRS 15 and ASC 606 in 2018 was aimed to provide a unified accounting
standards for revenue recognition practices which were previously scattered across multiple
accounting standards and increase the overall accounting quality. These changes have
introduced a new revenue recognition model in both frameworks: five-step model. This
model allows management to include a large amount of judgment into revenue recognition
and revenue deferral which impacts faithful representation and financial transparency, and
ultimately earnings quality. Today, firms have shifted towards offering digital services and
items which itself increases the complexity of revenue recognition procedures from customer
contracts. These standards have been effective for seven year and there is still ongoing
discussion about have they solved the problems regarding the previously fragmented revenue
reporting standards and whether the implementation has resulted in decrease on earnings
quality.

The aim of this thesis is to understand how revenue deferral impact earnings quality in
technology firms. This study incorporates means of quantitative research methods which
were applied to financial statement-level data collected from the LSEG Workspace. The
method selected to use was linear regression, which was accompanied by other statistical
methods to ensure the reliability and validity of the results. There were four different
hypotheses which were tested to provide an answer to the research questions.

The research results indicated that revenue deferral has a statistically significant negative
impact on earnings quality. The literature review offered both favoring and critical
perspectives on the impact of revenue deferral, but the empirical analysis supported strongly
that revenue deferral impacts earnings quality negatively.
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Tama tutkimus tarkastelee liikevaihdon jaksottamisen vaikutusta liikevaihdon laatuun
teknologiayhtidissd. IFRS 15 ja ASC 606 kayttoonoton vuonna 2018 oli tarkoitus
yhtendistaa liikevaihdon tulouttamisen kirjanpitostandardit, jotka aiemmin pirstaloituneet
useaan eri toimialakohtaiseen standardiin ja samalla lisétd kirjanpidon laatua. Molemmat
naista standardeista esittelivat uudenlaisen viisivaiheisen liikevaihdon tulouttamisen mallin.
Kyseinen malli jattdad johdolle mahdollisuuden kayttdd laajalti harkintaa liikevaihdon
tulouttamiseen ja jaksottamiseen, jotka vaikuttavat kirjanpidon oikeaan ja riittdvaan kuvaan
ja raportoinnin lapindkyvyyteen seka liikevaihdon laatuun. Nykypéivan liiketoiminnassa
yritykset ovat siirtyneet tarjoamaan yhd enemmaén digitaalisia palveluja ja esineitd, jotka ovat
lisanneet liikevaihdon tulouttamisen monimutkaisuutta asiakassopimusten suhteen. Kyseiset
standardit ovat olleet voimassa jo seitseman vuotta, mutta keskustelu jatkuu yha siitd, ovatko
ne onnistuneet ratkaisemaan aiempien standardien tuomat ongelmat, ja onko niiden
kayttoonotto johtanut liikevaihdon laadun heikkenemiseen.

Taman tutkimuksen tarkoitus on pyrkid ymmartdmaan, miten liikevaihdon jaksottaminen
vaikuttaa liikevaihdon laatuun teknologiayhtidissd. Tutkimuksessa hyddynnetdan
kvantitatiivisia tutkimusmenetelmid, joita kdytettiin LSEG Workspace -palvelusta saatuihin
tilinpaatdstason tietoihin. P&aasiallisena keinona kaytettiin lineaarista regressioanalyysig,
jota tdydennettiin muilla tilastollisilla menetelmill& tulosten luotettavuuden varmistamiseksi.
Tutkimuksessa testattiin  neljd eri hypoteesia, joiden avulla pyrittiin vastaamaan
tutkimuskysymyksiin.

Tutkimustulokset osoittivat, ettd myyntien jaksotuksella on tilastollisesti merkitseva
negatiivinen vaikutus liikevaihdon laatuun. Kirjallisuuskatsaus osoitti seka puolesta, ettéd
vastaan nékokulmia liikevaihdon jaksottamisen vaikutuksesta liikevaihdon laatuun, mutta
empiirinen analyysi osoitti ainoastaan liikevaihdon jaksottamisella olevan negatiivisia
vaikutuksia liikevaihdon laatuun.
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1 Introduction

When it comes to revenue recognition, it is crucial to highlight the importance of faithful
representation of revenues. Failing this may result in false reporting by inflating revenue
figures, making those unusable for every stakeholder excluding the parties operating inside
the firm, as they hold greater symmetric information. As the world is shifting to businesses
being more digital in their way of operating, revenue recognition plays a huge role in
assessing firms’ revenue, especially from digital services and items, since they include a lot
of judgment. (Myers, Schmardebeck, Seidel & Stuart 2022; Conrod & Cumby 2016)
Therefore, the earnings quality rises as one of the key issues when considering revenue
deferral and its possibilities to include adjustments to revenue figures (Rutledge, Khondkar
& Taewoo 2016). Moreover, the importance of revenue deferral is linked financial
performance since it has been argued to be as one key indicator to evaluate firm’s future
financial performance (Zhong, Wang & Zhou 2016). Multiple accounting standards, which
dictate how revenues can be recognized over contract with customer are IFRS 15 and ASC
606 standards.

Recognizing revenue includes typically using some kind of model to evaluate whether the
revenues can be deferred or not. These standards have their specific models for assessing
revenue recognition from contracts with customers. Under IFRS 15 and ASC 606, there is a
five-step model which must be applied to revenues from customer contracts. It starts with
identifying customer contracts, but the most important component is identifying
performance obligations and transaction prices separately for each obligation. (Kabir & Su
2022) When considering ASC 606 -standard, which is presented under US GAAP, the model
for revenue recognition includes determining revenues and impairments to be recognized,
disaggregation of revenue, contract information on balances, and lastly performance
obligations (Badger, Li, Park & Park 2024).

Recognizing revenues from sales of digital assets or services are most likely to fall under to
either revenue recognition regulation presented or some local GAAP counterpart of the
regulation since ultimately there is always the performance obligation component which
must be assessed. The item or service can be paid before the usage or with monthly
subscription which brings evaluation of timing component to highlight. This has been



especially problematic in certain industries like intellectual property and information
technology since the regulation relies heavily on timing and performance obligations.
(Markus 2021)

When looking at revenue deferral from earnings quality perspective, it must comply with
fundamental qualities of relevance and faithful representation for accounting information to
be useful for decision making (Rutledge et al. 2016). Knowing this, revenue deferral
adjustments made by management have been argued to have a negative impact on earnings
quality by decreasing its relevance. For the quality to be considered higher, earnings should
accurately form a picture of the amount by which shareholder value has changed over the
period, which is the spirit of measuring earnings quality (Slaheddine 2015). Earnings quality
is a challenging and an abstract thing to measure but there are several measurements which
have been argued to be good measurements in prior studies, such as earnings persistency and
smoothness (Rutledge et al. 2016).

1.1 Background

The aim of financial reporting is to provide accurate accounting information that can be used
by various stakeholders, such as investors, creditors, and many more. Revenue recognition
and the accounting standards which purpose is to give guidance on reporting revenues, play
a big role due revenue being one of the most important elements regarding value-relevance
in financial statements. (Myers, Schmardebeck, Seidel & Stuart 2022) Revenue reporting
and more particularly revenue recognition has been prior to 2018 included in multiple
standards in IFRS and US GAAP context. This has led to more scattered accounting
standards. The Financial Accounting Standards Board (FASB) and The International
Accounting Standards Board (IASB) started working together to issue a new standard, which
would focus solely on uniting several old standards into a new revenue recognition standard
IFRS 15 (Prakash & Sinha 2013; IFRS Foundation 2024b). From US GAAP perspective,
ASC 606 was issued during the same time, and it replaced previous industry specific
accounting standard with a single accounting standard for all public, private, and non-profit
organizations (Hao & Pham 2022). The aim was to provide revenue recognition guidance on
contracts which include multiple deliverables and components whereas the old standard did
not recognize these kinds of contracts (Kabir & Su 2022).



The accounting standards regarding revenue recognition and deferral prior introduction of
IFRS 15 and ASC606 state that revenue can be recognized when the risks and rewards
associated with ownership are delivered to the customer from all service contracts (Kabir &
Su 2022). These contracts have become more complex in today’s world which has resulted
in challenges in financial reporting. Whereas some of the contracts could still be relevant
regarding the old standards, there are contracts that suffer from missing accounting standard
that would not be usable since they do not identify any performance obligations that are
satisfied over time. (Prakash & Sinha 2013) In 2014, IFRS 15 was introduced to solve this
problem alongside with ASC 606, where both standards included a five-step-model for
recognizing revenue by distinguishing revenues from customer contracts. According to the
five-step model, first the customer contracts must be recognized and certain items in the
contract itself such as transaction price, performance obligations and transaction price
relative to performance obligations. After those have been determined, timing of the
performance obligations which are satisfied must be addressed. After the parameters
mentioned earlier have been set, the execution of deferring revenues and revenue recognition
can be done. Although the five-step model sets these parameters that must be identified and
determined to hold value of some kind, they might include lot of judgment especially in
determining performance obligations, transaction price and timing. (IFRS Foundation
2024b)

Prior to the introduction of IFRS 15 and ASC 606, in study by Rutledge et al. (2016) they
predicted that these new accounting standards would have negative impact on earnings
quality and other industry-specific reporting. This deviates from general impact of
introducing new accounting standards as that is perceived to have positive impact meaning
that new accounting standards improve the reporting. In other words, this can be thought to
arise from increase in accounting quality since new accounting standards provide better and
more accurate guidance. When considering revenue recognition, the impact has been argued
to be contradicting since the standard increases’ relevance of information, but judgement of
management may decrease earnings quality in context of having unified revenue recognition
model. In addition, there has been a discussion of overall positive impact on earnings quality
when new international standards have been issued even when using local accounting
standards. (Rutledge et al. 2016; Yulianti, Ruslaini & Kasih 2024) After the effective date
of IFRS 15 it has been reported that revenue deferral has a decrease in earnings quality as

prior to the introduction had been argued by Rutledge et al. 2016 in his article (Souza,



Goncalves & Silva 2022; Lee & Choi 2024; Azhar 2022). Looking at the overall impact on
earnings quality from a much broader view, IFRS adoption has been suggested to have an
overall positive impact on earnings quality (Barth, Landsman & Lang 2008; Ismail,
Kamarudin, Zijl & Dunstan 2013).

As the prior studies have shown, there are some contradictory findings on the impact of IFRS
15 to earnings quality, which must be addressed in future studies. Prior studies have been
conducted without a certain industry specification. These studies have only included
delimitations in firm sizes and demographics. (Lee & Choi 2024; Azhar 2022) Though Souza
et al. (2022) focused on analyzing stock-listed Brazilian companies, they found that in the
sector of technology firms, earnings management had increased, and simultaneously quality
of accruals had decreased. This opens a new conversation for the need for research among

revenue deferral’s impact on earnings quality in industry-specific settings.

These contradicting findings on revenue deferral’s impact on earnings quality create a
research gap since there has been evidence that industry might play a more significant role
after all over revenue deferral’s impact on earnings quality (Souza et al. 2022; Alotibi 2018;
Onie, Ma, Spiropoulos & Wells 2023; Viana, Lourenco & Black 2021). When thinking of
the estimated impact of IFRS 15 implementation on earnings quality thought by Rutledge et
al. (2016), it aligns well with results from studies where industry was found to have an

explanatory factor among revenue deferral’s impact on earnings quality.

To bring this together, although IFRS adoption is seen to have an overall positive impact on
accounting quality and particularly earnings quality by increasing value-relevance regarding
financial reporting, at least IFRS 15 does not seem to have the same impact. On the contrary,
IFRS 15 seems to have a negative impact on earnings quality, which affects not accounting
quality but decreases value relevance due to allowing firms to manipulate their reported
revenues by utilizing judgment calls made possible by the accounting standard. IFRS 15,
being everything about revenue recognition on complex customer contracts, can be viewed

as one of the key factors behind earnings quality. (Rutledge et al. 2016)
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1.2 Obijective, research questions and delimitations

The objective of this thesis is to understand how revenue deferral impacts earnings quality
in an industry-specific setting. The aim is to highlight the impact of revenue deferral on
earnings quality, which will be evaluated by selecting a measurement for revenue deferral
and then comparing it against measurements of earnings quality. This study will incorporate
means of quantitative data analysis to research whether revenue deferral has a statistically
significant impact on earnings quality in technology firms. Revenue deferral is linked to
earnings quality by earnings management since revenue deferral can be used as a method of
manipulating revenue figures, particularly considering performance obligations that the

management can influence heavily (Rutledge et al. 2016).

There are two research questions created to assess the impact of revenue deferral on earnings
quality in total. The main research question is:

Q1: How does revenue deferral impact earnings quality?

To provide an answer to the main research question, there is a separate sub-research question

that will support the main research question:
Q2: How do earnings quality measurements vary with the level of deferred revenue?

These questions are planned in a way that aims to create understanding among revenue
deferral’s relationship with earnings quality. The point of sub-research questions is solely to

support the main research question by giving background and more depth to the research.

Delimitations of this research are based on revenue deferral, which is the main topic of this
thesis. One key delimitation of this study is set to be an industry limitation. The selected
industry is technology firms, although it covers a wide variety of multiple industries, from
manufacturing to information technology. The delimitation made was selected since revenue
deferral has been noticed to have a major impact in the technology sector (Markus 2021).
The delimitation is included mainly in empirical analysis, but the literature review will not
include a similar delimitation. The decision to have a broader scope in the literature review
is based on the limited availability of industry-specific studies, especially in the technology
industry. When possible, the literature review will include perspectives from technology

firms regarding the topic, but it will remain mainly without industry-specific delimitation.



11

The empirical analysis will include a greater influence of delimitation since the sample used
consists of firms listed on the S&P 500 Information Technology, resulting in a more

emphasized focus in the empirical part.

Prior studies on the topic have revolved around revenue deferral in general by analyzing
firms in a certain stock market and their overall impact on earnings quality and earnings
management (Kabir & Su 2022; Cug & Cugova 2021; Souza et al. 2020). As findings from
the study conducted by Souza et al. (2020) suggest, there is a need for research with a focus
on one specific industry rather than the whole stock market, which this study will emphasize.
The research will benefit various stakeholders: regulators, investors, management, auditors,
and accountants. All the parties mentioned before have their own perspective on this topic
in detail. For instance, an auditor may seek an answer to faithful representation, whereas

investors want to make precise decisions based on accounting figures.

