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ABSTRACT

This dissertation is composed of three distinct empinieaearch essays investigating the
TXDOLW\ RI WKH HDUQLQJVY DQQRXQFHPHQW 7KHUH LV D
management to proxy earnings quality; we extend the literature to explore the different
dimensions of the effects of earnings ngeraent. It is a common belief that the financial

analysts are one of the most important users of financial reports prepared by firms. We
LQYHVWLIJDWH KRZ HDUQLQJV TXDOLW\ RU ILUPVY GLVFUHW
affect the financial analyy/ VY IRUHFDVWLQJ DELOLW\ WR SUHGLFW ILU|

reactions.

2XU ILUVW HPSLULFDO VWXG\ SRVLWV WKDW HDUQLQJV
LQIRUPDWLRQ DV\PPHWU\ GHVSLWH ILUPVY GHFLVLRQV W
eanings. The firms use discretionary powers to manage the earnings, which increases the
information asymmetry among the financial analysts. The financial analysts acquire private
predisclosure information with differential precision to make forecasts. Wevéethat

earnings announcement provides enough informational value to the market participants to
restate their forecasts to achieve consensus. Using the extensive sample with period 8f 2006

from US market NofAccounting and Auditing Enforcement ReleagNoRAAER) firms, our

results suggest that the magnitude of earnings management has higher positive and significant
UHODWLRQVKLS ZLWK SUHGLVFORVXUH IRUHFDVWYVY GLVSFH

dispersion. This means that the earningsancement reduces the information asymmetry.

,Q WKH VHFRQG HPSLULFDO UHVHDUFK DQDO\VLV ZH H[DI

LOQFOXGLQJ WKHLU SRVWGLVFORVXUH EURNHUVY DFWXDO H

Xi



managed or unmanagedrnings. According to numerous reports, accurate predictions reward
financial analysts in order to preserve their credibility, while others claim that financial analysts
predict unmanaged earnings. In the literature, accurate forecasts are descrilwsg disath
accurately predict reported earnings in order to minimize earnings surprises. Using the
extensive sample with period of 20@8 from US market Nowccounting and Auditing
Enforcement Releases (N@MRER) firms, our findings indicate that the anal/gredict

reported earnings (managed earnings) in order to be more reliable and accurate and avoid
XQH[SHFWHG HDUQLQJV 7KH ILQGLQJY DOVR VKRZ WKDW E
managed earnings, and managed earnings forecast errors abeitdstcloser to zero than

forecast errors from unmanaged earnings.

Our third empirical research investigates the effects of earnings management and the earnings
VXUSULVHVY RQ WKH ILUPVY VWRFN UHWXUQVY DGMX¥WHG ZL
management's discretionary decision to manipulate earnings in order to meet financial goals.
(DUQLQJV VXUSULVH LV WKH GLVSDULW\ EHWZHHQ D ILUP
HVWLPDWHY ZKLFK KDV DQ HIIHFW RQ W KaHerirath Pivtfie VW R F N
announcement and in the long run. In this paper, we claim that, depending on the success of the
firms, earnings announcements have an effect on their stock prices. Capital markets respond to
the bottom line of financial statements, andnB manipulate their earnings to achieve a
constructive and favorable response. Earnings surprise has a similar effect on market share.
Positive earnings surprises, or good news, lead to higher market returns, whereas negative
earnings surprises, or pooews, lead to lower market returns. The magnitude of earnings
management has a favorable and important relationship with the radjlsted return of

firms, according to our findings by using the extensive sample with period ofIZBMém US

market NorAccounting and Auditing Enforcement Releases A&ER) firms. Similarly,
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good news reveals a positive relationship, while bad news reveals a major negative relationship.

As a result, the earnings report has a huge impact on the radjisted returns ofrims.

Overall, this thesis deals with three research analyses on the nexus between earnings
PDQDJHPHQW DQG ILQDQFLDO DQDO\WWWYV 2XU VWXGLHV GL
predict earnings accurately comes down to the unavailability ofréfuésp information, which

prompts firms to use this opportunity to manage their earnings in order to achieve financial
targets and minimize the earnings shocks or bad news. In turn, this leads market participants,

including potential investors, to make ithi@vesting decisions.

Keywords: Earnings Announcement, Earnings Management, Information Asymmetry, Wall

Street Estimates, Earnings Surprise, Mavejusted Returns
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RESUME

Cette thése comprend trois essais de recherche empirique qui exdanquelité de lI'annonce

des bénéfices. Il existe une littérature existante, qui utilise la gestion des bénéfices pour évaluer
la qualité des bénéfices ; nous étendons cette littérature pour explorer les différentes dimensions
des effets de la gestion dednigfices. Il est communément admis que les analystes financiers
sont 'un des plus importants utilisateurs des rapports financiers préparés par les entreprises.
Nous étudions comment la qualité des bénéfices ou les choix discrétionnaires des entreprises
en matiere de gestion des bénéfices peuvent affecter la capacité des analystes financiers a

prévoir les bénéfices des entreprises et les réactions des marchés financiers.

Notre premiere étude empirique postule que l'annonce des bénéfices réduit I'asymétrie
d'information, malgré les décisions des entreprises d'utiliser des choix discrétionnaires pour
gérer les bénéfices. Les entreprises utilisent des pouvoirs discrétionnaires pour gérer les
bénéfices, ce qui augmente l'asymétrie d'information entre les asalfisanciers. Les
analystes financiers acquierent des informations privéediyufgation avec une précision
différentielle pour faire des prévisions. Nous pensons que l'annonce des bénéfices fournit
suffisamment de valeur informationnelle aux partictpastu marché pour qu'ils reformulent

leurs prévisions afin d'atteindre le consensus. En utilisant I'échantillon étendu sur la période de
2006 a 2018 des entreprises #AARER (Non-Accounting and Auditing Enforcement Releases)

du marché américain, nos réstdt suggerent que I'ampleur de la gestion des bénéfices a une
relation positive et significative plus élevée avec la dispersion des prévisions avant la
divulgation qu'avec la dispersion des prévisions apres la divulgation. Cela signifie que I'annonce

des Esultats réduit I'asymétrie d'information.
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Dans la deuxieme analyse de recherche empirique, nous examinons les prévisions des analystes
financiers, y compris les estimations réelles de leurs courtiers apres la divulgation, afin de
déterminer leurs intentis de prévoir des bénéfices gérés ou non gérés. Selon de nombreux
rapports, les prévisions exactes récompensent les analystes financiers afin de préserver leur
crédibilité, tandis que d'autres affirment que les analystes financiers prédisent des b&méfices
gérés. Dans la littérature, les prévisions exactes sont décrites comme celles qui prédisent avec
précision les bénéfices déclarés afin de minimiser les surprises liées aux bénéfices. En utilisant
I'échantillon étendu avec la période de 2006 a 201&wukesprises du marché américain non
FRQFHUQpHYV SDU GHVY PHVXUHY GLVFLSOLQDLUAAERHQ PDWL:
nos résultats indiquent que les analystes prédisent les bénéfices déclarés (bénéfices gérés) afin
d'étre plus fiables et préa@s d'éviter les bénéfices inattendus. Les résultats montrent également
que les estimations réelles des courtiers représentent étroitement les bénéfices gérés, et que les
erreurs de prévision des bénéfices gérés sont distribuées plus prés de zéro rgeersedee

prévision des bénéfices non gérés.

Notre troisieme recherche empirique étudie les effets de la gestion des bénéfices et des
bénéfices inattendus sur les rendements boursiers des entreprises, ajustés aux rendements du
marché. La gestion des béméf est la décision discrétionnaire de la direction de manipuler les
bénéfices afin d'atteindre des objectifs financiers. La surprise des bénéfices est la disparité entre
les bénéfices annoncés par une entreprise et les estimations de Wall Street effigit sunles

prix des actions des entreprises immédiatement aprés I'annonce et a long terme. Dans ce
document, nous affirmons que, selon le succes des entreprises, les annonces de bénéfices ont
un effet sur leurs cours boursiers. Les marchés finan@agssent aux résultats des états
financiers et les entreprises manipulent leurs bénéfices pour obtenir une réponse constructive
et favorable. La surprise des bénéfices a un effet similaire sur la part de marché. Les surprises

positives en matiére de béin&fs, ou bonnes nouvelles, entrainent une hausse des rendements
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du marché, tandis que les surprises négatives en matiere de bénéfices, ou mauvaises nouvelles,
entrainent une baisse des rendements du marché. L'ampleur de la gestion des bénéfices a une
relaion favorable et importante avec le rendement ajusté au marché des entreprises, selon nos
résultats en utilisant I'échantillon étendu avec la période de 2006 a 2018 des entreprises du
marché américain non concernées par des mesures disciplinaires ea deati@mptabilité ou

G 1D X G EFARER).®®méme, les bonnes nouvelles révélent une relation positive, tandis que
OHV PDXYDLVHV QRXYHOOHY UpYgOHQW XQH UHODWLRQ Qp

sur les bénéfices a un impact considérableesurdndements ajustés au marché des entreprises.