1.3 Conceptual and theoretical framework

Conceptual framework of this study is split into two elements as visualized in Figure 1. First
element to the framework is set to be revenue deferral and second one earnings quality. The
first one of elements includes both IFRS 15 and ASC606 since they both are relevant for the
purpose of this study, which are deconstructed by the means of five-step model. Both
accounting standards will be described and gone through briefly to get an overview of how
they can be used for manipulating revenues. The second part of earnings quality is linked to
revenue deferral due to IFRS 15 possibility to have a negative impact (Rutledge et al. 2016).
To form a comprehensive picture of the effect of earnings manipulation, earnings quality is
brought to be the second main component to this study. It will be explored thoroughly in
empirical analysis to understand what earnings quality means in detail and how it can be

measured.
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Figure 1. Conceptual framework of the study

The principal-agent model is a fundamental framework in accounting and economics that
formalizes conflicts of interest between stakeholders and the mechanisms used to resolve
them. At its core, principal-agent theory describes a situation where a principal delegates
decision-making authority to an agent who possesses private information about their
abilities, effort, and the outcomes of uncertain processes. Since the principal and agent have
conflicting objectives and potentially different attitudes toward risk, the challenge lies in
designing contracts that align their incentives while maximizing the principal’s expected
utility. A key assumption in the theory is materialistic egoism, where agents are motivated
solely by wealth and effort aversion, without moral barriers against dishonest behavior. The
agent’s private information creates information asymmetry, allowing them to act in ways
that may not always align with the principal’s interests. However, despite the potential for
dishonesty, incentive structures can be designed so that honesty becomes the rational choice,

not because of ethical considerations but because it leads to a more favorable wealth-effort
trade-off for the agent. (Bghren 1998)

1.4 Methodology

This study will be focusing on assessing revenue deferral’s impact on earnings quality. The

empirical part will incorporate the means of quantitative research methods focusing on
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analyzing financial statement-level information. The data will be gathered from LSEG
workspace, which serves as an up-to-date database for financial information. The
quantitative analysis will focus on analyzing deferred revenue over variables measuring
earnings quality based on the findings from the literature review. The quantitative methods
will include the use of simple linear regression models, such as ordinary least squares
regression (OLS regression), which will be used in studying the relationship between
revenue deferral and earnings quality. Earnings quality itself includes various variables and
methodologies such as Jones model, Dechow and Dichev model, and multivariate regression
models, which have been proven to be applied to detecting earnings manipulation strategies
and earnings quality (Yoon, Kim & Woodruff 2020; Zadeh, Askarany & Asl 2022).

1.5 Structure

This study will consist of 5 main chapters. Starting with an introduction which will motivate
and describe the main objective for this study will follow with a theoretical framework in
form of literature review. The literature review will introduce the accounting standards used
in deferring revenue, earnings quality and the relationship between these two topics. Lastly,
literature review will set up the empirical analysis with hypothesis development. Objective
of literature review is to give detailed picture of revenue deferral and earnings quality in
theory.

The literature review will follow with empirical part of the study given first the description
for chosen methodology and analyzed material. After presentation of methodology, the
analysis itself will be conducted which then will follow with results based on the data
analysis. Objective of this part is to present concrete findings from the data and bringing
more deeper understanding of revenue deferral and its impacts. The final part of this study
will include conclusion which will tie together the results from literature review and
empirical part forming a clear image of revenue deferral among tech firms. The objective of
the conclusion is to provide an answer to selected research questions, evaluate the validity
and reliability of the results, give implications based on the study, and lastly represent

limitations alongside direction for possible follow-up research.
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2 Revenue deferral

This section consists of describing revenue deferral as a phenomenon and the international
accounting standards behind it. It also identifies the core principles behind deferring revenue
based on IFRS 15 and, in more detail five-step model and judgment within the standard.
Then the focus will shift to incentives behind earnings management exercised by utilizing
revenue deferral mechanics. After covering revenue deferral, the concept of earnings quality
will be briefly discussed. Lastly, the link between revenue deferral practice and earnings
quality will be explored, which will then translate into hypothesis development for the

empirical part.

2.1 Concept of revenue deferral

Liability for revenue deferral arises when a firm receives payment from a customer for goods
or services that will be delivered in the future. Instead of recognizing revenue instantly when
the payment transaction has happened, the firm defers the sales or portion of it and
recognizes it over time as its performance obligations are fulfilled. (Prakash & Sinha 2013)
Essentially, deferred revenue is viewed to be payments made in advance for goods or
services that the firm has yet to provide (Zhong & Wang 2015) As mentioned before,
deferred revenue is a liability which is shown in the balance sheet alongside with other
liabilities (Prakash & Sinha 2013).

Overall, utilizing deferred revenue will result in lower earnings as the revenue is being
recognized in future periods. In the act of deferring revenue, the cash itself is being collected
when the transaction is made. Since revenue must be recognized when the business
transaction of transferred goods or services has happened, it cannot be recognized

immediately, resulting in it being considered as a liability. (Myers et al. 2022)

Firms that utilize deferring revenues have been identified to operate in certain industries.
These industries have similarities in how they are monetized. Common industries which
have been identified to use revenue deferral significantly are construction, information

technology, real estate, software, gaming, media, and manufacturing. (Prakash & Sinha
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2013; Zhong & Wang 2015; AICPA 2018; PwC 2015) These industries deliver either long-

term projects or their product is delivered over time. (Prakash & Sinha 2013)

Revenue recognizing over time is defined to be goods or services that are delivered to
customer sequentially over time. In recognizing revenue over time, it does not matter
whether it is goods or services provided if there is a pattern that can be identified to repeat
over time. For example, if a firm delivers goods on a monthly basis, it can be identified as a
single performance obligation for which the revenues are recognized over time. Similarly, if
a firm sells software licenses, the revenue can be allocated for each month the license is
available. (Azhar 2022)

Deferring revenue may be caused by bigger projects as well. Traditionally, the construction
industry relies heavily on this method, but there are also other industries that use a similar
approach in recognizing revenue. (Azhar 2022) In revenue recognition from long-term
projects, the revenue has usually been recognized when certain stages have been completed.
These are set to be performance obligations in the customer contract, and then those will be
recognized as they are met. (Zhong & Wang 2015)

In Figure 2, there is presented the concept of revenue deferral in practice with T accounts.
This example includes single contract which is valued at 1,200 CUs (currency unit) and each
performance obligation is valued at 100 CUs. As per usual, when the contract is made, it
will be booked into earnings as a whole, and the reversing entry is in accounts receivable
marked with red. After making the booking in the revenue account for the whole amount of
the contract, the amount that can be recognized must be assessed. In this case, it was valued
at 100 CUs per month so therefore, there must be made another booking reducing revenues
for amount of 1,100 CUs. In the example, bookings are made for three months, meaning that
the total revenue booked is 300 CUs. It is important to notice that total cash flows are 1,200

CUs as the contract is assumed to be fully paid.
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Figure 2. Deferring revenue in practice

2.2 IFRS 15, ASC 606 and five-step model

Revenue accounting is one key piece that is part of a firm’s accounting processes. In a
broader picture, revenue accounting defines all fulfilled obligations to other entities that can
be measured in a certain currency. Part of revenue accounting is deferring revenue, which
comes into question when revenues are being recognized over time based on customer
contracts. In other words, when businesses make contracts with other companies to acquire
some goods or services, they can include items that are difficult to recognize due to the
nature of the items. This concerns especially industries that operate in intellectual property,
information technology, or other technology-oriented sectors, since the items or services that
are being sold are usually intangible. (Markus 2021) This has also been noted by Ernst &
Young, stating that restatements of revenues are becoming more common among technology
companies (Prakash & Sinha 2013).

The idea behind revenue recognition, according to IFRS’s conceptual framework, is that the
revenue that is formulated must be recognized when goods or services have been delivered
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to the customer. This is something called accrual-based accounting, where timing of money
transaction does not form a correct picture of the business transaction itself. (IFRS 2024a)
Therefore, accrual-based accounting presents difficulties for businesses to recognize revenue
correctly, as intangible items are difficult to recognize, whereas physical items are much
easier. For example, when a firm buys a physical item, it is in most cases easier to recognize
based on the timing when the item has been delivered. Selling of intangible items follows
the same set of rules, but in the majority of cases, as the product is intangible, the recognition

of revenue cannot be defined in the same way.

IFRS 15 applies to all contracts with customers, aiming to establish principles for
recognizing revenue that reflect the transfer of goods or services in exchange for
consideration. It applies broadly to contracts where a customer obtains goods or services as
part of an entity’s ordinary activities, with a few specific exclusions. These exclusions
include lease contracts (IFRS 16), insurance contracts (IFRS 17), financial instruments and
other contractual rights or obligations (IFRS 9, IFRS 10, IFRS 11, IAS 27, and IAS 28), and
non-monetary exchanges between entities in the same business sector intended to facilitate
sales. The standard ensures that revenue recognition provides useful financial information
regarding the nature, amount, timing, and uncertainty of revenue and cash flows. (IFRS
Foundation 2024b)

Similarly, the need for comparability and usefulness was noted in the US. Historically,
revenue recognition requirements varied across industries, which raised concerns regarding
the comparability and usefulness of revenue numbers, which served as the main motivation
for creating a new accounting standard. (Hao & Pham 2022) The primary objective of ASC
606 is to establish a single, comprehensive model for revenue recognition across all
industries and capital markets. The preliminary goal arose from uniting the regulation among
revenue recognition practices across different industries and capital markets. By doing so,
ASC 606 seeks to enhance the quality, consistency, and transparency of revenue reporting,
making financial statements more useful to stakeholders, including investors, creditors, and

others who rely on financial reports for making informed decisions. (Caban 2024)

The conceptual framework of ASC 606 revolves around a principles-based approach to
revenue recognition, moving away from the detailed, rules-based standards that previously
existed. This shift requires companies to use managerial judgment to reflect the economic
substance of transactions. (Caban 2024) The rule-based approach focused on detailed
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guidelines and specific requirements, which led to a situation where firms were only
interested in cases where the revenue filled only the specific requirements without adhering
to the underlying economic realities. (Cetin 2023) The new standard utilizes a principle-
based approach in revenue recognition, which emphasizes general principles regarding
revenue. This method relies greatly on professional judgment, which then translates better

to fit the economic substance of each transaction. (Ali 2022)

The core principle in ASC 606 is that revenue is recognized when an entity transfers
promised goods or services to customers, in an amount that reflects the consideration the
entity expects to receive in exchange for those goods or services. Similar to IFRS 15, ASC
606 also includes a five-step model for recognizing revenue. (Financial Accounting Standard
Board 2025, Ernst & Young 2024) ASC 606 applies to all entities and all contracts with
customers to provide goods or services, unless specifically excluded (Ernst & Young 2025).
The objective of ASC 606 is to establish principles for reporting useful information to
financial statement users about the nature, amount, timing, and uncertainty of revenue and

cash flows from contracts with customers. (Financial Accounting Standard Board 2025)

While IFRS 15 and ASC 606 are largely aligned in their approach to revenue recognition,
key differences remain that can lead to varying accounting treatments. One such difference
is the collectability threshold, where ASC 606 requires entities to assess whether it is
probable they will collect substantially all the consideration, while IFRS 15 does not define
this threshold as explicitly. Shipping and handling are another distinction, as ASC 606 allows
entities to treat these costs after control has transferred as fulfillment costs, whereas IFRS

15 does not provide this policy election. (Ernst & Young 2024)

Differences also rise in the treatment of noncash consideration, with ASC 606 requiring
measurement at fair value at contract inception, whereas IFRS 15 does not specify a
measurement date. Additionally, intellectual property licenses are classified under ASC 606
as either functional or symbolic to determine revenue recognition timing, while IFRS 15
applies three criteria to decide whether revenue is recognized over time or at a point in time.
(Financial Accounting Standard Board 2025; IFRS Foundation 2024b)

Further differences exist in disclosure and presentation requirements. Under IFRS 15,
entities may be required to disclose the application of the sales-based or usage-based royalty
exception, while ASC 606 provides optional exemptions (IFRS Foundation 2024b; EY
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2024). Similarly, IFRS 15 does not explicitly address whether equity instruments issued to
customers should be treated as consideration form of a payment or incentive to the customer,
nor does it provide guidance on their initial or subsequent measurement, whereas ASC 606
includes specific provisions for such instruments. (IFRS Foundation 2024b; Financial
Accounting Standard Board 2025) These variations highlight the need for entities to
carefully assess contract terms and apply the appropriate standard to ensure compliance with

the respective framework (Financial Accounting Standard Board 2025).

IFRS 15 and ASC 606 were introduced to solve the problem regarding selling items that had
been noted to have judgment issues. It includes a five-step model (Figure 3) which purpose
is to provide guidance on revenue recognition over contracts with customers. The five-step
model is created to be used for all business models regardless of the industry. (Soodsook et
al. 2022) Steps in the model consist of the following: identifying customer contract (1),
identifying performance obligations (2), determining transaction price (3), allocating
transaction price alongside with performance obligations (4) and recognizing revenue as the

performance obligations are met (5). (IFRS Foundation 2024b)

Five-step-model
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Figure 3. Five-step model (Halonen 2017, 98)
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Under both IFRS 15 and ASC 606, there are specifications for each step that explain what
they mean under the scope of the standard. Everything begins with identifying the customer
contracts, which have five different conditions. (Zubir 2022) A customer contract is
considered to be an agreement between two or more parties who have approved the contract
individually. There must be a possibility to determine the rights of each separate party
regarding the goods or services which then later will be transferred later. For these goods or
services waiting to be transferred, the contract must include payment terms that the entity
can identify. Lastly, the contract must include a commercial substance, which means that the
contract creates a presumption of the entity’s future cash flows, which are expected to change
because of the contract. (Zubir 2022; IFRS Foundation 2024b)

The second step of the five-step model is identifying performance obligations. Performance
obligation is defined to be a business transaction, for example product or service of some
sort, which will be provided for the buyer. (Markus 2021) According to five-step model,
there can be multiple performance obligations in a single contract, which can all be identified
separately (IFRS Foundation 2024b). These performance obligations are described to be
goods or services that will be transferred to the customer. (Kabir & Su 2022)

Steps three and four in the five-step model focus on determining the transaction price for the
contract and allocating the transaction price to performance obligations. The customer
contract must include some form of price that can be valued financially. Typically, it is the
overall price of the contract. After identifying the transaction price, it will be allocated.
separately to each performance obligation within the contract. This is only if there are
multiple performance obligations in a single contract. The five-step model allows for to
value of each performance obligation to be determined separately based on their stand-alone
selling price. In other words, transaction price is allocated for every distinct good or service
within the contract, which includes a possibility of judgment by management. (Kabir & Su
2022)

Lastly, the final step of the five-step model is to execute revenue recognition based on the
parameters set in previous steps. Revenue recognition focuses on when the distinct
performance obligations have been satisfied. In practice, this is done through determining
the timing when the customer obtains control of the goods or service. Depending on the
contract itself, IFRS 15 includes two ways of recognizing revenue. The first of them is to
recognize revenue when the contract is fulfilled, at a single point. This means that the
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revenue is recognized when physical or legal ownership of the asset in question is obtained
by the customer, and from then on, the customer will carry the risks. The second way of
recognizing revenue, according to a five-step model, is to do so over time. In the second
way, the performance obligations are usually something that can be measured and delivered
over time instead of being viewed as a single business transaction. These goods or services
are being carried out in stages, which will then fulfil the performance obligations, such as

consulting services or long-term construction services. (Zubir 2022)

2.3 Judgment inside IFRS 15 and ASC 606

Inside IFRS 15 and ASC 606, there is some amount of judgment that management of the
firms can exercise. The idea behind this judgment in the standard comes from the fact that it
is meant to be used by every firm regardless of the industry they’re in. In other words, fulfils
the requirement of different industries by allowing judgment calls. This judgment inside the
IFRS 15 comes from the flexibility of the five-step model. More specifically, three different
components that offer a possibility for greater judgment are identifying performance
obligations, determining transaction price, and recognizing revenue. (Rutledge et al. 2016)
This has led to the possibility for companies to control their revenues due to the ability to
change the amount of revenues being recognized (Johnson 2018). A similar judgment is also
included in ASC 606 since it is meant to be used by all firms, no matter if they are private,
public, non-profit organizations, or if they operate in a certain industry (Hao & Pham 2022;
Caban 2024). The opportunities for judgment inside ASC 606 are aligned with judgment
inside IFRS 15 since they both include the identical five-step model (Ernst & Young 2024).

Regarding performance obligations, managers in each firm, when doing revenue deferring,
must address the amount of performance obligations in their customer contracts. Within the
revenue recognition standards, it is possible since a single contract can include multiple
performance obligations. This leads to a possibility of identifying more performance
obligations than there are in reality. (Kabir & Su 2022) The accounting standard allows this,
so technically it is okay, but in practice, it may lead to revenue being recognized earlier than
it should. If there are more performance obligations, those might be fulfilled earlier, and

therefore revenue is recognized in advance.
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Transaction price can be estimated according to IFRS 15 and ASC 606, as revenue can be
recognized over time as the performance obligations are satisfied. The possibility for
judgment comes in estimating distinct stand-alone selling prices, which allows the
management to increase or decrease their revenues based on false estimation. The estimation
of transaction price must also consider variable consideration, meaning that possible refunds,
rebates, credits, discounts, and price concessions must be included in the created estimate.
(Kabir & Su 2022; Ernst & Young 2024)

In contract including multiple performance obligations that can be identified separately and
are distinctive from each other opens a new possibility for judgment by using the definition
of transaction price. As Kabir & Su (2022) stated, the transaction prices for each separate
performance obligation are its stand-alone selling price. This translates furthermore for
management to have more judgment over how these contracts can be valued, since the
valuation is not based on the contract but on each separate performance obligation.
Management can include, in this case then more bias in the valuation of performance
obligations, resulting in a single contract being valued higher than its real value is as seen in
Figure 4. (PricewaterhouseCoopers 2015)

Contract price Contract price

1000CU / 1000CU

Performance obligation 1 Performance obligation 2

600 CU 600 CU
v \ /
Bookkeepingvalue Bookkeeping value
1000CU 1200CU

Figure 4. Performance obligation valuation versus contract price

One way of tempering revenue recognition has been suggested to be mismatching revenue
recognition and expenses that have occurred. When looking at technology firms in more
detail, many of their expenses are research and development expenses, which are being

expensed as they have occurred, but they do not consider future sales or revenue deferral.
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As for a firm that is only building something new, this can be justified, but for the firms that
have their product already available in the market, it is questionable. Neither of the
accounting standards consider the expense side but highlight only the revenue side, thus

allowing that revenues and expenses can be mismatched. (Prakash & Sinha 2013)

The timing of the business transaction also plays a crucial role in revenue recognition among
companies that focus on selling virtual items or have virtual currencies. The firms in this
category must determine whether control of goods or services among these digital items is
being transferred over time or at a point in time. (PricewaterhouseCoopers 2015; IFRS
Foundation 2024b) This is a simple decision firms must make when recognizing revenue.
The main impact of this decision shows in how revenues are being recognized; if there is a
single point in time when performance obligations are satisfied that marks the timing of
recognizing revenue but if it is seen to be recognized over time it allows management to
have more judgment since they must provide reasoning which time frame is the revenue

recognition following.

For technology companies, before IFRS 15 or ASC 606 was effective, the impact of revenue
recognition was thought to lead to earlier revenue recognition due to a lack of evidence on
fair values. As for the other industries, the overall impact has also been predicted to be in
earlier revenue recognition and in greater cost implementation for companies that must
implement the new accounting standard in more detail due to the nature of their business

operations. (Rutledge et al. 2016)

Both accounting standards also utilize principal-agent theory, which must be addressed when
recognizing revenue. This will have an impact on revenues and when they must be
recognized. There has been an interesting discussion on whether firms can be presented in
line with the received gross amount or in line with net amounts that belong to the firm. This
comes into question when third-party platforms are used in making business transactions.
Principal in this case is defined by it has control over goods or services before transferring
them to the customer. On the other hand, if the firm considers itself to be an agent, as they
do not consider itself to have control over the goods or services provided. In case the firm
considers itself to be an agent, the firm has a performance obligation to only arrange the
business transaction. Firms that consider themselves as principals, as a result they must
present revenue and expenses in gross amounts. For the firms, that are interpreted to be

agents in this model, they can use the net values for the presentation. The consideration in
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this specific case between principal and agent does not change even if gross cash flows go
through the agent. The firm will still be considered to be an agent as they do not hold control
over the goods or services in question. (KPMG 2021; Deloitte 2024, 3)

2.4 Incentives for earnings management

Incentives for earnings management are divided into three different categories, which are
discussed to be motivations in the literature. These motivations are capital market,
contracting, and regulatory motivations. Capital market motivations are defined as
incentives that are related to market expectations and valuation, for example, pursuing better
short-term stock price performance. Contracting motivations are defined to be incentives
that relate to managerial compensation based on performance. Typically, in this kind of
motivation, certain earnings goals are set that will then trigger an earnings-based bonus if it
Is met. Lastly, regulatory motivations are defined to be incentives that are made possible
with industry-specific regulation. (Healy & Wahlen 1999) The categories by which revenue

deferral is incentivized can be viewed as being in all three categories.

As discussed earlier in the previous section, there are several possibilities for management
to exercise earnings management through deferring revenue by manipulating the parameters
that are used. There are several reasons that are claimed to be incentives behind such
activities. Starting with capital market motivations, stock-listed companies are typically
perceived to manage their earnings in the hope of influencing stock price (Healy & Wahlen
1999). By utilizing revenue deferral, earnings can be either accelerated or reduced depending
on the situation. More commonly, earnings are being manipulated to exceed market

expectations, resulting in a positive impact on stock price. (Dichev et al. 2013)

One managerial incentive for earnings manipulation is trying to achieve better financial
performance and attract more investors (Ewert & Wagenhofer 2015). This is aligned with
trying to achieve positive impact in stock price as better financial performance is seen to
increase firm value, which results positive impact on stock price (Dichev et al. 2013).
Incentives behind this might also arise from plans to raise external capital, and therefore
management would want to artificially inflate the market price of the firm. If succeeded, this
would result in higher gain on external capital from investors. (Ewert & Wagenhofer 2015)
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When discussing contracting motivations, the incentives may arise from inside the firm
(Healy & Wahlen 1999). Management’s desire to maximize reported earnings could be seen
as a method for this. In addition, for having a positive impact regarding stock prices and the
number of investors, this kind of activity may be exercised to reach certain compensation
goals where, if a certain target in earnings is met, bonuses are paid out for management.
(Ewert & Wagenhofer 2015) Other incentives to maximize reported earnings might be
associated with being at the limit of debt covenants (Dichev et al. 2013). Covenants may
have clauses that earnings must be on a certain level, and not reaching that target might

trigger higher interest rates (Azhar 2022).

Some incentives for earnings manipulation can just arise from the belief that manipulation
will go undetected. This was found out when surveying CFOs of 169 public companies, and
some of them believed that every activity that is done for earnings manipulation cannot be
detected. Especially, if the earnings manipulation is frequent and subtle, it will not have too
large an impact. This will then create more options in the future regarding revenue reporting,
which could be utilized for either increasing or decreasing earnings. Considering revenue
deferral for such activity, it makes it a powerful tool that is difficult for stakeholders
operating outside of the firm to identify. (Dichev et al. 2013)

Lastly, regulatory motivations can be seen as utilizing revenue deferral itself. This is due to
it being a regulation and a tool for management to exercise this kind of activity. (Healy &
Wahlen 1999) As discussed in the study by Markus (2021), revenue deferral affects vastly
different industries, but it is most common in information technology, software, and
construction industries. This is due to these industries’ nature being similar when it comes
to revenue recognition, most of the revenues are being formed with complex customer
contracts. (Markus 2021)

2.5 Earnings quality

Earnings quality is a crucial aspect of financial reporting, providing valuable insights into a
company's financial performance. However, a universally accepted definition of earnings
quality remains elusive, with various perspectives and interpretations existing within the
literature and among practitioners. Earnings quality has been described with various terms

such as persistence, accruals, smoothness, and timeliness, for example, but there is no certain
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definition. For example, investors might be more focused on valuation metrics and therefore
emphasize earnings persistence, while debtors could be more interested in how accurately a

firm’s earnings reflect its capability to generate cash flow. (Dechow, Ge & Schrand 2010)

A study conducted by Dichev, Graham, Harvey, and Rajgopal (2013) focused on creating a
survey appointed to Chief Financial Officers (CFOs) to assess what firms believe to be
earnings quality. Findings from their study were that CFOs associate high-quality earnings
with earnings sustainability and repeatability as the most important factors affecting quality.
These factors arise from consistency in reporting choices, strong cash flow backing, and the
absence of one-time or excessive reliance on long-term estimates. Earnings quality is also
considered to be made with fifty percent of non-discretionary actions like industry and
macroeconomic conditions, while the other half is subject to managerial influence. (Dichev
et al. 2013)

One perspective on earnings quality is that predictability is a significant attribute in earnings
quality. This is due to earnings quality being viewed commonly as reliability, which reflects
future earnings; earnings should serve as reliable indicators of future earnings and cash
flows. High predictability will increase the earnings quality as investors and other
stakeholders have the ability to make informed decisions in their decision-making.
Predictability is also linked to earnings quality by its impact on the ability of earnings to
reflect the economic reality of a firm’s operations and comply with accounting standards.

(Dichev et al. 2013)

While CFOs could identify certain factors behind earnings quality, it was also highlighted
that earnings quality is usually tied to its conditional nature. This means that for different
industries, the factors behind earnings quality might be different, and some may have a
greater impact on one to another. In addition, the relevance of specific earnings quality
attributes may vary depending on the decision context and the user of financial information.
For instance, earnings persistence might be paramount for equity valuation, while

conservatism may hold greater weight in debt contracting. (Dichev et al. 2013)

Most common measures of earnings quality are suggested to be different properties of
earnings, investor responsiveness to earnings (ERCs), and external indicators of earnings

misstatements. Properties of earnings are considered to be the most typical ones when
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measuring earnings quality, as they can be precisely calculated. These are earnings

persistency, smoothness, timeliness, accrual quality, and predictability. (Dechow et al. 2010)

Earnings persistency refers to the extent to which current earnings predict future earnings
(Dechow et al. 2010). As simplified, it measures how likely it is that a company’s current
earnings will continue at a similar level in the future. Higher earnings persistency is generally
associated with higher earnings quality, as earnings are considered more sustainable and
reliable indicators of a firm’s long-term profitability. (Dichev et al. 2013) More persistent
earnings are aligned with a stable and predictable earnings stream, making them more

reliable for forecasting and valuation purposes (Li 2011).

Earnings smoothness as a measurement for earnings quality has contradictory arguments
regarding whether it is a good indicator of earnings quality. Smoothness represents how
stable and predictable a firm’s earnings are over time. It is claimed that smoothness describes
the natural stability of a firm’s business operations, and suppressing noise made by natural
accruals or management’s input. (Dichev et al. 2013) Perotti and Wagenhofer (2014) found
that there is a positive relationship between earnings smoothness and lower stock mispricing,
supporting that smoothness indicates higher quality of earnings. Opposing arguments are
focused on its opportunistic and misguiding information created by over-smoothing of
earnings regarding underlying cash flow or economic events (Dichev et al. 2013). Overall,
earnings smoothness needs thorough interpretation since it can have positive or negative
effects on earnings quality, depending on the motives and accounting choices driving it made
by a firm (Dechow et al. 2010).