Dans I'ensemble, cette thése traite de trois analyses de recherche sur le lien entre la gestion des
bénéfices et les analystes financiers. Nos études discutent de lincapacité des analystes
financiers a préde les bénéfices avec précision en raison de l'indisponibilité d'informations
précises, ce qui incite les entreprises a utiliser cette opportunité pour gérer leurs bénéfices afin
d'atteindre leurs obijectifs financiers et de minimiser les chocs ou lesisesivnouvelles. En

retour, cela conduit les participants au marché, y compris les investisseurs potentiels, a prendre

leurs décisions d'investissement.

Mots-clés : Annonce des bénéfices, gestion des bénéfices, asymétrie de l'information,

estimations de \All Street, surprise des bénéfices, rendements ajustés au marché.
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General Introduction

GENERAL INTRODUCTION

SURWHFWLQJ FDSLWDO PDUNHWVY LOWHUHVWY HVSHFLDO(

firms and the governments alike. Investors are one of the fund generating sources fmmdirms
essential part of the overall economy and its growth. A country prospers when its economy is
growing steadily. For that purpose, countries apply strict regulatory policies to ensure that the
firms follow these measures for smooth operations and fitrive $0 perform better for their

own existence in the economy, its stability and prospe@itfman and Zeghal (2006)scuss

the different socigeconomic environments where an accounting system and governmental
policies in one country can be different and demanding from another and with varying interests
thereof. Levitt Jr (1998)stresses on the cagi market reactions based on the economic
performance of the firms. He explains that the firms are wary about the deuiaiong of
potential investors in the market and its resulting effects on their market share capital. As a

result, there is often pssure on firms to perform better or demonstrate better and greater results

LQ RUGHU WR VDWLVI\ QRW RQO\ DOO VKDUHKROGHUV EXW

capital markets).

Vast literature provides the empirical evidences for the signifidatd IIHFWYV RI ILUPVY RS

SHUIRUPDQFHVY DQG WKH TXDOLW\ RI WKH ILQDQFLDO
performancegAbarbanell and Lehavy, 2003; Burgstahler and Eames, 2003, 2006; Keung et
al., 2010) While, it has also been observed that the capital markets suffer due to the major
corporate scandaldgrawal and Chadha (200pjovide evidence that the corporate govereanc

mechanism influences the financial reporting decist@king of the firms. They find that the

independent boards can largely reduce the earning restatements. Good governance oversight

leads to the better financial reporting and poor governance oversghtead to corporate

Ul
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frauds and scandals Prior studies also document the relationship between corporate
JRYHUQDQFH DQG WKH ILQ D@yatdDl@) abd\Edtkapy2gosYT hey fikdu P D W L R
that better quality of corporate governance improves the quality of information provided by the
financial reporting to the financial analysts. Whmrmier and Magnan (2014hd that better
JRYHUQDQFH OHDGY WR WKH ORZHU GLVSHUVLRQ LQ WKH IL
GHDOV ZLWK WKH VWXG\ RI WKH TXDOUWWPR N LQD@ALLD® DL
and its impacts on their performances in capital market. This thesis mainly focuses on the
determinants of the earnings management as the proxy for earnings quality reported in financial
statements. Our research contributes taltfierent aspects of the literature, first we introduce

the postdisclosure information asymmetry to the financial analysts and their predictability i.e.
earnings surprises literature, and secondly, we study thedigotisure forecast errors in a
compaative study with the prdisclosure forecast errors. Our research also contributes to the
earnings management literature with the study of earnings quality i.e. earnings management
DQG LWV HIITHFWV RQ WKH VWDNHKR O G Hé&eiinmdking. MWL D OO\ F
further contribute to the financial market reactions literature by empirically analyzing the
HITHFWV RI WKH TXDOLW\ RI ILQDQFLDO DQDO\VWVY SUHGL

forecast shocks (bad news) on the economifopeances of the firms.

This introductory chapter discusses the financial reporting, the various users of financial reports
and its importance to bring the focus to the research questions of this thesis. This chapter further
talks about the quality of thedinancial reports and existence of earnings management. We
also discuss the growing needs of users for the additional informative statements and reports to

make economic decisions. Finally, we review the existing relevant literature on the nexus

1 (Beasley, 1996¢onductsthe empirical analysis between the fraud anefrand firms to test the ingxts of
ERDUGVY LQGHSHQGHQFH RQ WKH ILQDQFLDO VWDWHPHQW IUDXGV

2
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betweenHDUQLQJV PDQDJHPHQW DQG ILQDQFLDO DQDO\WWVT

guestions of this dissertation.

1 Evolution and Importance of Financial Reporting and Earnings Management
1.1 Historical background of Financial Reporting

Patton and Hutchison (2018lay the early history of the modern financial rep@tifihey

claim that, in United States, the traces of modern day financial reporting go back to late 1800s.
Arnold Toynbee first coins the term industrial revolution iff €@ntury to describe the change

in manufacturing processes, from an agrarian and itvafid to machine and industrial
manufacturing The industrial revolution begins in theM&ntury, which continues well into

the 19" century, and it is responsible for the transformation of predominantly agricultural
societies in Europe and Americatanindustrialized and urban societi€sleveland (1909)
explains how largscaled growths in technology and socioeconomic astuduring the
industrial revolution necessitates the financial accountability. This financial accountability,

after the industrial revolution, evolves into what it is financial reporting in the modern times.

Since information is such an important comporwétinancial reporting, regulators or standard
setting bodies such as the Financial Accounting Standards Board (FASB) and the International
Accounting Standards Board (IASB) require firms to provide the disclosures required to
provide valuable informatioto financial information consumers, such as market participants

or governments and other stakeholders. IASB is established to replace the International
Accounting Standards Committee (IASC) in 2001, while FASB is established in 1973 along

with IASC to pravide the financial accounting and reporting standards for profit antbrot

2 Arnold Toynbee 23 August 1852+9 March 1883 was a British Economic Historigiviontague, 1889)
3
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profit organizations including public and private firms. FASB and IASB provide accounting

and reporting standards or accounting languages, i.e. Generally Accepted Accounting
Prinaples (GAAP) and International Financial Reporting Standards (IFRS) respectively, to
WUDQVFULEH WKH ILUPVY RSHUDWLRQV LQWR PRUH SUHVHC
report the performance of their operations for a specified period (ggreeratally) in the form

RI DQQXDO UHSRUWYVY O5HVSHFWLYH FRXQWU\YVY ODZV DQG |
structure to issue annual reports. These annual reports may include the financial statements,
disclosures, footnotes, regulatory filingadaeother management discussion and analysis along
ZLWK PDQDJHPHQW IRUHFDVWY SUHVV UHOHDVHV FRUSRL

presentationgHealy and Palepu, 2001)

1.2 Importance and Quality of Financial Reporting

The general purpose of preparing financial reporting documents is to inform the shareholders
and stakeholders about the performances®fitms, i.e. the financial health or the potential

of the firms. This explains three different parties to the corporate governance i.e. firms
(management of the firms), its shareholders (owners) and its stakeholders (for example,
governments, employegstential investors etc.). Berle and Meaimneer a theory explaining

how owners are separate from the management of the®fiviitsle Jensen and Meckling
(1976)extend this theory and introduce agency theory in which they say that the management
of the firm is the agenta performs the management duties on behalf of the owners (principal).
Furthermore, Freeman (1984) explains the third party i.e. stakeholders in connection with the

firms and its operations and proposes stakeholder thedeyemphasizes on the relatiorshi

3Berle and Means (19919 the 10 HGLWLRQ BDREBMUDK&ERUSRUDWLRQ DQG 3ULYDWH 3U
Weidenbaum and Jensen.
4 Stakeholder Theory: A Libertarian DefenseFrgeman and Phillips (20Q2)

4
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EHWZHHQ ILUPV DQG LWV VWDNHKROGHUYVY ZKR KDYH D VW
including employees, customers, suppliers, potential investors, governments, communities etc.
He argues in the theory that firms should not only create valuedoglsbiders but also for all

stakeholders.

The shareholders and stakeholders, in other words users of financial information, usually
evaluate the financial conditions of the firms through their financial statements in the annual
reports to make the econondecisions. By regulation, each firm must issue annual reports in
accordance with GAAP and IFRBegardless of the general purpose of annual reports, which

is to provide financial informational value to all the users, not all users of financial information
are equally able to interpret and derive the conclusions and make better decisions in the capital
markets. Concurrently, it is also assumed that the annual reporting provides a mere
approximation of the economic conditions of the firms because accowsystgm provides
various alternative accounting principles to report economic events and estimate financial
transactions. Hence, some of the users, i.e. potential investors, rely heavily on those users with
financial acumen, i.e. financial analysts, to pdevthe financial analysis of the performance of

the firms. They rely on expert opinions and financial information by the financial analysts,
which are often accessible through the media and intérhistanalysis by the expert analysts

also includesthd LQDQFLDO IRUHFDVWYV RI WKH ILUPVY HDUQLQJV
independently, they are reliable and they provide reasonably dependable infotmitien
dependence on expert financial analysts from potential investors can also be exbsuitiat
corporate scandals in recent tifiddowever, these corporate and accounting scandals brought

the changes in the multiple provisions in the laws and enactment of the bill Sathdeg#\ct

5 Lin and McNichols (1998)examine the effect of affiliation of financial analysts on their forecasting and
recommendations.

5 Major corporate and accounting scandals oecliin the period of 20602 when big firms like Enron,
WorldCom (including others) were involved in major financial frauds along with one of the big audit firm Arthur
Andersen, which was dissolved after criminal investigations.