Earnings timeliness as a measure of earnings quality focuses on how quickly and accurately
earnings reflect the economic events impacting a company's performance. Timely earnings
give decision-makers current information to make well-informed decisions about a
company's financial health and prospects. A key element of timeliness is timely loss
recognition, the prompt reporting of losses as they occur. This is crucial, as delays in
recognizing losses can obscure a company's true financial position and impact effective
decision-making. (Dechow et al. 2010) It has been argued to be a useful measurement for
earnings quality as timely loss recognition has been linked with lower stock mispricing,

suggesting that earnings are of higher quality (Perotti & Wagenhofer 2014).
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Accrual quality is viewed to be one key measurement of earnings quality as it reflects how
well a firm’s non-cash component of earnings or accruals represents its underlying financial
performance. Higher accrual quality indicates that earnings are more reliable, persistent, and
informative for predicting future cash flows. This has been noticed to be highly contrasted
with firms having low accrual quality, where earnings are distorted and have a higher amount
of noise made by aggressive accounting choices or manipulation of earnings. (Dechow &
Dichev 2002) High accrual quality is commonly associated with sustainable and repeatable
earnings, meaning that accruals are consistently recognized in the future (Dichev et al. 2013).
Also, the predictability of future cash flows is noticed to be significantly better with higher
accrual quality, meaning that high-quality accruals enhance the predictiveness of earnings

by smoothing out timing differences between cash flows and earnings (Li 2010).

Absence of one-time items has been discussed as be significant measurement for higher
quality earnings. The primary characteristic of high-quality earnings is viewed to be
sustainability, which absence of one-time items reflects on. Without one-time items,
earnings are considered to be more persistent and recur in future periods, making them a
good measurement for earnings quality. By the nature of one-time items are non-recurring
and may make earnings appear inflated or deflated within the accounting period without

reflecting ongoing financial performance. (Dichev et al. 2013)

Lastly, predictability is argued to be a good measurement for earnings quality. It refers to
the ability of current earnings to forecast future earnings, which is a highly remarkable
measurement of earnings quality. Most importantly, predictability is in line with the core
objective of financial reporting: providing useful information to investors and other
stakeholders for decision making. The premise of high-quality earnings is that they should
reflect the underlying financial performance of a firm and offer insights into its prospects.
(Perotti & Wagenhofer 2014)

2.6 Revenue deferral’s impact on earnings quality

Revenue deferral’s impact on earnings quality is @ complex item to evaluate. Upon prior
inspection of the literature, there is a clear link between revenue deferral and earnings quality
measurements. Starting from accrual quality and going all the way to the earnings

predictability, revenue deferral’s overall impact on earnings quality can be argued to be in
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increased accruals since ultimately deferring revenue is accruing revenues to the future. In
theory, for example, accrual quality can be measured by the Dechow-Dichev model, and
revenue deferral shows in the balance sheet as a liability, which the model does not consider,

therefore having an impact on earnings quality.

Table 1 presents accounts which revenue deferral and different earnings quality
measurements utilize. The common account, which is used in both revenue deferral and
earnings quality measurements, is earnings. The only measurement that includes deferred
revenue as a component is accrual-based smoothness (Perrotti & Wagenhofer 2014). It
includes computing accruals, which include current liabilities, where deferred revenue falls
under. Current liabilities reflect liabilities that are due in the next fiscal year, so depending
on deferred revenue, it is most likely to be included in this category. If deferred revenue is
considered to be long-term, those must be presented in non-current liabilities, which then

will not be evaluated in any measurement of earnings quality.

Table 1. Accounts used in revenue deferral and earnings quality measurements

Accounts used
Revenue deferral Earnings Deferred revenue
Predictability Earnings
Persistency Earnings
Smoothness; cf based Earnings Cash flows
Smoothness; accrual based Cashflows Accruals
Timeliness Earnings Returns
Accrual quality; DD-model Cashflows Working capital
Accrual quality; Modified Jones model |Earnings Receivables PPE

As revenue deferral itself affects the amount of earnings, it impacts earnings quality. In
addition, revenue deferral may create a wider gap between booked earnings and cash flows.
This is due to cash flow being generated through accounts receivable in practice, as seen in
Figure 2 in Section 2.1. In the example provided, the gap between cash flows and earnings
is 900 CUs, which may potentially impact earnings smoothness and accrual quality as those

components are used in computing earnings quality measurement in question (Table 2).

There are argued to be several positive impacts of revenue deferral on earnings quality,
which are enhanced matching of revenues and expenses, smoother earnings profile, and
increased transparency and comparability. (Dechow & Dichev 2002; Soodsook et al. 2022;
Dechow et al. 2010; Dichev et al. 2013) When revenue deferral is executed, it has been

argued to improve alignment of revenues with their associated expenses. This is due to a
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larger number of accruals is positively associated with greater improvement over cash flows.
(Dechow & Dichev 2002)

The second positive impact mentioned in prior literature is a smoother earnings profile. This
Is a logical outcome of revenue deferral since it will lower possible peaks that might be in
revenue if it were not accrued into future periods. This reduction in volatility can make
earnings more predictable as revenues are smoother. This will then translate to a better
understanding of the firm’s long-term financial prospects, which will benefit analysts,
investors, and other stakeholders. (Soodsook et al. 2022) Although smoother earnings can
be seen overall as a desirable property of earnings, it is most important to be aware that
excessive smoothness might signal potential earnings manipulation, resulting in having
negative impact on earnings quality (Dichev et al. 2013). A study conducted by Dechow et
al. (2010) found that smoother earnings indicate an unconditional proxy for earnings

management since excessively smooth earnings cannot be argued to be natural.

The study conducted by Soodsook et al. (2022) also claimed that IFRS 15 increased earnings
predictability, which increases earnings quality overall. This was based on an increase in
earnings smoothness, which then translates to better predictability (Soodsook et al. 2022).
But as discussed earlier, it is important to notice that over-excessive earnings smoothness is

not necessarily a desired quality.

On the contrary, IFRS 15 adoption has been argued to have also positive impact on accrual
quality. In research made by Chen (2024), it was found that IFRS 15 enhanced earnings
quality by quality increase in accrual quality. This suggests that the target of IFRS 15 was
met, although there has been evidence supporting the opposite (Azhar 2022). Although there
was a positive impact on accrual quality, earnings were noticed to be less persistent which,
was caused by increased earnings management. In other words, the quality and number of
accruals had increased post-implementation of IFRS 15, which decreased earnings
persistency. (Chen 2024) In addition, it was found that IFRS 15 resulted in an increase in
earnings management overall regardless of industry. This was identified from an increase in

the number of revenue accruals. (Souza et al. 2022)

In a study conducted by Azhar (2022) it was found that IFRS 15 has had several negative
impacts on earnings quality. A study reported that applying IFRS 15 requires management

to make heavy interpretations and estimates of revenue figures, which increases reliance on
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management judgment. Flexibility provided by the five-step model can lead to engage in
opportunistic behavior, aiming to maximize earnings to seemingly appear to have an
increased financial performance. The result from this kind of activity is a decrease in overall
earnings quality. This was backed up with an increased number of discretionary accruals and
earnings aggressiveness, which are both linked with a negative impact on earnings quality.
(Azhar 2022)

An increase in the number of discretionary accruals can be linked with a negative impact on
earnings quality (Dechow & Dichev 2002). This was noted in the study conducted by Souza
et al. (2022), where a lower level of accrual quality was identified, especially among
technology firms in Brazilian public firms following IFRS 15. The study also highlighted
that IFRS 15 did not bring any other improvements over earnings quality in the sample,
which was analyzed, but decreased it by accrual quality. (Souza et al. 2022) This is also
backed up by a study from Viana, Lourenco and Black (2021), where it was found that
certain demographic areas IFRS 15 have been identified to have a negative impact on accrual

quality, which translates to a decrease in earnings quality.

Another study conducted by Onie, Ma, Spiropoulos and Wells (2023) noted several negative
impacts on earnings quality that IFRS 15 has caused. Flexibility provided in IFRS 15 was
identified to be the key reason behind the negative impacts, but they also noted inconsistent
application of the standard to decrease comparability between firms, which is also due to
limited disclosures that cannot be detected. The study discussed the differences between
firms focusing on selling physical versus digital assets. Under IFRS 15, it is possible to
include heavy judgment when it comes to delivering digital assets like software licenses.
These licenses can be seen to be recognized as revenue when the contract is created, since
the customer will obtain control of the software license, although it might be billed monthly.
When being compared to a firm that sells physical assets, the revenue recognition is the
same, but then again, with subscription-based contracts, the revenues can also be recognized
on a monthly basis. The study concluded that the impact of IFRS 15 depends greatly on
specific customer contracts that firms have control over. After the implementation of IFRS
15, there was noticed to be significant decrease in reported revenues alongside with decrease

in value-relevance, but no other material impacts were identified. (Onie et al. 2023)

Similar arguments were represented by Alotibi (2018) in their study, where increased

potential for earnings management, inconsistent application, and limited disclosures were
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identified as a result of adopting IFRS 15. In addition, the study highlighted that IFRS 15
had limited improvement in relevance over reported earnings and even led some firms to go
around the standard by changing their accounting policies and sales terms to negate the
impacts. The study reported that the value relevance of earnings was generally lower than
pre-adoption for firms with material impacts caused by IFRS 15. The reason behind the
decrease in value relevance and earnings quality was identified to be the five-step model

which allows management to have judgment over firms’ reported revenues. (Alotibi 2018)

Study conducted by Aladwey and Diab (2023) analyzed differences between early adopters
and non-early adopters of IFRS 15 and found that firms that had adopted IFRS 15 early had
reported significantly lower profitability. The decrease in profitability was caused by a
decrease in recognized revenue, which translates to that IFRS 15 lowers the reported revenue
figures (Aladwey & Diab 2023). Similar results have been reported by several studies
regarding IFRS 15 impact on earnings quality by Onie et al. (2022), Souza et al. (2022) and
Lee and Choi (2024).

Research by Morawska (2021) could not identify positive or negative impacts caused by
IFRS 15 on earnings quality but highlighted the potential earnings management which have
been left unaddressed. While the accounting standard aimed to improve earnings quality, in
practice, its implementation has presented challenges and has not unequivocally improved
earnings quality. (Morawska 2021)

When evaluating revenue deferral’s impact on earnings quality in the US context, ASC 606
has had a complex and multifaceted impact on earnings quality, with arguments supporting
both positive and negative effects. On the positive side, the standard enhances earnings
quality by better reflecting the economic substance of transactions. (Caban 2024; Cetin
2023) As a principles-based framework, ASC 606 allows management to account for
revenue in a way that aligns more closely with the economic realities of business operations.
This approach improves the decision usefulness of financial reports, ensuring that they

provide a more accurate representation of a company’s financial health. (Caban 2024)

ASC 606 enhances comparability across companies and industries by standardizing revenue
recognition practices, which helps investors and analysts make more informed decisions
(Hao & Pham 2022). The standard also requires more detailed disclosures, increasing
transparency by providing stakeholders with a deeper understanding of revenue streams.
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Research suggests that these changes have led to an improvement in the value relevance of
financial reporting, making revenue figures more informative for valuation purposes. (Caban
2024)

However, ASC 606 also introduces potential drawbacks that could reduce earnings quality.
One of the main concerns is the increased managerial discretion embedded in the principles-
based approach (Hao & Pham 2022). While flexibility can lead to more accurate revenue
recognition, it also opens the door for earnings management, as managers have more leeway
in determining the timing and amount of revenue to be recognized (Caban 2024).
Additionally, the complexity of ASC 606 poses challenges for financial analysts, making it
harder to interpret revenue figures accurately. Empirical findings suggest that after the
adoption of ASC 606, analyst revenue forecasts became less accurate and more dispersed,
highlighting the difficulties in adjusting to the new reporting standards. The initial
implementation of ASC 606 also led to forecast errors and an increase in uncertainty for

investors and analysts. (Hao & Pham 2022)

The impact of ASC 606 varies across firms and industries, influenced by several factors.
Firms that adopted the standard using the full retrospective method experienced higher
revenue informativeness and lower analyst forecast errors compared to those using the
modified retrospective approach. (Hao & Pham 2022) Industries with complex customer
contracts and multiple performance obligations, such as technology and
telecommunications, saw more significant improvements in revenue reporting (Caban
2024). The effects of ASC 606 are also more pronounced for firms with longer revenue
cycles and those for whom the standard materially alters their financial reporting practices
(Ali 2022). Additionally, the standard has affected the timing of revenue recognition, leading
to the acceleration of revenue that would have been recognized in future periods (Cetin
2023). This is particularly evident in cases where firms recognize variable consideration

before uncertainty is fully resolved (Ali 2022).

2.7 Hypotheses development

As the literature review describes, revenue deferral’s impact on earnings quality is a complex
item to evaluate. In order to measure the impact, it is crucial to understand both revenue

deferral and earnings quality. Revenue deferral itself is quite simple to measure as it is
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represented as a separate line item in the balance sheet (Prakash & Sinha 2013). When it
comes to earnings quality, it is found to be a complex item to be measured, and there is no
certain distinct way of measuring it. Therefore, earnings quality must be evaluated with
multiple different measurements. (Dechow et al. 2010) To obtain a comprehensive picture
of revenue deferral’s impact on earnings quality, there will be four different hypotheses laid
out based on common earnings quality measurements. These variables are selected based on
the literature review. Selected variables are earnings smoothness, accrual quality,

predictability, and persistency.

Earnings smoothness reflects the stability and consistency of a firm’s earnings over time,
which is interpreted as a sign of high earnings quality. This only applies if the smoothness
is derived from natural business operations rather than managerial judgment. (Dichev et al.
2013) When evaluating revenue deferral impact on earnings, it typically creates smoother
earnings by reducing spikes in reported earnings since revenues will be deferred over time
(Soodsook et al. 2022). Drawn from the nature of revenue deferral’s impact on earnings

smoothness, the first hypothesis is set to be as follows:
Hypothesis 1: Revenue deferral has a positive impact on earnings smoothness.

The second selected variable for earnings quality is accrual quality. A common implication
of higher accrual quality is that earnings will then mirror closely cash flows, while low
accrual quality suggests potential earnings manipulation, which shows as a distortion in
accruals. (Dechow & Dichev 2002) When taking revenue deferral into consideration with
accrual quality, revenue deferral increases the number of accruals by transferring revenues
into future periods. This increased use of accruals has been argued to lower the quality of
accruals by Souza et al. (2022) and Azhar (2022). Based on these findings in prior literature,

the second hypothesis is formulated as follows:
Hypothesis 2: Revenue deferral has a negative impact on accrual quality.

The third variable for earnings quality is earnings predictability. Predictability refers to the
ability to predict future earnings based on current earnings. This is a crucial aspect of
earnings quality as it allows stakeholders operating outside of a firm to make informed
decisions based on reported financial performance. (Dichev et al. 2013) Revenue deferral is
that way argued to enhance earnings predictability by creating smoother earnings (Soodsook
et al. 2022). Based on this, the third hypothesis is set to be as follows:
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Hypothesis 3: Revenue deferral has a positive impact on earnings predictability.

The fourth variable selected as a measurement for earnings quality is set to be earnings
persistency. It evaluates the extent to which current earnings are sustained over time,
reflecting the durability and stability of a firm’s profitability. Persistency is considered to be
a crucial measurement for earnings quality as it reflects a firm’s long-term financial health.
(Dechow et al. 2010) When inspecting earnings persistency alongside revenue deferral, there
is no clear impact of revenue deferral distinguished. Alongside accrual quality, Chen (2024)

found that revenue deferral increases accrual quality by decreasing earnings persistency.

Hypothesis 4: Revenue deferral has a positive impact on earnings persistency.
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3 Methodology and data collection

This section consists of discussing research methodology and data collection. The section
starts with a description of what kind of research methodology is being used to conduct the
empirical part of this study. This will then be followed by describing how data used in this
study have been collected, which variables are being used, alongside defining formulas for
each variable. The overall characteristics of the data are discussed briefly. Lastly, this section
will discuss how the regression analysis will be conducted later on in the empirical section.
The purpose of this part is to start the empirical part of the study with an introduction to

methodology and data.

3.1 Research methodology

The study is based on quantitative methods and, in more detail, regression analysis, which
have been widely used in business, finance, and economics. Regression analysis is typically
used when evaluating the relationship between independent and dependent variables. It is a
useful tool to assess how variables will change when one of the independent variables is
changed. Although it is a great tool to evaluate relationships between variables, it cannot
identify causal connections. The dependent variable is commonly referred to as an outcome
variable, as independent variables are described to be explanatory variables. (Kamel &
Abonazel 2023)

The approach used in this study to analyze the relationship between revenue deferral and
earnings quality is based on prior studies (Azhar 2022, Souza et al. 2022, Zhong et al. 2017,
Soodsook et al. 2023, Prakash & Sinha 2013). The studies by the authors mentioned all
included some form of regression model to be used in analyzing the relationship between
variables, which was incorporated to be used in this study. More specifically, this study will
utilize an ordinary least squares (OLS) regression model to analyze the relationship between

revenue deferral and earnings quality measurement.
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3.2 Data selection, collection and variables

Data for this study has been collected through LSEG Workspace. The time frame which was
used was set to be between 1.1.2018 and 31.12.2024. The collected data is collected on the
financial statement level, including some company fundamentals from the income statement,
balance sheet, and cash flow statement, in addition with notes to the accounts. Data consists
mostly of different account balances, but some other variables are also being collected, such
as industry specification and the number of employees. Pre-processing of data has been done
by two separate tools, which are Microsoft Excel and RStudio. The statistical testing has

only been conducted by using RStudio.

Delimitations in data selection have been made with sector specification and available
account information. Sector specification is set to be firms working in technology sector,
which have been done by using S&P Technology listing. Data represent only technology
firms without a certain industry limitation, although the literature review suggested few
industries that could have been explored alone. By this delimitation, data accurately
represents the technology sector, which is of interest in the empirical analysis. The S&P
Technology listing was acquired from LSEG Workspace. There are no delimitations to firm
size made within the sample since those are not seen necessary to do so, since the sample is

already compressed.

With available account information, there have been two delimitations made to serve the
purpose of the study. First of the delimitation of available account information is set to be
firms that are stock-listed and publicly available for investors. This delimitation has been
done due to pre-browsing of available data in LSEG Workspace; deferred revenue as a
standalone account was not represented for private firms, which resulted in primary interest
in public firms. The second delimitation in available accounts has been set to be that there is
information posted on the deferred revenue or income account. This delimitation is seen as
necessary since the aim of the study is to analyze the impact of revenue deferral on earnings
quality. Without this piece of information, analyzing would be impossible.

There are 12 different variables selected to be used in this study, of which five measures
earnings quality and one revenue deferral. The remaining six variables are control variables.
Earnings quality has been selected to be measured with five different variables, which are
selected to answer the hypotheses represented earlier for each dimension. These dimensions
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are earnings smoothness, accrual quality, predictability, and persistency. Accrual quality is
measured with two separate variables as seen in Table 2. They were selected to be used based
on the literature review. All measurements representing earnings quality were computed in
Microsoft Excel prior to using them in the analysis. The rxevenue deferral variable was also
based on the literature review. These methods were computed by utilizing different accounts,

such as revenue deferral and total assets.

Earnings persistency measures how accurately earnings can predict future earnings (Dechow
et al. 2010). There are multiple ways of evaluating earnings persistency, but they all involve
time series and earnings components due to their nature. Usually, earnings in the context of
persistency are considered to be net income before extraordinary items. (An 2017; Dechow
et al. 2010; Perrotti & Wagenhofer 2014) Perrotti and Wagenhofer (2014) and Dechow et
al. (2010) measured earnings persistency with only net income before extraordinary items

and utilizing the slope coefficient regression model as shown in the following Formula 1:
Earnings;,1 = a + f Earnings; + & 1)

Where value of 3 close to one indicates high earnings persistency while it being close to zero
reflects low earnings persistency. Highly persistent earnings correspond with more
permanent and less volatile which results the financial information to be more useful for
users. (An 2017)

Earnings smoothness as a measurement for earnings quality can be measured with various
methods. Typically, earnings smoothness is evaluated alongside cash flows as it represents
the volatility of cash flows, earnings, and accruals. (Perrotti & Wagenhofer 2014) There are
two measures for earnings smoothness, which of first focus on earnings and cash flows, and
the second one includes accruals and cash flows. The main component in earnings
smoothness is cash flows. (Dechow et al. 2010; Perrotti & Wagenhofer 2014) The
measurement for earnings smoothness, which evaluates earnings and cash flows is computed

as follows in Formula 2:

o (Earnings; ) (2)
o (Cash Flow;;)

The equation calculates the ratio of standard deviation between earnings and cash flows,

where earnings and cash flows are scaled by total assets at the beginning of period t. (Perrotti
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& Wagenhofer 2014) The second accrual-based earnings smoothness measurement

(Formula 3) represents the correlation of accruals and cash flows from operations as follows:
p(Total Accruals;,, Cash Flow; ;) 3)

Where, likewise with measurement for earnings and cash flows, the accruals and cash flows
are scaled by total assets at the beginning of period t. Both measurements are interpreted
similarly, where higher values of the measurements indicate lower earnings smoothness.
(Perrotti & Wagenhofer 2014; Dechow et al. 2010) It is crucial when evaluating earnings
smoothness that there are multiple ways to interpret the outcome. Where there is literature
supporting excessive smoothness to have a negative impact on a firm’s financial
performance, there are also opposing arguments that smoothness can enhance information
that earnings hold by reducing noise, which will then reflect the true ability of a firm’s long-
term value despite its impact on short-term volatility. (Dichev et al. 2013; Perrotti &
Wagenhofer 2014)

Accrual quality as a measurement for earnings quality, there are multiple ways of evaluating
through different models. Accruals are temporary adjustments in financial reporting aimed
to align revenue recognition with expenses in the corresponding period when they have
occurred. High accrual quality implies a close match between current accruals and operating
cash flows, enhancing the informativeness and reliability of earnings. (Dechow and Dichev
2002) Common ways of evaluating accrual quality is by utilizing models that are created to
measure solely accrual quality or by evaluating certain financial statement line items, such

as cash flows.

Dechow and Dichev created a model for estimating accrual quality, which is often referred
to as the DD model. (Zadeh et al. 2022) Its purpose is to show that there is a link between
current accruals and cash flows and errors in those, indicating the quality of accruals and
earnings. It assumes that the quality of a firm’s earnings is based on the sum of cash flows
and accruals is equivalent to earnings. Accruals in the DD model is calculated by utilizing
working capital as follows in Formula 4 (Dechow & Dichev 2002):

AWC = AAR + AST — AAP — ATP — AOT. (4)

Where AWC is change in working capital, AAR is change in accounts receivable, AST is

change in inventories, AAP is change in accounts payable, ATP is change in taxes payable,
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and lastly AOT is change in other liquid assets. The actual model (Formula 5) is then

computed by using the working capital calculated as follows (Dechow & Dichev 2002):
AWCt =a+ ﬁ1CF0t_1 + ﬁzCFOt + ﬁgCFO,H_l + Et (5)

Where AWC is the change in working capital and CFO is cash flows, which are presented in
three different periods: t-1, t, and t+1. The model works by evaluating the residuals’ standard
deviation, with a higher standard deviation indicating lower quality accruals. The purpose of
residuals is to reflect accruals that are not related to the realization of cash flows. (Dechow
& Dichev 2002) In other words, the higher the residuals obtained in the regression, the lower

the earnings quality is (Zadeh et al. 2022).

Modified Jones model is another model which purpose is to evaluate accrual quality. It is
based on the original Jones model created in 1991, and it has been made more accurate since
it includes the impact caused by accounts receivable, which was not included in the original
version. (Dechow, Sloan & Sweeney 1995; Peasnell, Pope & Young 2012) The method that
the modified Jones model uses is to decompose total accruals into discretionary and non-
discretionary components. Discretionary accruals are defined to be accruals that are
potentially subject to manipulation made by management, whereas non-discretionary
accruals reflect normal business operations without any manipulation. (Zadeh et al. 2022)
Modified Jones model is formulated as follows in Formula 6 (Dechow et al. 1995):

NDAt = al(l/At_l) + az(AREVt - ARECt) + a3(PPEt) (6)

Where A,_; is total assets, AREV is change in revenue, AREC is change in net receivables,
and PPE, is property, plant, and equipment. The variables AREC, AREC, and PPE are scaled
by total assets at T-1. (Dechow et al. 1995) The model indicates higher quality of earnings
with a lower number of discretionary accruals (Zadeh et al. 2022).

There are many more methods of assessing accrual quality, and it has been a key focus point
in evaluating earnings quality. Some studies suggest that accrual quality can be measured by
analyzing the relationship between the volatility of accruals and cash flows from operating
activities. This method relies on cash flows instead of earnings, similar to the DD model. In
addition, it has been suggested that accrual quality can be measured by estimating the

number of abnormal accruals. (Perrotti & Wagenhofer 2014)
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Predictability is considered to be one key measurements of earnings quality which arises
alongside with other quality measurements. Predictability, as other measurement for
earnings quality, can be measured with several methods. (Ewert & Wagenhofer 2015; Hieu
& Quyen 2021; Perrotti & Wagenhofer 2014) Common ways for measuring predictability
have been suggested to be by measuring it through earnings persistence. This can be viewed
as a regression of earnings persistence or an analysis of different properties of earnings time
series. (Ewert & Wagenhofer 2015; Hieu & Quyen 2021; Perrotti & Wagenhofer 2014;
Soodsook et al. 2024)

Analyzing how different properties of earnings time-series correlation with future cash flows
can be done alongside earnings persistence. While the formula 1 measures earnings
persistence as a regression coefficient, earnings predictability can be measured through the
standard deviation of residuals in the same regression model. (Hieu & Quyen 2021) Another
method for measuring earnings predictability through earnings persistency is from the
following equation (Formula 7) where earnings predictability is measured with R? this

regression model (Perrotti & Wagenhofer 2014):
Earnings;; = a +  Earnings; ;1 + &+ (7)

Table 2. Variables and formulas collected together

Earnings Quality Measurements

i Earnings; .
Earnings Smoothness 7 Eamng%io \here earnings and cash | EQL
o (Cash Flow; ;)

flow are scaled with total assets

Accrual Quality; NDA; = a;,(1/A¢-1) + a2(AREV, — AREC,) EQ3
Modified Jones model +az(PPEy)

Earnings Predictability Earnings;, = a + f Earnings; .-, + & | EQ4

, measured with R? of the model

Earnings Persistence Earnings;.1 = a + B Earnings; + & | EQ5
, Where earnings are scaled

with total assets

Revenue Deferral Measurements

Delta Deferred Revenue Deferred revenue scaled by total assets RD1
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Control Variables

Return on Assets Net income / total assets ROA

Firm Size 1 Size classification by revenue, total assets

and employees

Firm Size 2 Natural log of total asset (log(AT)) SIZE

Industry Dummy variable, industries coded from 1 to | IND
20

Cash Flow Cash flow from operating activities scaled | CF

by total assets

Revenue Revenue scaled by total assets REV

Total Assets Total assets TA

In Table 2, there are represented the chosen variables for this study. The control variables
were selected based on prior literature. The combination of control variables is a mixture of
variables used in prior studies. Some of the prior studies incorporated specific variables as
control variables that needed more detailed data, which in this study cannot be computed
due to limitations in data availability Return on assets was selected based on studies
conducted by Azhar (2022), Souza et al. (2022) and Zhong et al. (2017). They also included
in their studies an industry variable, which was also used in the study by Zadeh et al. (2022).
Size as a control variable was included in many of the studies (Caban 2024, Azhar 2022, Lee
& Choi 2024, Prakash & Sinha 2013, Souza et al. 2022, Zadeh et al. 2022). Similarly, cash
flow from operating activities was utilized in the majority of the studies regarding revenue
deferral by Lee & Choi (2024), Prakash & Sinha (2013), Soodsook et al. (2024), Srirastava
(2013), Souza et al. (2022) and Zadeh et al. (2022). Lastly, total assets were used by three
authors as a control variable (Soodsook et al. 2024, Srirastava 2013, Zhong et al. 2017).