5
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of 2002 (hereafter SOX). After this major financial cridimited States federal law enacted
SOX, with the sole purpose of protecting the investors by putting higher responsibilities on the
management of the firms to provide high quality annual reports or else face severe penalties for

fraudulent activities.

Singhvi and Desai (197oint out that the quality of the annual reports has important effect

on decisioamaking; howeverKirkpatrick (2009)concludes that these standards have been
insufficient. For exampleCatanach Jr and Rhoad@atanach (2003tudy the case of Enron

and conclude thamcorrect anual financial statements led investors to consider that the firm is
performing well It does not necessarily mean that the financial standards were lacking the true

and fair view but the basic question is that the financial statements may not be sti@wving
ILUPVY SHUIRUPDQFH DQG ILQDQFLDO KHDOWK DFFXUD\
some disclosures showing its impact on current position and performance of the firms. Thus by
introducing SOX, US federal law and standagatting bodies haveup greater responsibilities

on the strategic management to oversight financial reporting and also allow external auditors

independence to review the accuracy of these financial annual reports.

1.3 Earnings Management or Accounts Manipulation

Schipper (1989%oinsthetermtHDUQLQJV PDQDJHPHQW WR H[SODLQ WKH |
in order to manipulate the earningStolowy and Breton (2004)ise the term accounts
PDQLSXODWLRQ WR GHVFULEH WKLV SKHQRPHQRQ RI PDQD
DOWHU WKH ILQDQFLDO UHSRUWLQJ WR SURMHFW UHVXOWYV
have been practicing earnings management or accounts maniptdagorery long time, they

discuss multiple techniques including earnings management, big bathing and window dressing

among others. For the purpose of our thesis, all following techniques fall under the broader
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heading of earnings management. Figure Yides the graphical representation of the earnings

management framework.

1.3.1Earnings Management

Healy and Wahlen (199®efine earnings management as the use of jedtgthpower by the

ILUPVY PDQDJHUV WR DOWHU ILQDQFLDO UHSRUWYVY IRU WZR
economic performances of the firms, secondly to affect contractual outcomes, which are
dependent on these economic resullechow and Skinner (200@rther explain earnings
PDQDIJHPHQW EDVHG RQ WKH ILUPVY PRWLYDWLRQ WR PD
between the fraud arehrnings management. They define fraud as an activity of manipulating

the financial reports with clear demonstration of the intent to deceive the users of financial

reports (i.e. stakeholders and shareholders).

1.3.2Big Bath Accounting

The objective of the bibath is to reduce the earnings significantly or overstate the restructuring
chargeqLevitt Jr, 1998) Moore (1973)discusses this income reducing technique and defines

LW DV WKH PDQDJHPHQWVY X¥Yhekirkg lpdervrF afdéind. rrdueelhe GHF LV
earnings in the finamal reports. He studies this phenomenon with the sample of firms with

management changes and firms with no management change.

1.3.3Income Smoothing

Income smoothing is the accounting technique that firms use to level out the fluctuations in net
earnings from oe period to the next perio@his accounting technique is not illegal if the firms

follow the processes, which are under generally accepted accounting principles (GAAP) or international

7



General Introduction

financial reporting standards (IFR$irms use this technique becaukey know the investors
invest in the stock/shares with low volatility or those, which are stable and predictable.
Literature also considers that this technique is opportunistic but not as harmful, and provides
more information and predictability (s&tolowy and Breton (20049nd further references

therein).

1.3.4Window Dressing

Window dressing is an accounting technique where firms use the specsatisaleunts to

enhance the sales to improve financial statements for that period. The purpose of this technique
LV WR SURYLGH WKH EHWWHU SLFWXUH RI WKH ILUPVY DFFF
any accounting standards and investors teedautiously, be paying attention while making

economic decisions.

1.3.5Creative Accounting

Similarly as in window dressing, the purpose of creative accounting is to improve financial
reporting and increase/decrease the earnings in order to achieve #mgiiditargets. The firms
use this technique to take advantage of the loopholes in the accounting standards (GAAP or

IFRS) to reform their financial reporting.

1.4 Modalities of Earnings Management

While differentiating between earnings management and fiaedhow and Skinner (2000)

discuss the use of provisions or reserves and real cash flow choices within accounting standards
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to manage earningsnd the accounting choices which are not in compliance with these
accounting standards concoct the fraddnes (1991fpescribes a model based on accrual
accounting system, which uses the accounting provisions and the reserves, in other words
accrualearnings management (AEM) is polibgsed. There have been multiple modifications

to the accrual model given Bpnes (1991)which was itself based on the discretionary accrual
model byHealy (1985) Most notable modifications come fromechow et al. (1995and

Kothari et al. (2005)While the earnings management that uses the real cash flow choices is
transactiorbased, also known as the real earnings management (Reybhowdhury, 2006)

Figure 1 gives modified framework of accounts manipulation fédotowy arm Breton (2004)

1.5 Motivation for Earnings Management

Stolowy and Breton (2004ndShen and Chih (20053uggest that there are several possible
explanations for the nature of earnings managendémen discussing financial statements and
disclosures on whit investors may base their decisions, one needs to consider few factors
including firm accounting practices, mandated or proposed legislations by staettard or
regulatory bodies and whether investors consider fundamental values when making decisions.
Lobo and Zhou (200-onclude that there is strong inverse relationship between the disclosures
and earnings management. They explain that the firms, wihachluce fewer disclosures have

high tendency of earnings management and-v@sa.Houge and Islam (201¥8xplain the

need for stakadiders to understand the potential existence of earnings management and apply

due diligence and multiple approaches in making economic decisions.
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Figure 1: Accounts Manipulation or Earnings Management Framework

ACCOUNTS MANIPULATION OR
EARNINGS MANAGEMENT

Practices outside Laws anc

Practices within Laws and
Standards Standards
v
v v v v v Il
Earnings Big Bath Income Window . :
Management Accounting Smoothing Dressing Creative Accounting Fraud
£ ) $
A 4
Earnings / \
Management Examples:
X Enron
X WorldCom
X Arthur Andersen
Accruals Eanings Real Earnings Management LLP
Management (AEM) (REM) k /
A 4 A4
x Jones (1991)
Roychowdhury (2006)

x Dechow, Sloan, and Sweeney (1995)

x Kothari, Leone, and Wasley (2005)

Figure 1: Accounts Manipulation or Earnings Management Framework
Source: Adapted from Stolowy and Breton (2004)
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Managers make the economic decisianshie firms and they are the most important players

who are running the business and making strategic plans for the firms. As we have already
explained that, the owners are separate entity and the management runs the business for them
to maximize theweak R1 WKH ILUP DQG LWV RZQHUV 7KH PDQDJHPH
and economic decisions; for example, which business market to enter, how to beat the
competition to have advantages over the competitors, budgeting, partnerships and other
strategi@l decisions, which are high stake decisions affecting all parties involved in the
business including shareholders and other stakeholders. These are motivations for the
management to decide, which information they are willing to disclose to the useranidi

reports. Management considers few factors before making the decisions. According to
economic and agency theories, management is the agent of shareholders and they have to
maximize the utility not only for their own interest but also in the begrast of their
shareholders. Most often, this leads to the management using their discretionary powers to
manage the financial reports to disclose the information, which is in the best interest of
themselves and for the owners. However, issue of conflictterest often takes the critical

turn and convinces the management to make certain decisions using the discretionary power for

their own benefit.

Management often uses accruals (pebeged) or real cash flow (transactiossed) approach,
depending otthe situation and the motives, to manage the earnings by using their discretionary
powers.Healy and Wahlen (19995tolowy and Breton (20049nd Shen and Chih (2005)
discuss multiple reasons or purposes, which lead management to make these decisions of

managing the earnings including:

1. Hiding leverage;
2. llliquidity problems;

3. Avoiding any violation of the rules;

11
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4. (QFRXUDJLQJ LQYHVWRUV WR LQFUHDVH ILUPYV PDUNRH)

5. Wedth transfers, among others.

What makes the financial statements useful? The shareholders and stakeholders need financial
information through financial statements with other disclosures and reports to make their
financial, economic or investing decisiofffiese reports might include the information from

financial analysts in the capital markelisvestors in the capital market usually evaluate the
financial conditions of the firms through their financial statements and financial disclosures.
These includetatements, reports and other regulatory filings, which often have many details

such as management discussions and analysis in addition to the financial stgt¢esyntnd

Palepu, 2001)Healy and Palepu (2Q) also explain that other forms of financial disclosures
LQFOXGH ILUPVY ZHEVLWHV FRQWDLQLQJ PDQ\ FRUSRUDWI
sometimes show the internal forecasts and analysis. Since, financial statements are indeed the
general apmximation of the economic and financial positions of the firms because of their
choices of earnings management and accounting systems. Therefore, it is imperative for
LQYHVWRUV WR UHTXLUH RWKHU ILQDQFLDO LQIRUPDWLR

predictions, discussions and other disclosures in addition to the financial statements.

2 Financial Analysts Forecasts, Information Asymmetry, Forecast Errorsand Market

Returns

Levitt Jr (1998)discusses the intentions of the firms, during his speech, that firms manage
earning to match the Wall Street Journal Estimates or forecasadurther explains the reason

EHKLQG ILUPVY VXFK GLVFUHWLRQDU\ FKRLFHVY WR PDQDJH

”In September 1998, ArthilLevitt, the therChairman of the Securities and Exchange Commission, gave a speech
about Earnings Management at New York University School of Law and Business, explaining the relevance of
Wall Street Forecasts and their effect on the market value of &nd their decisions.