In total, the sample consisted of 288 observations with applied delimitations. Not all the
observations were usable due to missing values in data such as revenue, cash flow, and total
assets accounts. All observations with missing values in reported revenue, total assets, and
cash flow were removed from the sample. This was thought to be a necessary procedure
since those metrics were used in the calculation of multiple earnings quality and revenue
deferral measurements. For example, without total assets metrics, many of the variables

could not be scaled, making the data unusable. Every missing value in other financial metrics
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was not disposed of since the formulas that had been used were still viable. For instance,
missing values in deferred revenue could arise from the firm not having any revenue to be
deferred, which faithfully represents the firm’s financial position. After removing all

observations without necessary data, there were 207 observations left in total.

In Figure 5 can be seen that the majority of observations were categorized by industry in the
manufacturing of technological equipment and publishing software. The third highest
number of observations was listed in computer systems design and services -industry. The
remaining number of observations were distributed across multiple different industries. The
other Technology category includes eleven different industries, which had only one or two
observations in the sample. These industries were producing either technological services,

such as wholesales or research and development.
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Technological Equipment Software Publishers Computer Systems Design WebSearch Portals, Computing Infrastructure Qther Technology
Manufacturing and Related Services Libraries, Archives, and Providers, Data Processing,
Other Information Services WebHosting, and Related
Services

Figure 5. Distribution of sample by industry

The data used in this study is cross-sectional data since it was measured at a single point in
time. Though the data consists of observations between 1.1.2018 and 31.12.2024, the values
of the variables are calculated to represent the financial data throughout the selected time
period. Cross-sectional data have been widely used in analyzing earnings quality since it

reflects well the characteristics of earnings. (Higashikawa 2020)
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3.3 Regression analysis

Different kinds of regression models have widely been used in accounting research to
analyze the relationship between several variables. Regression models offer robust
information about the relationship between variables. (Azhar 2022; Onie, Ma, Spiropoulos
& Wells 2023; Brousseau & Poretti 2024) In this study, there are several statistical methods
used to analyze the relationship between revenue deferral and earnings quality, of which the
first is the OLS regression model. It is one of the oldest tools for statistical testing and
exploring the relationship between two variables. Typically, an OLS regression model can
be used for assessing how the dependent variable will change if other variables are changed.
(Kamel & Abonazel 2023) This offers deep information when assessing the impact of one
variable on another, especially in the context of accounting research (Souza, Goncalves &
Silva 2022). The model works by setting a dependent and an independent variable. In
addition, control variables may be used to form a more comprehensive picture of the
dependent variable. The difference between dependent and independent variables is that the
dependent variable is one to be studied in more detail by minimizing the sum of the squares

of the differences between observed and predicted values. (Azhar 2022)

The core function of OLS regression is to find a connection that best fits the sample by
studying the sum of squared residuals. Residuals in an OLS regression model are the
differences between actual observed values, which are provided in the sample, and the values
predicted by the regression model. In Formula 8, the mathematical representation model can
be defined as follows (Dechow & Dichev 2002):

Y = a+pX + ¢ (8)

Where Y is the dependent variable, X is the independent variable, a is the intercept, B is the
coefficient representing the change, and ¢ is the error term. The values for X and Y are filled
in from the data that is studied, which will be followed by computing the values for intercept,
coefficient, and error. When studying the impact with the OLS regression model, the
interpretation typically works by evaluating coefficient values. The coefficient represents
the direction of the impact, which in this study is focused on. (Dechow & Dichev 2002, Hieu
& Quyen 2021)
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In studies focused on earnings quality OLS regression model is used to examine the
relationship between earnings quality and other variables. Other variables have not been
classified to be any specific variable, but typically they are considered to return on assets,
leverage, growth, and other financial statement level accounts such as deferred revenue
liability. (Hieu & Quyen 2021)

The OLS regression model has a few assumptions that must be checked after it has been
utilized to increase the robustness of the results. The model assumes that the variance of the
errors is constant across all levels of the independent variables. This is referred to as
homoscedasticity among independent variables. If this assumption is violated by finding out
that the variance of the errors is not constant, it is referred to as heteroscedasticity. Violation
of this assumption may lead to possible bias in results, affecting the reliability of the
statistics. (Ismail et al. 2013)

The OLS regression model also assumes that the error terms are not correlated with each
other. Autocorrelation in the analyzed data between variables can possibly lead to optimistic
standard errors. Autocorrelation can be used with several tests, such as the Woolridge test to
check whether the sample has autocorrelation. (Hieu & Quyen 2021) The model is sensitive
to outliers, which may disproportionately influence the outcome of OLS regression results.
The impact of outliers must be addressed after utilizing the OLS regression model to increase
the reliability. (Srirastava 2014)

To address the issues arising from outliers in the sample data, Huber M-estimator was
selected to increase the robustness of the study. Huber M-estimators are a class of robust
estimators used in regression analysis with outliers. (Muthukrishnan & Radha 2010) M-
estimators minimize a sum of a function of the residuals, instead of minimizing the sum of
the squared errors as compared to the OLS regression model. The Huber M estimator

function is computed as follows (Formula 9):

e2
—, le] <k
e

p = k2 (9)
klel % le] > k

Where Kk is a constant and set to 1,345. This function aims to treat small errors as in OLS by
squaring them, but simultaneously it treats large errors linearly, which reduces their impact
on the overall estimate. Huber M-estimator function reduces sensitivity to outliers in the y-
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direction when compared to the OLS regression model due to large errors being treated
linearly rather than quadratically. This will then increase the robustness since the Huber M-
estimator down-weights the impact of outliers, resulting in a better fit. (Zaman & Bulut
2019)
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4 Empirical findings and analysis

This section consists of empirical analysis which have been conducted based on methods
presented in the previous section. First, this section will cover descriptive statistics to obtain
a basic overview of the sample data. This will be followed by regression analysis of the
sample, which is the main approach to study the link between revenue deferral and earnings
quality. Lastly, this part will discuss the results of the study alongside with representation of

empirical findings and implications.

4.1 Descriptive statistics

Data consisted of 207 observations of financial statement level information, which had been
collected from LSEG Workspace. The sample was pre-processed in Microsoft Excel where
all variables had been computed. Variables were coded with certain names and
abbreviations, which are presented in Table 2. Prior to the main analysis, the sample was
studied to obtain an understanding of the overall characteristics, which focused on relevant
variables. As seen in Table 3 majority of observations had a low value due to formulas being
used in computing those. Revenue deferral was measured with deferred revenue scaled by
total assets. The scaling has resulted in values having a value lower than one. Earnings
quality was measured with five different variables. Variable EQ1 stands out from other
earnings quality measurements by having higher absolute values and the highest deviation.
Variable EQ5 is only one of the earnings quality measurements to have negative values.
Apart from those anomalies, earnings quality measurements seem to have similar values to

each other.

Among the control variables, variable TA stands out with significantly higher values due to
its nature. Other control variables have been scaled with total assets, apart from SIZE
variable, but total assets have not been scaled with anything. Variable SIZE has higher
absolute values compared to other control variables, excluding TA, due to the way it has
been computed. Variables ROA and CF seem to have negative values. All the control
variables have their means and medians quite close to each other, apart from TA.
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Mean Median Min Max 1st Qu. 3rd Qu.
RD1 0.13113 0.08173 0.00048 0.67572 0.02025 0.18629
EQ1 3.20750 2.40120 0.27990 31.63460 1.59890 3.50480
EQ2 0.12377 0.08913 0.00570 1.84060 0.05266 0.15330
EQ3 0.24255 0.19312 0.00256 1.77825 0.11027 0.29975
EQ4 0.32741 0.21800 0.00002 0.99178 0.06690 0.57051
EQ5 0.71310 0.65530 -1.69999 0.35400 0.35400 0.93930
ROA 0.03182 0.03834 -0.44329 0.58426 -0.03919 0.09317
SIZE 9.49500 9.42200 7.24900 11.56600 9.05500 9.88800
CF 0.09418 0.09265 -0.32004 0.42648 0.03946 0.14593
REV 0.62785 0.55594 0.09204 2.45868 0.41634 0.74606
TA 13,319,940,363.00 2,640,200,167.00 17,755,266.00 368,437,500,000.00 1,136,000,000.00 7,727,000,000.00

In Figure 6, the distribution of revenue deferral observations is presented. As seen majority

of observations have been recorded with low values. Visualization also shows that

observations are skewed towards the right. As the observations reach higher values, there

seem to be significantly fewer observations. This means that the absolute amount of revenue

deferral remains fairly low compared to total assets.
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Figure 6. Distribution of observations
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In Appendix 1, there is a visualization for revenue deferral alongside each separate earnings

quality measurement presented. From there it can be seen that with EQ1, EQ2, and EQ3

there is a large number of observations with low values in both earnings quality
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measurements and revenue deferral. Visually analyzed, there can be seen a few outliers in
the sample with higher values of earnings quality measurements and lower values in revenue
deferral. There are observations with a higher value of revenue deferral, but those do not
have a higher value in earnings quality measures. With variable EQ4, there can be seen
observations without any specific pattern. Observations are visually laid out to be all over
the grid, but there are more observations with both low values in earnings quality and
revenue deferral. After revenue deferral values exceed 0,75, the earnings quality
measurements stay below 0,25. Lastly, variable EQ5 and revenue deferral have low values

in revenue deferral, but EQ5 variable reaches 0,50 consistently.

After analyzing how the values are distributed, the correlation between variables is evaluated
in Figure 7. As shown, there is no correlation identified between revenue deferral and any
earnings quality measures. Among the control variables, there can be seen some amount of
correlation between different variables, especially between REV and TA. When creating the
model for evaluating the relationship between revenue deferral and earnings quality
measures the variable REV will be removed from consideration since highly correlated

variables hold the same information inside them.

EQ1
EQ2
EQ3
EQ4
EQ5
ROA
SIZE1
SIZE2
IND
CF
REV
TA

EQ1 1,00 0.4
EQ2 1.00 0.6
EQ3 1.00
r 04
EQ4 1.00
EQ5 r 0.2
ROA o
SIZE1
r-0.2
SIZE2
L 0.4
IND
CF -0.6
REV o8
TA

Figure 7. Correlation matrix
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Regression analysis has been conducted by utilizing the OLS model, which is a form of

linear regression. Prior to regression analysis, the sample data needed more preprocessing

due to its characteristics being unfit for a regression model. It was found out that earnings

quality measurements were not distributed normally, and they had a large amount of

skewness. To address these issues, earnings quality measurements were log-transformed to

improve the interpretability and robustness of regression coefficients. The regression model

used in this study was defined as follows in Formula 10:

log(EQ;) =

Bo + B1(RD) + B2(ROA) + B3(SIZE2) + B4 (IND) + B5(CF) + f6(TA) + €

where log (EQ;) represents the log-transformed earnings quality measure for i=1...,5.

(10)

The OLS regression model was run for each earnings quality measurement, and the results

are represented in Table 4. When looking at results, it is important to address p-values of

separate variables to determine if revenue deferral has an impact on earnings quality

measurements. Another important value in these results is the estimated values or § values.

The significance level is set to be 5 percent.

Table 4. Results for the OLS regression model

Measure Variable  Estimate  Std. Error t-value  p-value
Earnings Smoothness Intercept 2.2611 1.0308 2.1935 0.02948*
RD1 -0.9026 0.3557 -2.5373 0.01197*
ROA -0.1255 0.4107 -0.3055 0.76036
SIZE2 -0.1257 0.1047 -1.2001 0.23158
IND -0.0843 0.0943 -0.8844 0.37759
CF 0.422 0.8627 0.4892 0.62529
TA 1.01E-12 1.29E-12 0.7894 0.43086
DD-Model Intercept 0.74496 1.0196 0.7306 0.46591
RD1 0.78795  0.35666 2.2092 0.02834*
ROA -0.86279  0.59903 -1.4406 0.15133
SIZE2 -0.3491  0.10894 -3.2045 0.00159**
IND 0.18062  0.01552 1.1625 0.24647
CF -1.0662  0.75057 -1.4202 0.15716
TA 9.57E-13 1.10E-12 0.8717 0.38489
Modified Jones Model Intercept 1.2744 1.1258 1.1317 0.25912
RD1 -0.91257  0.37889  -2.408 0.01699*
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ROA 0.37058 0.58108 0.6378 0.52497
SIZE2 -0.31045 0.11652 -2.6644 0.00837**
IND -0.24152  0.12132 -1.8504 0.06579.
CF 2.5699 0.86712 2.9636 0.00342**
TA 2.75E-12  1.33E-12 2.0703 0.03976*
Earnings Predictability Intercept -5.4581 3.6904 -1.479 0.1408
RD1 0.71085 0.98935 0.7185 0.4733
ROA -4.6839 2.0262 -1.9247 0.8174
SIZE2 0.30189 0.37684 0.8011 0.4241
IND 1.9213 0.11706 -0.3417 0.733
CF -8.23E-01 2.41E-01 -0.3417 0.733
TA 1.55E-12 2.95E-12 0.526 0.5995
Earnings Persistency Intercept 2.5078 1.1659 2.1509 0.03274*
RD1 -2.7382 3.789 -0.7213 0.48176
ROA 0.68031 47658  1.4267 0.1535
SIZE2 -0.30701 1.27 -2.4406 0.0168*
IND -0.02903 1.2 -2.42 0.01557*
CF 1.798 7.64E-01 2.354 0.0198*
TA 1.43E-12 2.49E-12 0.4918 0.62339

Revenue deferral’s impact on earnings smoothness reaches a significance level of p =
0,01197, which stays under the significance level. This suggests that revenue deferral has a
significant impact on earnings smoothness. The direction of impact can be found out when
looking at the coefficient RD, which reaches a value of -0,9026. This result means that
revenue deferral impacts earnings smoothness negatively. This result suggests that
hypothesis H1 will not be fulfilled, but it supports that revenue deferral has a negative impact

on earnings smoothness.

When considering hypothesis H2, revenue deferral has a negative impact on accruals quality,
it has been measured with two separate earnings quality measurements. These measurements
are the DD Model and the modified Jones model, which first of them reaches the value of p
= 0,02834 while the coefficient for RD reaches 0,78795, which contradicts hypothesis H2.
Measured with the DD Model, revenue deferral has a positive and significant impact on
accrual quality. On the other hand, the modified Jones model reaches a value of p = 0,01699
while the coefficient RD is -0,91257. The result of the modified Jones model supports
hypothesis H2, suggesting that revenue deferral has a significant negative impact on accrual

quality.
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The fulfillment of hypothesis H3 is measured with earnings predictability. With the OLS
regression model, it reaches p value of 0,4733 while the coefficient RD reaches 0,71085.
The result of the regression model suggests that revenue deferral does not have either a
positive or a negative significant impact on earnings predictability. While the coefficient

values suggest that the impact is positive, the value of p does not support the H3 hypothesis.