12
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achieve these targets suffers in the capital markets. Therefofegnthavhen they are unable

WR PHHW WKH PDUNHW H[SHFWDWLRQV L H WKH :DOO 6WU
with their premanaged earnings, they use their discretionary powers and manage the earnings

to meet or beat the financial tardeBxisting literature also discusses the potential relationship
between the earnings management and the market reé@@aamer, 1968)Burgstahler and

Eames (2006provide evidences that if firms achieve zero or positive egsnsurprise or in

other words meet or beat the financial targets, they can avoid significant economic
consequences, similafBrown and Caylor (208) explain why firms avoid publishing quarterly

losses in their financial statemensung et al. (2010%alk about he market reactions based

on the earnings surprise, they say that the investors are rightly skeptical when they observe

small positive earnings surprises.

Since, not all investors are financial or accounting experts, they often rely on the expertise of

the financial analysts or consultants in the financial markets to help make their financial
investing decisions on their behatfong and Kubik (20033alls this as the age of thealysts
EHFDXVH IRU D UHDVRQ DQG WKDW LV WKH LQYHVWRUVY F
Financial analysts are experts in the financial markets who provide the Wall Street journal

estimates or forecasts and other relevant information omltHé PVY ILQDQFLDO SHUIRU|

Financial analysts predict the financial performance of the firms on a regular basis throughout
the period before and after the earnings announcéniehe predictions (i.e. Wall Street
Journal Estimates) before the earniagaouncement often become the financial targets for the
firms (Levitt Jr, 1998) Atiase and Bamber (1994)iscussthe reason behind the possible
varying level of predicted values from various analysts is because of the information

asymmetry. For the purpose of research questions in our thesis, we define these estimates before

8 Abarbanell and Lehavy (20035 LVFXVV ILUPVY LOQWHQWLRQV WR PDQialfargessDUQLQJIV
® Figure 3 provides the graphical representations of the timing of the forecasts before and after earnings
announcement.

13
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earnings announcement as predisclosurectsts or exante forecasts. There has been a very
little emphasis put on the restatements or readjustments by the financial analysts on the financial
performance of the firms after the earnings announcement, which is, in our thesis,
postdisclosure forests or expost forecastsAubert and Grudnitski (20123iscuss this
postdisclosure or egost forecast and call it the convergent consensus, where they consider this
forecast to be the trueflection of the unmanaged earnings of the firms. Prior literature has
mainly focused on the latest earnings forecasts on I/B/E/S, while literature also suggests that
WKH ILUPY PRVW OLNHO\ WDUJHW WKH ILQDQIEtedtO DQDO
earnings estimates do not give firms enough time to manage their earnings in order to meet or
beat their financial targets. After considering all of the recent and pertinent information, these
estimates may produce a number that is closer to repeatathgs. As a result, we believe that

the 45days window provides firms with a reasonable time and incentive to manage their results
in order to meet or beat expectations and avoid earnings surprises and unfavorable market
reactions. While it is also ingptant to talk about the postdisclosure ofpest forecasts and

since not many researchers have spoken about it, we assume that-theeyd8dndow is
sufficient and reasonable time for financial analysts to collect the information and analyze the

financial reporting by the firms to restate or readjust their previous forecasts.

The forecasts errors are the difference between the reported earnings from the day of earnings
announcement and predisclosure or postdisclosure forecasts. There has been adatgatand
literature, which deals with forecast errors and the quality of the financial statements
(Abarbanell and Lehavy, 2003; Burgstahler and Eames, 2003; Courteaua et al., 2011; Embong
and Hosseini, 2018)his dso explains these information asymmetries from before and after

the earnings announcement i.e. predisclosure and postdisclosure information asymmetry.

14
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2.1 Information Asymmetry

Atiase and Bamber (19949xplain this phenomenon of information asymmetry as the
availability of the financial information with the differential precisiohey define information

asymmetry as the financial analysts having asymmetrical information due to the differential
private information. Some financial analysts will have higher level of private information with
greater degree of precision, who will be atdgredict the financial performance of the firms

more accurately than others who will have lower level of private information with lower degree

of precision. The financial analysts have varying degree of private financial information about

the frimstheyt ROORZ ZLWK WKH KHOS RI WKLV SULYDWH LQIRUPEL
performance with precision. Since not all financial analysts have same private information,
KHQFH WKHUH LV DV\PPHWU\ RI LQIRUPDW LWiQreaye& WKH\ ¢

precision.

Richardson (2000)discusses the connection between the earnings management and the
information asymmetry. He provides evidence that, firms are motivated to manage the earnings
when there is higlevel of information asymmetry. Similarlpechow and Dichev (2002)so

talk about the quality of financial information from the financial statements provigdeb

firms. They provide evidence that the earnings management affects the informational value of

the financial reports.

Our study focuses on the comparative empirical analysis of the effect of earnings management
on the predisclosure and postdisclosafermation asymmetry. Our research contributes to the
literature to explain the two information asymmetries separately and the effect of earnings
announcement on the postdisclosure information asymmetry, especially taking into account the

quality of financal information provided by the firms in their financial reporting.

15



General Introduction

2.2 Forecasts Errors

Abarbanell and Lehavy (2008ay the érecasts errors occur when firms try to meet or beat the
ILQDQFLDO WDUJHWYV RU DQDO\WVWVY IRUHFDVWYV L H :DOO
FDOFXODWHG DV WKH GLITHUHQFH EHWZHHQ WKH UHSRUWF
literature, forecast accuracy is also, synonymously, used to describe the similar phenomenon of

the forecast error&mbong and Hosseini (2018%e this term forecast acey and provide

evidence of the endogenous relationship between the earnings management and the forecast
DFFXUDF\ 7KH\ H[SODLQ WKDW WKHUH LV SRVLWLYH DVVRI
and earnings managemeKlasznik and McNichols (2002)nd that when firms meet or beat

the financial targets, they achieve higher stock retioang, Pereira, and Wang (20Tind

that the firms get higher level of attention from the financial analysts when thegmtanmbeat

the financial targetsMensah, Song, and Ho (2004)so wok on the forecast errors and
accounting policy of the firms. They find that accounting conservatism elevates the forecast

errors and forecast dispersion.

Our study focuses on earnings management and its effects on the forecast errors, to find if
financial analysts are able to anticipate earnings management and incorporate it when they
make these forecasts. This research deals with the intentions of the financial analysts. We use
ex-post forecasts as the criterion or indicator to inspect the intentions bhémcial analysts

whether they try to incorporate the earnings management while predicting the forecasts.

2.3 Earnings Quality and Market Returns

It is a common belief that greater financial performances of the firms generate higher market
returns. The fims, which perform better and provide the better financial information through

their financial reporting, i.e. earnings quality, to their potential investors tend to receive positive
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reactions from the capital markets. Several studies have concludecthiahh which achieve
their financial targets, tend to outperform those, which do not achieve their financial targets
(Ebaid, 2012; Keung et al., 2010; Lyle et al., 2019; Mindak, Sen, and Stephan, 2016; Shih,

2019)

Ebaid (2012)inds that the firms engage in the earnings management to achieve the earnings
thresholds in order to avoid reporting the accounting losses, which firms incur during the years.
While it is also argued bieung et al. (2010hat the small positive earnings surprises might

alarm the market participants about the existendbhefarnings management, which makes
WKHP VNHSWLFDO /LWHUDWXUH DOVR SURYLGHY HYLGHQFH
negative earnings surprisésrankel, Mayew, and Sun, 201()egative earnings surprises
PHDQV ZKHQ WKH ILUPY DUH XQDEOH WR PHHW WKH ILQDQF
markets tend to perceive this negative earnings sumgsisebad news and consequently firms

lose in the stock returns in the market.

Our research investigates the effects of earnings management and earnings surprises on the
stock returns of the firms adjusted with the market return and the systematic st dya

market. This study uses multiple market return windows and it provides variables techniques to
replicate the results for the robustness check. This study also uses the separate techniques of

the earnings management to describe the availabilifysofetionary choices with the firms.

2.4 Literature Review and Theoretical Framework

7KH UHVHDUFK VWXGLHV ZLWKLQ WKLV WKHVLV IRFXV RC
quality. Existing literature uses earnings management as the proxy for tivgeagnality.
Higher level of earnings management represents the low quality of the financial reporting or

earnings and vice versa, notwithstanding, any aggressive or conservative approaches firms
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employ based on their financial targets. However, our esudhainly focus on the magnitude
of the earnings management, which reflects the earnings quality. While, literature provides two
different techniques of measuring earnings management and we incorporate both in our studies,

sparsely applied in literaturey tompare and analyze the effects of each of them

Figure 2 presents the various relevant literature that motivate our studies. Since this thesis
comprises three studies on the relationship between earnings management and the financial
DQDO\VWWS$, Bdhdve thred/didRinct research questions and in this section, we provide

the results, to explain how our studies contribute to the literature.