Lastly, hypothesis H4 is evaluated with earnings persistency. After the OLS regression
model is run, the results show of the coefficient RD reaches value of -2,7382 which suggests
that there is a negative impact. The value p then settles at 0,48176, which indicates that

revenue deferral does not significantly impact earnings persistency.

To address the validity of the OLS regression model results, robustness checks were
conducted. Robustness was checked by the Huber M-estimator, which is created to check
the fit of a linear model by robust regression (Table 5). The model works by evaluating the
coefficient value, t-value, and residual standard error that the regression reaches. The

robustness check overall supports all results of the OLS regression model.

Table 5. Results of the Huber M-estimator

Residual Std.
Measure Variable  Value Std. Error  t-value  Error
Earnings Smoothness Intercept 1.9870 0.9308 2.1347 0.5753
RD1 -0.8935 0.3408 -2.6216
ROA -0.0391 0.4297 -0.0910
SIZE2 -0.1020 0.0974 -1.0473
IND -0.0036 0.0085 -0.4249
CF 0.1649 0.6024 0.2738
TA 0.0000 0.0000 0.5836
DD-Model Intercept 0.7078 1.0596 0.6680 0.6835
RD1 0.6487 0.3880 1.6721
ROA -1.2821 0.4892 -2.6209
SIZE2 -0.3469 0.1109 -3.1282
IND 0.0180 0.0097 1.8565
CF -0.9362 0.6857 -1.3653
TA 0.0000 0.0000 0.4934
Modified Jones Model Intercept 1.8063 1.0269 1.7590 0.6335
RD1 -0.8218 0.3760 -2.1859
ROA 0.2427 0.4741 0.5120
SIZE2 -0.3551 0.1075 -3.3039
IND -0.0209 0.0094 -2.2228
CF 1.8675 0.6645 2.8102
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TA 0.0000 0.0000 2.0765
Earnings Predictability Intercept -1.1846 2.3163 -0.5114 1.6480
RD1 0.2161 0.8481 0.2549
ROA -0.6965 1.0694 -0.6513
SIZE2 -0.0836 0.2424 -0.3449
IND 0.0108 0.0212 0.5078
CF -0.2775 1.4989 -0.1851
TA 0.0000 0.0000 0.7946
Earnings Persistency Intercept 2.3474 1.0561 2.2228 0.6274
RD1 -0.0994 0.3867 -0.2571
ROA 0.7548 0.4876  1.5481
SIZE2 -0.2779 0.1105 -2.5140
IND -0.0326 0.0097 -3.3754
CF 1.8481 0.6834 2.7042
TA 0.0000 0.0000 0.9825

Hypothesis H1 was supported by the robustness check since RD coefficient value reaches -
0,8935 while the t-value is -2,6216. The RD coefficient value means that the impact of
revenue deferral is negative, and t-value is interpreted similarly as significance. Under 0,05
values of t-value are considered to be significant. Residual standard error reaches 0,5753,

which indicates that the model fit is good.

Hypothesis H2 was evaluated with two different earnings quality measures. First of those,
the DD Model reaches RD coefficient value of 0,6487 and t-value of 1,6721. This can be
interpreted that while RD coefficient value supports the OLS regression model’s result, but
it is not statistically significant according to the Huber M-estimator. Therefore, it lowers the
evidence of revenue deferral impacting accrual quality measured with the DD Model. A
positive coefficient suggests an increase in accrual quality, but a lack of statistical
significance undermines this finding. Residual standard error in DD Model reaches 0,6835,
indicating that the model’s fit is good. The second measurement for accrual quality was the
modified Jones model, which reaches RD coefficient value of -0.8218 while t-value is -
2,1859. The result of OLS regression is then supported by the Huber M-estimator’s result,
increasing the credibility of the result. Residual standard error with the modified Jones model
reaches 0,6335, which indicates that the model has a good fit. It is also lower than measured
with the DD Model, which suggests that results from the modified Jones model have better

credibility.
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Earnings predictability was evaluated with hypothesis H3. The result of the OLS regression
model was that revenue deferral positively impacts earnings predictability, but it is not
statistically significant. Checked with Huber M-estimator robustness check, RD coefficient
value reaches 0,2161 and t-value reaches 0,2549. This supports the result of the OLS
regression model since RD coefficient is positive, but t-value is not found to be statistically
significant. Residual standard error reaches a value of 1,6480, which can be interpreted as a

high value indicating that the model is not a perfect fit.

Lastly, hypothesis H4 was evaluated with earnings persistency. The OLS regression model
suggested that there was no statistically significant impact on earnings persistency caused
by revenue deferral, but it was found to be negative. Checked with Huber M-estimator, the
regression model reaches RD coefficient value of -0,0994 while t-value is -0,2571. This
indicates that revenue deferral’s impact on earnings persistency is negative and statistically

significant, differing from the result of the OLS regression model.

Table 6. Jarque Bera test for OLS regression models

Earnings Quality Measurement X-squared  df p-value

Earnings Smoothness 8.0414 2 0.01794
DD Model 18.215 2 0.0001108
Modified Jones Model 151.8 2 <2.2e-16
Earnings Predictability 149.19 2 <2.2e-16
Earnings Persistency 290.93 2 <2.2e-16

The Jarque Bera test for OLS regression models has been conducted to study the assumption
of observations being normally distributed. The results of the Jarque Bera test are presented
in Table 6. The test suggests that none of the models created by utilizing the OLS regression
model are normally distributed. This can be deducted from the p-value, which remains under

the significance level, indicating observations are not normally distributed.

Table 7. Breusch-Pagan test for OLS regression models

Earnings Quality Measurement BP df p-value

Earnings Smoothness 16.8 6 0.01005
DD Model 10.222 6 0.1156
Modified Jones Model 9.5231 6 0.1462
Earnings Predictability 7.5212 6 0.2753
Earnings Persistency 4.5135 6 0.6075
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To address the robustness of the study, the Breusch-Pagan test has been conducted (Table
7). The results indicate that earnings smoothness falls below the significance level, while
other models remain above the set level. This indicates that earnings smoothness shows a
significant level of heteroscedasticity, whereas all other earnings quality measures show no
evidence of heteroscedasticity. This suggests that for measures other than earnings
smoothness, the results are suggested to be more robust due to homoscedasticity, which

means that there is constant variance.

4.3 Results of analysis

Results of the analysis support that there is a strong relationship between revenue deferral
and earnings quality. The analysis focused on studying whether revenue deferral impacts
earnings quality statistically significantly and has either a positive or a negative impact. In
total, there were four different hypotheses created to investigate the relationship between the
selected parameters. The purpose of having multiple hypotheses was meant to acquire a
complete understanding of revenue deferral’s impact on individual earnings quality

measurements. The hypotheses were based on a literature review.

The first hypothesis H1 was that revenue deferral impacts earnings smoothness positively.
Results show that there is no evidence supporting hypothesis H1. Results show that there is
a statistically significant impact of revenue deferral on earnings smoothness, but it is not
positive. The results contradicted the hypothesis, indicating that there indeed is a statistically
significant relationship between revenue deferral and earnings smoothness, but the impact
itself is negative. This is supported by both the OLS regression model and the Huber M-
estimator, which both indicate that there is a statistically significant negative impact on
earnings smoothness caused by revenue deferral. The checks for distribution of normality
and homoscedasticity were carried out to evaluate whether the result can be trusted. With
the Jarque Bera test, the distribution of normality was tested, and it resulted in residuals not
being normally distributed. On the other hand, a test for homoscedasticity was carried out
with the Breusch-Pagan test, which indicated that there was significant evidence of

heteroscedasticity.

The second hypothesis H2 was that revenue deferral impacts negatively on accrual quality.

In the analysis, it was measured with two separate dependent variables. This was thought to
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give a more comprehensive picture of revenue deferral’s impact on accrual quality, since in
the literature review, there were multiple measurements mentioned for measuring it. The
first of the measurements was the Dechow and Dichev model. Results show that there was
a statistically significant positive impact on accrual quality caused by revenue deferral. This
was then not supported by the Huber M-estimator test, which indicated that there was a
similar positive impact, but it was not statistically significant. Distribution of normality was
checked with the Jarque-Bera test, which indicated that observations were not distributed
normally. Lastly, the Breusch-Pagan test was carried out, which showed that there was

significant evidence of homoscedasticity.

The second measurement for the H2 hypothesis was the modified Jones model. Results show
that, differing from the DD model, there is a statistically significant negative impact on
accrual quality caused by revenue deferral. This was also supported by the Huber M-
estimator test, which indicated similar results with a statistically negative impact. The Jarque
Bera test was then carried out, resulting in that the observations were not normally
distributed. Lastly, the Breusch-Pagan test indicated that there was no significant evidence

of heteroscedasticity.

The third hypothesis H3 was that revenue deferral impacts earnings predictability positively.
Results indicate that there is no statistically significant impact on earnings predictability
caused by revenue deferral. The OLS regression model suggests that the impact is positive
but not significant. When analyzed with the Huber M-estimator test, it was found that,
similarly to the results of the OLS regression model, the impact of revenue deferral on
earnings predictability is positive, but it is not statistically significant. While testing the
distribution of normality by the Jarque Bera test, it shows that the observations are not
normally distributed. In addition, the Breusch-Pagan test was conducted, which indicates

that there is no significant evidence of heteroscedasticity.

The fourth and last hypothesis H4 was that revenue deferral impacts earnings persistency
positively. The results of the OLS regression model show that there is a statistically
significant negative impact on earnings persistency caused by revenue deferral. When
checked with the Huber M-estimator, the results were found to be aligned with results from
the OLS regression model. The test indicates that there is a statistically significant and
negative impact on earnings persistency caused by revenue deferral. The distribution of
normality was checked with the Jarque-Bera test, which indicates that observations are not
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normally distributed. Lastly, the Breusch-Pagan test was conducted, which indicates that

there is significant evidence of homoscedasticity.
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5 Conclusion

The aim of is study was to examine the relationship between revenue deferral and earnings
quality by understanding how revenue deferral impacts earnings quality in an industry-
specific setting. Revenue deferral was linked to earnings quality by earnings management
prior to conducting the study. The motivation arose from an argument which stated that
revenue deferral would most likely decrease earnings quality (Rutledge et al. 2016). This
study consisted of a literature review that focused on revenue deferral through IFRS 15 and

ASC 606, earnings quality, and revenue deferral’s impact on earnings quality.

This study had two research questions, main and sub-research questions, which were thought
to serve the purpose of the study. The main research question was “How does revenue
deferral impact earnings quality?”. The sub-research question was created to provide
support for the main research question, which was “How do earnings quality measurements
vary with level of deferred revenue?”’. To provide an answer to the main research question,

the sub-research question must be addressed first.

There was no definitive answer found to earnings quality measurements varying with the
level of revenue deferral. Mainly, this research question can be answered with a visual
representation of revenue deferral measure compared to each earnings quality measure as
shown in Appendix 1, and with correlation analysis. Visually analyzed, there seems to be
certain patterns for earnings smoothness, accrual quality, and earnings persistency to be
recognized. With earnings smoothness and accrual quality majority of the observations reach
a low value, but there can be seen observations with a higher value of revenue deferral with
a low value of earnings quality measurement. When analyzed with correlation analysis, there
was no evidence of negative or positive correlation between these variables, indicating that
revenue deferral does not have a likely impact that would increase or decrease alongside
earnings smoothness or accrual quality. When analyzing earnings predictability there is no
certain pattern identified with visualization as seen in Figure 7, and no evidence of

correlation between the variables.

To provide an answer to the main research question, “How does revenue deferral impact
earnings quality?” both the literature review and the empirical part must be evaluated.

According to the literature review the evidence suggests that revenue deferral can have some
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positive impact on earnings quality, particularly in terms of earnings smoothness (Soodsook
et al. 2022, Dichev et al. 2013). On the other hand, it also presents significant risks caused
by managerial judgment and therefore potential earnings manipulation leading to a decrease
in earnings quality measured through accrual quality, predictability, and persistency (Azhar
2022, Souza et al. 2022, Chen 2024, Caban 2024).

When evaluating results of the empirical analysis, all four hypotheses must be assessed in
order to form a comprehensive picture of revenue deferral’s impact on earnings quality
alongside with literature review. Hypothesis H1 focused on revenue deferral having a
positive impact on earnings smoothness, but it was found that revenue deferral has a
statistically significant negative impact on earnings quality. Hypothesis H2 was related to
revenue deferral having a negative impact on accrual quality, and the results were mixed
depending on which accrual quality measurement was used. When measured with the DD
model, it suggests that revenue deferral has a statistically significant positive impact on
earnings quality, whereas measured with the modified Jones model, the results are the exact

opposite.

Third hypothesis H3 was on revenue deferral having a positive impact on earnings
predictability, which the results showed that there was no statistically significant impact on
earnings predictability caused by revenue deferral. Finally, the last hypothesis H4, was on
revenue deferral having a positive impact on earnings persistency, which results indicate a
statistically significant negative impact on earnings persistency caused by revenue deferral.
When the empirical results are evaluated altogether, they indicate that revenue deferral has

a statistically significant negative impact on earnings quality.