Atiase and Bamber (1994xplain the information asymmetry in detail and explains that the
LOQYHVWRUVY WUDGLQJ EHKDYLRU LV LQ GLUHFW UHODWL
availability of financial information i.e. information asymmetry or unavailability thereof. They

find that when there is high level of predisclosure information asymmetry, earnings
DQQRXQFHPHQW DIIHFWV WKH LQYHVWRhA§oW2000EIksQ J EHK D
about the reason why firms are motivated to manage the earnings and, he provides evidence
that firms manage earnings because of lack of information availability i.e. information
asymmetry. He further exptes that firms manage earnings because they know that
stakeholders or investors lack the required relevant information or resources to monitor their
actions. Similarly,Chu and Song (20)G&lso provide evidence of the relationship between
information asymmetry and earnings management in the case of Malaysian firms. They suggest
that the information asymmetry is the prerequisite condition for the earnings management to
exist, which in tumDIIHFWV WKH H[WHUQDO VKDUHKROGHUVY LQY|

investment inefficient.

0 Figure 1 shows the two techniques of earnings management and the literature thereof.
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Figure 2: Relevant empirical literature for results
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Figure 2: Relevantempirical literature
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Our research substantially differs from prior studies in a way that we primarily focus on the
comparative study of predisclosure and postdisclosure information asymmetries. Since,
Richardson (2000pnly uses predisclosure information asymmetry and provides evidence on
the its relationship with earnings managemeour study, additionally, investigates and
provides evidence that the earnings announcement reduces the information asymmetry. While,
it is also observed that literature sporadically uses both measures of earnings management,
consequently this study wprovide motivation to the researchers to more focus on comparative

analysis on the two measures of earnings management.

((WDQW OLWHUDWXUH SURYLGHY HYLGHQFHYVY DERXW WKH Il
manage their earningébarbanell and Lehavy (2003uggest that firms are more likely to

engage in the practices of earnings management to meet or beat @&finB O WDUJHWYV RU I
forecasts when they are rated buy and vice versa. They say that firms are motivated by the
equity market incentives. Furthermore, they also provide evidence that the financial analysts

are unable to anticipate or are not motiddi® anticipate the earnings management when they

make their predictions. Whilé&ubert and Grudnitski (2012)so commend this argument and

consider the expost forecasts to be convergeahsensus that is a proxy of unmanaged earnings

or true earnings before firms use earnings management techritquiess. andKraut (2013)

also believe that financial analysts predict unmanaged earnings, while there are other studies
like Burgstahler ad Eames (2003and Courteaua et al. (2011)vho suggest that financial

analysts try to prediche earnings which are closer to reported earnings.

(DUQLQJY DQQRXQFHPHQW DIIHFW V(AfiakeHand @antber\ BN § W U D
There have been many studies, which deal with the market reactions or stock returns including
Beaver (1968)who suggests that there exists the relationship between earnings announcement
and invHV W R U V {LyleHeDdF \(2Q1R)K)so provide evidence that earnings announcement

significantly affects the market reaction based the on tluly stiupostclose (hereafter PC) and
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preopen (hereafter PO) announceméht¥hey suggest that PC announcements have faster
market reaction in comparison to PO announcements because they offer investors sufficient
time to process the earnings news and miakesting decisionKeung et al. (2010andShih
(2019)discussthe relationship of earnings or sales surprises and market share returns. They
find that when investors see zero or small positive surprises, they become more skeptical. On
the other hand, there are studies, which talk about the adverse effects of esurpnges
(Burgstahler and Eames, 2006; Frankel et al., 2010; Graham et al., BO@§gtahler and
Eames (2006and Graham et al. (2005)nd that the negative earnings surprises turn off the

investors and this lead firms to face significant economic consequences.

While our study provides the major contriton to the literature by using multiple tvaays

and threedays rolling windows to measure market adjusted returns and both techniques of
earnings management. Our study also contributes to the literature by introducing beta return

(i.e. systematic risk)o analyze the effects of earnings management or earnings quality and
HDUQLQJV VXUSULVHVY RQ WKH ILUPTV PDUNHW UHWXUQV L
HDUQLQJY PDQDJHPHQW SRVLWLYHO\ DIITHFWV ILURVY 0$5 L
financial targets by employing earnings management, they observe higher stock returns and we

observe similar results when there are positive earnings surprises.

3 Research Questions

The main objective of this thesis is to analyze the nexus betweermnirggeananagement and

WKH ILQDQFLDO DQDO\WWWVY SUHGLFWLRQ RU LQ RWKHU ZR!

11 yle et al. (2019use PC and PO abbreviations to describe-glose and pr®pen announcements.
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GLITHUHQW DVSHFWYV RI ILQDQFLDO DQDO\WVWVY SUHGLFWLI

each essay discusses different aspect@QFLDO DQDO\WWVY SUHGLFWLRQV

Figure 3 depicts the detailed overview of this thesis. Similarly, our horizontal lines shows the
earnings announcement as the focal point when the firms announce their financial performance
and report their earnings. Thisalrepresents the earnings management or quality of financial

reporting along with any earnings surprises or forecast errors.

Earnings management represents a measure of the quality of earnings. Higher earnings
management is considered as the low qualitgricial reporting and vice versa. While we
define information asymmetry as the availability of the information with varying level of
precision. Not all financial analysts have the same level of financial information about the firms.

It is because of theeason that there are some analysts, who have higher level of private
information than others do and they will be able to predict the financial performance of the

firms with precision.

The first research question of this thesis relates to the informayomastry and the earnings
management. In this research questions we deal with the effects of earnings management on the
availability of public and private information. We assume that higher earnings management
practices lead to higher level of informatigymmetry, i.e. private information then plays huge

role defining the precise predictions. Analysts with higher degree of private information will be
able to predict accurately. While in the same study, we also try to provide evidence that the
earnings annancement decreases the postdisclosure information asymmetry because the firms
publish all their financial and economic information through their financial reporting which

becomes public informatn for all market participants.
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Figure 3: Research Questins
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,Q WKH VHFRQG SDUW RI WKLV WKHVLV ZH WU\ WR SURYL
predict managed or unmanaged earnings. We analyze the prediscloswaetejexand
postdisclosure (epost) forecasts to perform coamative empirical study. We assume that
financial analysts try to predict earnings correctly because they are concerned about their
reputation and they often get rewards for their accuracy. We also provide evidence that the
analysts predict managed earrsng. reported earnings while making postdisclosure forecasts

because it is the best estimate of their intentions.

Lastly, following extant literature, we assume that the Wall Street Journal Estimates or financial
DQDO\WVWVY SUHGLFW héaQtatg&idJand WheémfirnsUeapdtithelr @ainings, the
information becomes available to the market participants that whether firms achieved their
targets. This information of firms achieving their financial targets is known as the earnings
surprises or gaings shock. If the firm achieves the target, it is good news and in case firm does
not achieve the target, it is considered bad news or earnings shock. In case of firms achieving
the targets, the market will react positively and firms may have highek stturns in the
market while in case of firms missing their financial targets, they may suffer in the stock

markets.

This thesis extends to three separate chapters, and finally general conclusion will follow. The
following first chapter will answer ther@miere research questions of this thesis. The research
guestions of our first chapter relate to the effects of earnings management and earnings
announcement on the information asymmetry. The second chapter primarily deals with the
ILQDQFLDO Dipis@o pr&divt ithe MaHaged or unmanaged earnings. Chapter three
HIWHQGV WKH UHVHDUFK KRUL]JRQ WR LQYHVWRUVY LQYHVYV
FDSLWDO PDUNHW LQYHVWRUV EDVHG RQ WKH ILQDQFLCL
announcements. Finally, last section of this thesis concludes this extensive empirical study with

findings, contributions, implications and limitations
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Chapter 1: Earnings Announcement, Information Asymmetry And Earnings Management

CHAPTER 1: EARNINGS ANNOUNCEMENT, INFORMATION ASYMMETRY AND

EARNINGS MANAGEMENT

Abstract: We use staratd deviation of EPS forecasts as the proxy for dispersion among the
analysts forecasts which suggests there is difference in the information available to all the
market players. Some use the private information during their forecasting process while other
have to rely on market information. We apply the comparative approach and observe the effects

of earnings management on the predisclosure and postdisclosure information asymmetry.

‘H DUJXH LQ WKLV VWXG\ WKDW HDUQLQJVfimé& Qespit® FHP HQ
ILUPVY GHFLVLRQV WR XVH GLVFUHWLRQDU\ FKRLFHV WR P
and their use of discretionary powers to manipulate the earnings increases the information
asymmetry among the market participants. The market cfatits acquire private
predisclosure information with differential precision to make forecasts. We believe that
earnings announcement provides enough informational value to the market participants to

restate their forecasts to achieve consensus.

Our resuls suggest that the magnitude of earnings management has higher positive and
VLIQLILFDQW UHODWLRQVKLS ZLWK SUHGLVFORVXUH IRUHF
IRUHFDVWVY GLVSHUVLRQ 7KLV PHDQV WKDW W#Had HDUQL:

asymmetry.

Keywords: Standard Deviation, Analysts Forecasts, Earnings Management, Earnings

Announcement, Discretionary Accruals, Real Earnings Management

JEL Classification: M1; M4; M41
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Chapter 1: Earnings Announcement, Information Asymmetry And Earnings Management

1 Introduction

1.1 Research Question and Importance

There have been mg recent research studies based on the predisclosure information
asymmetry and the market share prices and the trading volume tiwtiasé and Bamber,

1994; Gu and Wu, 2003)This research emphasizes on the existence of the earnings
PDQDJHPHQW DQG LQIRUPDWLRQ DV\PPHWU\ WKDW DIIHFW
earnings. Market partigants with private information might be able to generate a number that

LV FORVHU WR ILUPYY HDUQLQJYVY WKDQ WKRVH RQO\ ZLWK .
WKH LQIRUPDWLRQ DV\PPHWU\ ZKLFK UHVXOWYV(AL@eKLIJKHU
and Bamber, 1994} What it means, in other words, is that the forecasts from fialaalysts

will vary from each other. The analysts who acquired the private information might be able to
SUHGLFW WKH ILUPVY HDUQLQJV ZLWK SUHFLVLRQ DV FRPSI

which is publicly available and generally accessilylalbthe analysts in the market.

In this study, we apply the comparative approach and observe the effects of earnings
management on the predisclosure and postdisclosure information asymmetry. The.tigure 1

shows the timeline chart of the two infornmatiasymmetries and the expected effect of earnings

Earnings Announcement and Information Asymmetry Timeline

==Days

Predisclosure

Information

Asymmetry Postdisclosure

(Dispersion/Range) Information Asymmetry
(Dispersion/Range)
Earnings
Announcement
—_— ' ' ' ' ' ' '
-90 -45 0 45 90 135 180 225 270

Figure 1.1: Earnings Announcement and Information Asymmetry timeline

12 Atiase and Bamber (1994jse the term investors acquiringethrecise private information whikxplain the
term information asymmetry.
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announcement on the postdisclosure information asymmetry. We assume that the earnings
announcement should be able to reduce the information asymmetry and provide enough public
information to all the markgdarticipants. For this purpose, we investigate the relationships of
earnings management separately with predisclosure information asymmetry and with
postdisclosure information asymmetry, and compare the results. Our results suggest that the
earnings annawcement reduce the information asymmetry because analysts then have more
information that is public; we find a decrease in the information asymmetry from

preannouncement to postannouncement period.

Embong and Hosseini (20183e the forecast errors as the proxy for forecast accuracy to answer

the similar question of earnings management and its effects on the predicting capabilities of the
financial analysts. WhileAtiase and Bamber (1994jiscuss the effects of information
asymmetry on the reaofis to trading volume and the market share price. They use the standard
GHYLDWLRQ RI WKH IRUHFDVWYVY L H 3GLVSHUVLRQ™ WR SUR
we follow (Atiase and Bamber, 199#) using dispersion because this method closely reflects

to our research question than using the forecast accuracy for information asymmetry.

Literature puts a very little emphasis on the informational value of the financial reports by the
firms, and the effect of the quality of the financial reports on the information asymmetry (i.e.
postdisclosure information asymmetry). This study provide®raribution to the existing
literature in introducing the different dimension to analyze the relationship between the earnings
management and information asymmetry and the effects of earnings announcement, i.e. supply
of public information by the firms,rothe postdisclosure information asymmetry. Our study
answers the question with the comparative analysis of the predisclosure forecasts and the
restatements by the financial analysts, i.e. postdisclosure forecasts. This study helps in
alleviating the gapn the extant literature within information asymmetry and earnings

management, which focuses heavily on the predisclosure information asymmetry.
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1.2 Background

Ever sinceBeaver (1968)suggested the existence of relationship between the earnings
annaincement and the reaction of potential investors towards the informational value of the
announcements. There have been several studies from quality and informational value of the
financial reporting to the effects on market price and trading vo(tnese and Bamber, 1994;

Chu and Song, 2010; Dehaan et al., 2013; Embong and Hosseini, PB&8)here have been
contemporaneous studies related to the ability of the financial analysts to predict, accurately,
the earings of the firms or the effects of earnings management on their forecasting capabilities
(Abarbanell and Lehavy, 2003; Burgstahler and Eames, 2003; Chen, Krishnan, and Sami,
2015) As Hong and Kubik (2003WRSKLVWLFDOO\ GHVFULEH WKLV DV WK
believe that there has always been the need for the complete and equal information to all the
participants of the capital anket including the potential investors and the financial analysts

along with other stakeholders.

Since information is the pivotal element of the financial reports, the policymakers like
International Accounting Standards Board (IASB) and Financial AcoauStandards Board

(FASB) require firms to produce the disclosures necessary to provide useful information to the
users of the financial information i.e. market participants. Having said that, not all users of this
financial information are equally able interpret and derive the conclusions and make better
decisions in the capital markets. Hence, some of these users, i.e. potential investors, rely heavily

on those users with financial acumen, i.e. financial analysts, to provide the financial analysis of

the performance of the firms. This analysis by the expert analysts also includes the financial
IRUHFDVWYVY RI WKH ILUPY HDUQLQJY 6LQFH WKHVH ILQDQF

reliable and they provide the reasonably dependable infornyation

13 Lin and McNichols (1998examine the effect of affiliation of financial analysts on their forecasting and
recommendations.
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In this age of the analysts, value of the information has greatly expanded and the analysts with
greater level of information have the higher chances of providing the better analysis of the firms.
Consequently, their accurate forecasting analyses genefatmation that is more valuable

and reward them with better commission and incentives, career developments and reputation
(Hong and Kubik, 2003)Since, they have higher level of risks inkimg the analyses; they
attempt to acquire the information with the highest degree of reliability. This not only includes
the public information but also the private information. Not all analysts are able to acquire the
private information with equal presson; some might be able to gather meticulous information
while other may end up with inaccurate informatfohis creates the information asymmetry.
:KLOH OLWHUDWXUH DOVR GRFXPHQWY WKH DQDO\WWVYTY EL
performane of firms (seeGu and Wu (2003and further references therein). They discuss
selection and cognitive biases, under which the analysts behave differently depending on their

rationale owards the firms and processing information.

Financial analysts, with all their varied reasons and availability of differential information
among them, predict the performance of the firms, hereby earnings per share (EPS). This
information asymmetry creatdhe heterogeneous forecasts of EPS from different analysts in

the market and hence there is deviation within these forecasts. Therefore, for the purpose of our
study and following extant literature within this academic research field, we use the standard
GHYLDWLRQ RI DQDO\WWWVY IRUHFDVWYV DV RAtbseSbR[\ IRU
Bamber, 1994; Richardson, 200@ur studyhowever uses two measures of information
DV\PPHWU\ GLIITHUHQWLDWHG E\ WKH ILUPVY DQQRXQFHPH!
the predisclosure information asymmetry and the second is postdisclosure information

asymmetry.

14 Atiase and Bamber (19943l this phenomenon as the information of differential precision.
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This study, empirically ¥ using these two measures, answers the question that whether the

earnings announcement reduces the predisclosure information asymmetry.

Our study emphasizes on the quality of the information that financial statements and disclosures
provide. AstheearnidV] DQQRXQFHPHQWY RU WKH ILQDQFLDO UHSRI
be able to provide the useful information to the market participants and so should be able to
eliminate any information asymmetry that may exist béfofiehe quality of the earnings the
ILQDQFLDO UHSRUWY GHSHQGV RQ WKH [Detowu@ HdhévyW UD\D C
(2002) discuss about the effect of earnings management emuhlity of the information

provided by the firms through the financial reports. They use standard deviation of the
discretionary accruals and assume higher standard deviation to signify lower quality of the
reported earnings. Similarly, we use the staddiscretionary accruals as the proxy for the

quality of the reported earnings. The literature defines earnings management as a deliberate
restructuring of the financial reports by the manageifiéedly and Wahlen, B®; Richardson,

2000) They use their discretionary choices within the scope of accounting standards given by

the financial reporting bodies.

Our study analyzes the effect of quality of the financial reports on the predisclosure and the
postdisclosure iimrmation asymmetry. We assume if the quality of the financial reports is
higher (i.e. lower earnings management), then it reduces the predisclosure information
asymmetry i.e. standard deviation of predisclosure forecasts (dispersion from now onwards).
Richardson (200@)elieve earnings management is the function of information asymmetry, but

in this study; we assume that magnitude of earnings management has direct effect on the
magnitude of predisclosure and postdisal@ information asymmetries. The management use

their discretionary powers to manage earnings regardless of the existence of information

5 Healy and Palepu (200 [SODLQ PDQDJHPHQW FRPPXQLFDWHV W kKethto@hRUPDW LR
financial reporting and disclosures.
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asymmetry. They manage earnings because of their choices and incentives including to
meet/beat financial targef8barbanell and Lehavy, 20Q3)e argue that earnings management

has positive relationship with the predisclosure information asymmetry anhceth@onship

should reduce in magnitude with the postdisclosure information asymmetry. If the financial
reports provide better quality information, the financial analysts should be in better position to
restate their forecasts and these forecasts siawiel lower dispersion. That will suggest the

lower level of information asymmetry in their postdisclosure forecasts.