5.1 Discussion

The results of this study offer insights into the relationship between revenue deferral and
earnings quality within the technology sector. While the literature presents both supporting
and critical perspectives on the impact of IFRS 15 and ASC 606, the empirical findings of
this study largely lean towards supporting the negative effects of revenue deferral's impact

on earnings quality.
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First, the conflicting outcomes across the four hypotheses reinforce the complexity of
earnings quality as a construct. Although the theoretical framework suggested that revenue
deferral might contribute to smoother earnings, which could be interpreted as a sign of
improved quality, the empirical results indicate otherwise. Specifically, the statistically
significant negative relationship found with earnings smoothness contradicts the literature’s
assumption that deferred revenue leads to smoother, and therefore increased earnings quality
(Dechow et al. 2010). Evaluating the real impact of revenue deferral on earnings smoothness,
both perspectives are understandable. With smoothness, deferring revenue to future periods
can create smoother earnings by smoothing the spikes that might be in revenue, but this
depends on whether there are revenue spikes in the first place (Perrotti & Wagenhofer 2014).
With the sample used in this study, the revenue deferral does not have that effect. In addition,
revenue deferral was measured through deferred revenue, which might imply that the amount
of deferred revenue does not align with smoother earnings. This may suggest that, in
practice, revenue deferral introduces artificial smoothness, masking volatility rather than

reflecting genuine business performance.

Similarly, when the revenue deferral impact on accrual quality was evaluated, the results
indicated mixed outcomes depending on the accrual quality measurement used. The positive
relationship found using the DD model might imply that there is improved matching of
revenues and expenses, as some prior studies suggested (Prakash & Sinha 2013). However,
the opposite results under the modified Jones model call into question whether the
improvements in accrual quality are substantive or merely artefacts of the measurement
approach. This divergence underlines the importance of methodological triangulation when
studying earnings quality. The difference between the results may arise from the variables
used in computing the values. The DD model is based on cash flows from operating
activities, whereas the modified Jones model utilizes figures from the income statement and
balance sheet (Dechow & Dichev 2002, Souza et al. 2022). The modified Jones model also
includes property, plant and equipment as a component in computing the estimate based on

the model, in addition to utilizing revenue and receivables (Souza et al. 2022).

When looking at revenue deferral’s impact on earnings predictability, the results indicate
that there is no evidence of a statistically significant impact, which is interesting. Prior
literature argued that revenue deferral would increase earnings predictability, which would

increase the overall earnings quality (Soodsook et al. 2022). The result from the empirical
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analysis is still relevant since excessive earnings smoothness is not a desired quality when it
comes to earnings quality. While it was found out that revenue deferral has a statistically
significant negative impact on earnings smoothness, it makes sense that earnings
predictability does not benefit from the result. In addition, the results from the empirical part
are aligned with some more sceptical views in the literature (Dichev et al. 2013). While some
prior studies claimed that smoother earnings contribute to higher predictability, this study
found no empirical support for such a link, suggesting that revenue deferral does not

meaningfully enhance stakeholders’ ability to forecast future earnings.

Lastly, the statistically significant negative impact identified in revenue deferral on earnings
persistency suggests that there is a decrease in overall earnings quality. This reflects well
concerns from researchers who argue that management’s discretion under IFRS 15 and ASC
606 can lead to opportunistic earnings management (Chen 2024, Souza et al. 2022). A
decrease in persistency implies that earnings become less reliable over time, challenging the

fundamental purpose of financial reporting.

Taken together, these findings increase doubt on the assumption that revenue deferral
inherently leads to better earnings quality. Instead, the results suggest that while deferred
revenue may improve certain surface-level metrics, for example, smoothness or alignment
with expenses, it may simultaneously decrease deeper aspects of earnings quality. The
empirical analysis supports the notion that the discretionary space provided by new revenue
recognition standards may, in certain contexts, be exploited in ways that reduce the

informational value of financial reporting in the technology sector.

5.2 Implications

The findings of this study carry important implications for various stakeholders involved in
the preparation, analysis, and regulation of financial statements, particularly within the
technology sector. By providing evidence on how revenue deferral relates to earnings quality
under IFRS 15 and ASC 606, the results offer practical insights into the broader
consequences of revenue recognition practices and the discretionary space provided to

management under current standards.
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Regulatory authorities and standard-setting bodies such as the International Accounting
Standards Board (IASB) and the Financial Accounting Standards Board (FASB) may find
value in the results of this study when assessing the effectiveness and implementation of
IFRS 15 and ASC 606. The study’s findings support concerns that increased managerial
judgment in revenue recognition may lead to opportunistic reporting behaviour, reducing the
reliability of earnings. As such, the results underline the need for clearer guidance on the
application of performance obligation identification, transaction price estimation, and the

timing of revenue recognition in the technology sector.

Investors and financial analysts rely on high-quality earnings as a foundation for forecasting
firm performance and valuing equity. The results of this study indicate that revenue deferral
is not consistently associated with improved earnings characteristics such as smoothness,
persistence, or predictability. Therefore, users of financial statements should be cautious
when interpreting earnings data from firms reporting high levels of deferred revenue. A more
thorough analysis that considers the underlying recognition policies and earnings quality

metrics is advisable when evaluating investment decisions.

Auditors and financial reporting professionals are directly involved in ensuring the faithful
representation of accounting figures, especially under principles-based standards like IFRS
15 or ASC 606. The study highlights the potential for judgment-based discretion in revenue
recognition to obscure true economic performance. Auditors should consider not only
regulatory compliance but also the qualitative implications of revenue deferral on earnings
quality. Applying multiple models for accrual quality and assessing consistency in revenue
recognition practices can enhance the assurance provided by the audit process among firms

operating in the technology industry.

Corporate management and boards of directors, especially within technology firms, should
view the findings as a prompt to critically assess their revenue recognition policies. While
revenue deferral may serve as a tool for earnings management or aligning revenues with
service delivery, the results indicate that it can negatively affect deeper indicators of earnings
quality, such as persistence and predictability. Boards are encouraged to ensure transparency
and consistency in how revenue deferral is applied, and to monitor the long-term

implications such practices may have on investor trust and financial statement reliability.
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Based on the findings of this study, several actionable recommendations can be made for
firms and stakeholders aiming to enhance the transparency and quality of financial reporting.
First, companies should improve their disclosure practices by providing more detailed
explanations of their revenue recognition policies, particularly how performance obligations
are identified, how transaction prices are determined, and the rationale behind the timing of
revenue recognition. Clearer disclosures would support greater transparency and allow

stakeholders to better assess the reliability of reported earnings.

Both internal decision-makers and external analysts should adopt a multi-metric approach
when evaluating earnings quality. Relying solely on a single model, such as the modified
Jones model or DD model, may lead to incomplete or even misleading conclusions.
Employing a combination of models can mitigate methodological biases and provide a more
robust understanding of earnings quality. Management could critically assess and, where
necessary, formalize internal judgment processes related to revenue recognition. By
implementing structured and well-documented decision-making protocols, firms can reduce

the risk of inconsistent or opportunistic application of IFRS 15 and ASC 606.

Finally, companies are advised to prioritize sustainable and informative financial reporting
over artificial earnings smoothness. While revenue deferral may reduce short-term volatility,
excessive smoothing can obscure the firm’s true financial performance and ultimately
decrease stakeholder confidence. In summary, the implications of this research extend
beyond academic interest, serving as a foundation for more informed policymaking,
investment analysis, audit procedures, and corporate governance in the evolving landscape

of revenue recognition and financial reporting quality.

5.3 Reliability and validity

This section discusses the reliability and validity of the empirical analysis conducted in this
thesis. Reliability refers to the extent to which results are consistent over time and accurately
represent the population under study, with a reliable research instrument producing
reproducible results under similar methodologies. Ultimately, ensuring high consistency and
accuracy of tests and scores is the researcher's responsibility. Validity in quantitative
research determines whether the research truly measures what it was intended to measure or

how truthful the research results are. Rooted in a positivist tradition, quantitative validity is
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often understood as "construct validity", where the initial concept or hypothesis guides data
gathering. Quantitative researchers actively engage with the interplay between the construct
and data to validate their investigations, often through tests or other processes, with a focus

on ensuring the measuring instrument measures the intended construct. (Golafshani 2003)

The empirical analysis utilized quantitative research methods using OLS regression as the
primary tool to test the hypotheses regarding the relationship between revenue deferral and
various earnings quality measurements. To increase the reliability of the findings, additional
statistical techniques were implemented, including the Huber M-estimator to mitigate the
influence of outliers and robust standard errors to account for heteroskedasticity. The use of
these robust regression methods helps to ensure that the statistical inferences drawn are not
overly sensitive to extreme observations or distributional assumptions, thus increasing the

overall reliability of the results.

Additionally, diagnostic tests such as the Jarque-Bera test for normality of residuals and the
Breusch-Pagan test for heteroskedasticity were applied. These tests further reinforce the
robustness of the analysis by verifying key regression assumptions. In cases where
assumptions were not met, methodological adjustments such as using robust estimators were
taken. This thoughtful use of statistical techniques contributes to the consistency and

technical soundness of the empirical component.

However, the reliability is somewhat limited by the sample size and scope, which focuses
solely on S&P 500-listed technology firms. While this industry-specific focus supports the
relevance of the study, it may reduce the generalizability of results to other regions. The
majority of the firms analyzed were firms that operate globally but are operating from the
US. Only a few firms in the sample had been based outside of the US, which decreases the

reliability across other regions.

From a validity perspective, this study sought to measure how revenue deferral impacts
earnings quality by using established metrics from the literature. Revenue deferral was
operationalized using the deferred revenue item from firms' balance sheets, while earnings
quality was measured through four commonly accepted earnings quality measurements:
earnings smoothness, accrual quality, earnings predictability, and earnings persistence.

These variables have been validated and widely used in prior accounting research (Dechow
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& Dichev 2002; Dichev et al. 2013, Azhar 2022, Souza et al. 2022), supporting the construct
validity of the study.

Nonetheless, challenges in internal validity arise from the complexity of earnings quality
itself. It is inherently multidimensional and affected by firm-specific, macroeconomic, and
managerial behavior factors that are not fully captured in a single model. The differing
results between the DD model and the modified Jones model in testing accrual quality, for
instance, highlight how sensitive the analysis is to the chosen method. While both are
accepted proxies, they measure slightly different aspects of accruals and therefore may yield

contrasting conclusions, which translates to a more difficult evaluation.

Furthermore, the absence of statistically significant findings in earnings predictability raises
the question of whether the revenue deferral variable fully captures the managerial discretion
or timing effects theorized in the literature. Since deferred revenue is reported as a lump-
sum figure, it may obscure nuances in how revenue is spread across performance obligations,

potentially weakening the measurement validity.

Compared to the literature, the empirical results provide only partial confirmation of prior
findings. The literature suggests both positive and negative implications of revenue deferral
on earnings quality, often depending on context, industry, and interpretation of IFRS 15 and
ASC 606 (Soodsook et al. 2022; Azhar 2022; Chen 2024, Souza et al. 2022). While literature
supported improvements in earnings smoothness and predictability, the empirical analysis
in this study found no such evidence and even indicated a statistically significant negative
effect on earnings persistency in the technology sector. Overall, it is important to notice that
prior research has not focused specifically on any certain industry, which might result in
variation among results between the literature review and empirical analysis. Research
conducted by Souza et al. (2022) suggested that the IFRS 15 had not resulted in
improvements on earnings quality in technology firms. The results from the study are aligned
with the empirical analysis, increasing the validity, but it is important to note that there is

only one study indicating similar results.

This discrepancy may stem from the specific characteristics of the technology sector or from
differences in how revenue deferral is implemented across firms. It also highlights a key

limitation in external validity: while the results are relevant within the sample, their
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applicability to broader or more diverse firm populations remains uncertain. To address this

issue, more detailed data is required to evaluate this issue furthermore.

In summary, the reliability of this study is enhanced through the careful use of robust
statistical methods and diagnostic testing. However, its validity faces certain constraints due
to the abstract nature of earnings quality and limitations of measurement proxies. Despite
these limitations, the study provides a consistent and methodologically sound contribution
to understanding the relationship between revenue deferral and earnings quality in
technology firms.

5.4 Limitations and future research

While this study provides meaningful insights into the relationship between revenue deferral
and earnings quality in technology firms, several limitations must be acknowledged that may
affect the interpretation and generalizability of the findings. The sample size used in the
empirical analysis is relatively small, which may limit the statistical power of the regression
models and reduce the ability to detect more subtle relationships between the variables.
Although the sample consisted of firms from the S&P 500 Information Technology sector
which is a relevant for scope of the study, the small number of observations in sample size
may not fully capture the diversity of practices within the broader industry. Particularly, this

may limit the applicability of the results to SMESs operating in the technology sector.

The study focused exclusively on US-listed firms, which limits the geographical scope of
the research. Since accounting standards such as IFRS 15 and ASC 606 are applied
differently across jurisdictions, and the discretion allowed under these standards may be
interpreted differently depending on national regulations or corporate culture, the findings
may not be applicable to firms operating in other regions or under different institutional

environments.

The data used in this study were limited to publicly available, financial statement-level data.
While such data is sufficient for identifying patterns and correlations, it does not provide
insights into how managerial judgment is applied in practice. Especially in the interpretation

and implementation of the five-step revenue recognition model. As a result, the analysis
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cannot fully address how subjective decisions made by firm management influence revenue

deferral and, ultimately earnings quality.

Given these limitations, several avenues for future research emerge that could build on and
extend the findings of this thesis. A promising direction would be to investigate which
specific areas of managerial judgment within the five-step model have the most significant
influence on earnings quality. This would require access to firm-specific and non-public data

as well as a qualitative approach to complement the quantitative methods used in this study.

Future research could benefit greatly from conducting case studies or interviews with
company insiders, including accountants, auditors, and financial controllers who are directly
involved in the revenue recognition process. Understanding how decisions are made in
practice would offer valuable insights into how the flexibility allowed by IFRS 15 and ASC
606 is utilized or potentially abused. Similarly, incorporating management perspectives
could help to explore motivations behind revenue deferral decisions and how firms perceive

the trade-off between regulatory compliance and financial reporting objectives.

Moreover, future studies could also expand the scope by including firms from multiple
regions and industries, enabling a broader comparison of how revenue deferral impacts
earnings quality across different regulatory and market environments. This would enhance
the external validity and provide more comprehensive evidence on the subject. Lastly,
further exploration could involve combining financial statement data with alternative data
sources such as earnings calls, disclosures on revenue recognition policies, or audit reports
to triangulate findings and deepen understanding of the practical implementation of revenue

deferral under current accounting standards.
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Appendices

Appendix 1. Distribution of revenue deferral observations across each earnings quality
measurement.
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