2XU UHVXOWYVY VXJIJHVW WKDW WKH HDUQLQJVY DQQRXQFH
asymmetry and in fact, our results show that thmiags management have higher positive
relationship in magnitude with the predisclosure information asymmetry than the postdisclosure
LQIRUPDWLRQ DV\PPHWU\ 7KLV VXJJHVWV WKDW WKH HD
information and there exists the ei@gs management that reduces the overall financial
reporting quality but provides enough informational value to financial analysts to reach a
convergent consensus. We provide evidences with different statistical analyses including
univariate tests (festand Wilcoxon tests of differences) and multivariate ordinary least
square (OLS) and dynamic generalized method of moments (GMM) due to the possibility of

the existence of endogeneity probl@richardson, 2000)

The following sectia extends the review of relevant literature about earnings management and
information asymmetry. Section 3 develops the hypotheses of our research study. The data
sampling, research methodology and variable definition are part of section 4. Section 5 and 6
present the empirical data analyses including descriptive statistics, correlation, univariate and
multivariate results along with tests of endogeneity. While the last section 7 concludes this

empirical study with summary and limitations.
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2 Literature Review

The incentive for the firms to provide the informational value to its financial reporting is to
protect potential investors because they are one of the sources of generating funds for them.
There are countries with stricter policies on the investor gtiotein contrast to the ones with

weaker policies because they need to have a stable economy for the overall growth of the society
(Othman and Zeghal, 20Q6jor that purpose, firms strive to perform better and better for their

RZQ H[LVWHQFH LQ WKH HFRQRP\ DQG IRU WKH HFRQRP\TV
apply strong regulatory fioies to ensure that the firms follow certain steps for smooth
operations. This creates a pressure on firms to show better performances to serve every
stakeholder and in doing that firms often use some tools to portray that the firms are performing

well to keep everyone interested in the firms whether or not they are in fact performing well.

Extant literature observes the existence of earnings restatements that, in other words, is the
earnings managemerfchipper (1989ktomments in detail about the existence of eaming
management and the reasons or incentives for management to use the discretionary powers to
manage the earnings. While she explains the earnings managddwrgs, 1991)and
(Roychowdhury, 2006)eform the methodology and give techniques to measure adasadl

earnings management and real earnings management, respetevetyJr (1998)explains

how earnings management works and managers Wwakt WKH DQDO\VWVY IRUHFDV
performanceHealy and Wahlen (19999 OVR GHILQH HDUQLQJY PDQDJHPHQW
of discretionary choices to hidlee actual financial performance of the firm, to restructure and

alter the financial reports to achieve targdigerature also suggests meeting or beating
DQRDO\WWWVY IRUHFDVW LV RQH RI WKHAParR€nN&l and SehavW D QW L
2003; Burgstahler and Eames, 2Q06)also amplifies the need to meet or beat these targets

when the analysts following the firms (or analysts coverage) are Highang et al., 2017)

Higher number of financial analysts places great emphasis on the financial targets but existing
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literature also identifieghat not all analysts possess the same information and acquiring private

information affects the forecasting inferen¢Atiase and Bamber, 1994)

Potential investors require the information to make their investing decisions. They heavily rely

on the expertise of financial analysts to process the information that is available to all the users

of financial reporting including the investors. Since financial analysts have the access to the
publicly traded and reported financial information of the firms, they still acquire private
information to make the financial predictions about the performantkeofirms including

forecast®. However, the information available to all the financial analysts may not be of the

equal quality taking into consideration the private information. Some analysts might be able to
acquire the information with more precisiobn QG PDNH EHWWHU DQDO\VHV L
performance than those with low level of preciioThis private information is extremely
QHFHVVDU\ IRU ILQDQFLDO DQDO\VWYVY WR DFTXLUH WR PDN
manage the earnings and r@ags management can induce higher level of information
asymmetryRichardson (2000¢xplains how the level of information asymmetry between the
ILUPYYVY PDQDJHPHQW DQG LWV VKDUHKRO GHWit# highéHFWYV P |
LQIRUPDWLRQ DV\PPHWU\ PRQLWRULQJ WKH ILUPVY PDQDJ

these analysts will be low because they will not have sufficient information.

Prior studies on information asymmetry focus more on the relationshipfaimiation
asymmetry on the trading voluniatiase and Bamber, 19949quity pricefChan, Menkveld,
and Yang, 2008)disclosure policiegWelker, 1995)and corporate goveance(Cormier,

Ledoux, Magnan, and Aerts, 2010formation asymmetry induces the disperqiBrown and

16 Atiase and Bamber (1994)ggests that the investors who have varied predisclosure information because of the
private information, they produce the differing forecasts as a result.

They use the term investors, while in our study we differentiate the financial analysts from invéstarger, in

cases, it is possible the financial analysts are the potential investors.

17 Atiase and Bamber (1994fers the investors with high level of private information as the-wilmed
investors.
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Han, 1992) 7KH\ DUJXH WKDW WKH ILQDQFLDO DQDO\VWV OLNH
performance if the information asymmetry decreases. Similarly, we also find researdmes on

effects of earnings management on forecast accBaggstahler and Eames, 2006; Embong

and Hosseini, 2018nd information transparen¢iai, Kong, and Wang, 2013)nformation
asymmetry in uncertain environmeig@ormier, Houle, and Ledoux, 2018)d geographically

dispersed firmgShi, Sun, and Luo, 2015%hi et al. (2015have interestingly analyzed the

effect of geographic dispersion on the discretionaryogsoof the firms to use accrual or real

earnings management.

All these papers, specifically, focus on the predisclosure information asymmetry that is before
the firms have announced their earnings (or reported earnings). Hence, there is a gap in the
literature to explain the effect of financial reporting quality (or earnings management) on the
postdisclosure information asymmetry. Therefore, there is a need of more research on the
relationship between the information asymmetry and the earnings managespentally

taking into account the level of informational value of the financial reports after announcement.

3 Hypotheses Development

2XU VWXG\TV SULPDU\ IRFXV LV WR DQDO\]H HPSLULFDOO\
the magnitude of earnings maeanent with the magnitude of predisclosure and postdisclosure
information asymmetry. By this comparison, we answer if the earnings announcement reduces
the postdisclosure information asymmetRichardson (2000discuses the two factors

affecting the earnings management, one of these two factors affecting the magnitude of earnings
management is the information asymmetry and the other factor being the GAAP (in other words
accounting standards including IFRS). While, avgue that the information asymmetry is the

function of earnings management. The extent of information asymmetry depends on the quality
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of information available to the financial analysts, especially private information. Firms manage
earnings, and the publiinformation that is available to the market participants do not
QHFHVVDULO\ LQFOXGH WKH LQIRUPDWLRQ DERXW WKH ILU
to manage earnings, which creates the information asymmetry. Therefore, in this study, our
arguUPHQW LV WKDW WKH ILUPVY FKRLFHVY WR PDQDJH HDUQL ¢
LQIRUPDWLRQ DV\PPHWU\ )XUWKHUPRUH ZH DOVR DUJXH
provide enough informational value to the financial analysts and reduce farmation

asymmetry i.e. the relationship between magnitude of earnings management with the magnitude
postdisclosure information asymmetry is lower than the relationship with predisclosure

information asymmetry.

Considering the above discussion, we devédtipwing hypotheses:

H1: Predisclosure information asymmetry is higher than Postdisclosure information

asymmetry.

H2: Earnings management has positive relationship with information asymmetry.

H3: Earnings announcement decreases the relationship betweerfarmation asymmetry

and earnings management and consequently reduces information asymmetry.

The discussion above and considering the work(Bychardson, 2000and the references
therein) indicate that the relationship betweenorimiation asymmetry and earnings
management is not exogenous and there is a possibility of simultaneity. In other words, because
firms, practicing earnings management, provide low quality of information and financial
analysts, using the private informatictreate the information asymmetry. Simultaneously
lower level of information asymmetry likely reduce the dispersion and increase the consensus

among the financial analysts, which will lead to firms using less earnings management
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technique¥. Previous studis have focused on the relationship between earnings management
and predisclosure information asymmetry, our study incorporates the use of postdisclosure
information asymmetry. Since literature does not provide any evidence of reciprocity between
earningsmanagement and postdisclosure information asymmetry, our study usésidwo

empirical analysis that we present in the following section.

4 Data Sampling and Methodology

4.1 Data Sampling

Our sample, comprising neRAER (Accounting and Auditing Enforcement Ra$e) firms

from US market, consists 83,798 fiyears observations across 13 years (6,446 firms/year)
from 2006 to 2018. We extract the data from the Factset Database based on Excel Connect
including Factset Fundamentals, Factset Actuals, Factset Estimateskeuters Global
Fundamentals. FollowinfFama and French, 1992; Payne and Robb, 2008)exclude the
financial firms because they use accounting techniques and rules ehspemial and also
because estimation of discretionary accruals is difficult. We also remove unidentified and

miscellaneous firms because of insufficient data to make the analysis.
We further apply the trimming to the remaining data:

x We remove the firms fiowed by less than three financial analysts.

X We winsorize all variables at th& and 99" percentile.

18 Abarbanell and Lehavy (2003)gues that firms use earnings management techniques to meet or beat the
ILQDQFLDO WDUJHWYV LQFO XG L Brdwh\akd-Hdn QLBIR)is¢ WeMdiveRevet ¢f Didrviiash : KL O H
DV\PPHWU\ LQFUHDVHY WKH FRQVHQVXV DPRQJ WKH ILQDQFLDO DQDO\V
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The table 11 shows the final sample (unbalanced panel data) ofyear observations after

removing the firms and the application of trimming craeri

Table1.1: Sample Selection

Firms Firm-Year Observations
Total number of firms (6446 * 13) 83,798

Firms from financial industry (1219 * 13) (15,847)

Firms from Miscellaneous industries (774 * 13) (10,062)
Unidentified Fims (70 * 13) (910)

Remaining Firms (4383 * 13) 56,979

Firms with less than 3 number of followers in any year (37,586)

Remaining total numbesf firm-year observations 19,393

Final commorsample offirm-year observations 6,669

4.2 Methodology

4.2.1Model Specification

Not many studiebave used both measures of earnings manageB8targt al. (2015use the

accrual management and real earnings management in a comparative studhe for t
geographically dispersed firms. This is not the comparative study for the two measures of
earnings management, but for the robust results we are using the both measures of the earnings
management, i.e. accrual managem@®echow et al., 1995; Kothari et al., 200&)d real
earnings managemefRoychowdhury, 2006)Jones (1991)ses a model to calculate the
discretionary accruals from the total accruddsthari et al. (2005use the performanee
matching approach to estimate the earnings management i.e. equatiecfibw et al. (1995)
experimem various versions of the model proposeddgnes, 1991and provide the modified

model exhibiting the most power to detect earnings management i.e. equation (2) below. We
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estimate discretionary accruals (i.e. residuaiiby regressing the two modified wels, (eq:

1) and (eq: 2), crossectionally for the firms within the samedRjit SIC code each year.
=2yt tgli 9+ tgie F ¢ OR +tgppbi+ty yi ;+D D

=Op+ Ogl/T L9+ °%y:e 6 F¢ OR +°%ppoi+ D (2)

Where i represents firm and t years

Similarly, following are the three equations frdRoychowdhury, 2006)He considers the

firms use real earnings manipulation in order to achieve benchmarks and avoid reporting any
annual losses. Westmate the following three equations, and calculate the abnormalities (i.e.
residualsBy ¢in cash flow from operations (eq: 3), production costs (eq: 4) and discretionary

expenses (eq: 5).

AOY = »yt »g:U T 50+ »d )+ »g(¢ )+ D ©)
b & =A+ AgUT g+ AL )+ Ag(e )+ Au(e 20+ D (4)
0 6 =Tpy+r TgUT g+ 1g 90+ D (5)

Where i represents firm and t years

Since our hypotheses focus on the magnitude of earnings management, we calculate the
absolute values of accruals management and abnormalities in the real earaagement.

We use these absolute values of earnings management (|JEM|) separately in equation (6) and (7).
We use the following two equations (6 and 7) to test our hypotheses empirically. We are using
two different measures of the information asymmetjyStandard deviation of forecasts i.e.

dispersion and (2) Range i.e. the difference between the highest and the lowest forecast.

"<l *gE g qy.s E* o> f U PE g X0.?7E 1 y> «S{mPE  px{**.?E

AN, GPE 13X QLB TaX e AN LB T oM L P Vg (6)
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|[e™&nmy L*GE T qy.s ETS fUg?E T X0 ?E 2 Y>> «S{M?E t px {+ .7 E

RN, 1 5<.?7E 13X Q,.2E TyXeedr PE LM LA Vi (7
Where i represents firm and t years

‘H FRQVWUXFW RXU PXOWLYDULDWH PRGHOV WR H[SODLQ K
lead to information asymmetnjtiase and Bamber (1994xplain information asymmetry as

the imbalance between the public and private information avaitabthe financial analysts

with differential precision. Given past studies in earnings management and information
asymmetry literature, our models include several control variables. Goodwill Impairment
(GWI) and Operating Lease Commitments (OLC) are theretionary choices firms use and

the information related to such management decisions is only available through financial
reports. We believe the financial analysts with highest precision level of private information
will be able to incorporate the infmiation about these choices in their forecasts. Thus, we
assume that these variables have positive relation to information asymmetry. The variables
Return on Asset, Prie®-Book value and Analysts Following (RetOA, PBValue and Log_AF
respectively) explainhe size of the firm, and literature expects the size of the firm to have
negative effect on information asymmet{gmbong and Hosseini, 2018; Richardson, 2000)

The reason behind this negative relationship is that tlgebgized firms attract more followers
(including all stakeholders), which generates public information for all analysts to produce
consensus forecast with low dispersion. We include LOSS to control for the firms with losses
because they are more likelygngage in the earnings management activiBesgstahler and
Dichev, 1997)One of the two incentives to manage earnings is to avoid debt covenant violation
(Richardson, 2000) 7 KHUHIRUH ZH LQFOXGH WKH /HYHUDJH /(9 WR
risk. Firms engage less with earnings management when they are audited by big four firms, thus
we expect Audit Quality (AQ) to have ndgy® sign with information asymmetr{Clinch,

Stokes, and Zhu, 2012)

40



Chapter 1: Earnings Announcement, Information Asymmetry And Earnings Management

The tablel.2 defines and explains the variables involved in our empirical analyses.

Table1.2: Variable Definition

Variable Code Definition

Data Source Extraction

Panel A: Accruals Models

TA Total Accruals calculated by th

change in noftash current asse!
in currel
liabilities excluding the cuent
portion of longterm debt, minus

minus the change

depreciation and amortization
A Total Assets
"6-"5(&
Receivables at year T

PPE Gross value of Property Plant ai
Equipment

IBE Income before Extra Items

"5(9"5(& Change in Revenue minus chan

in Receivables at year T

Change in Sales minus change

Derived 7%
"&DVK " eDBA)

&SI

Factset Database

Derived "6-"5(& 6 D O shlesWt
1)) - (Reqt) - Rec (t1))

Factset Database

Factset Database

Derived "5(9"5(&  5HRaW(t

1)) - (Rec(t)- Rec (1))

1RWH $00O0 YDULDEOHY DUH VFDOHG E\ ODJJHG WRWDO DVVH!

Panel B: Real Earnings Management Models

CFO Cash flow from Operations Factset Database
S Total Sales Factset Database
"6 W Change in Sales atyear T Derived "6 6DOIBMedNtl)
Prod_Cost Production Cost calculated k Derived BURGB&RVW &2*6
adding change in Inventory to tt
Cost of Goods Sold
"6 -y Change in Sales at yearIT Derived "6 6DAaHSalds {2)
DisExp Discretionary Epenses Derived Disexp = R&D + SG&A + ADV

calculated by adding thre

expenses: Research
Development, Advertising an
Selling, General anc

Administrative Expenses

Note: All variables are scaled by lagged total assets

Panel C: Information Asymmetry Models

Pre_Dispersion
'"HYLDWLRQ RI
before
announced.

Post_Dispersion

after reported
announced.

earnings

Pre_Range
between highest and
earnings are announced.

Post_Range
between highest and
DQDO\WWVY
earnings are announced.

Absolute values of the Standa
DQD
reported earnings a

Absolute values of the Standa
Deviation of analyWVv{ IR

Absolute values of the differenc
lowe
DQDO\WWWVYT IRUHFD

Absolute values of the differenc
lowe
IRUHFD

Factset Database Pre_Dispersion = |exante_SD
Share pricg|

Factset Database Pre_Dispersion = |expost_SD
Share pricg|

Derived Pre_Range = |exante_highest

exante_lowest / Share prigg

Derived Post_Range = |expost_highes

expost_lowest / Shapmicea.q|
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Variable Code Definition Data Source Extraction

Pre_IA Predisclosure Informatior Derived Pre_ IA = Pre_Dispersion
Asymmetry =  Predisclosur Pre_Range
Dispersion and Range

Post_IA Postdisclosure Informatiol Derived Post IA = Post_Dispersior
Asymmetry = Postdisclosur Post_Range
Dispersion and Range

Abs_Kothari Absolute values of  the Derived Abs_Kothari = |Residuals|
discretionary  accruals  fror
Kothari Model

Abs_Dechow Absolute values of  the Derived Abs_Dechow = |Residuals|
discretionary  accruals  fror
Dechow Model

Abs_CFO Absolute values of the Derived Abs_CFO = |Residuals|
abnormalities from CFO Model ¢
Roychowdhury

Abs_Prod Absolute values  of  the Derived Abs_Prod = |Residuals|
abnormalities from Productiol
Cost Model of Roychowdhury

Abs_Disexp Absolute values of  the Derived Abs_Disexp = |Residuals|
abnormalities fron Discretionary
Expense Model of Roychowdhur

EM Earnings Managemer Derived EM = Abs_Kothari,
Component =  Discretionar Abs_Dechow,
Accruals calculated by Residu Abs_CFO,
Values in Kothari and Dechov Abs_Prod and Abs_Dise»
Models and Abnormalities ir
Rowchowdhury Models of Cas
Flow from Operations,
Production Costs ani
Discretionary Expenses

GW Goodwill Impairment Factset Database

oLC Operating Lease Commitmisn  Factset Database

RetOA Return on Assets calculated = Derived RetOA = NIBE / Total Assets
Net Income before Extras scale
by Total Assets

LOSS LOSS is the dummy variabl Derived LOSS = 1 for negatives earning
based on earnings LOSS = 0 otherwise (sitive

earnings),

PBVALUE Price to Book Value Factset Database

LEV Leverage is ratio of Long Terr Derived LEV = LTD/Total Assets
Debt to Total Assets

Log_AF Log of Number of Analysts Factset Database Log_AF = log(AF)
Following the firms

AQ Audit Qualty is the dummy Derived AQ = 1 for Big Four Firms,
variable based on the Big Foi AQ = 0 otherwise
Audit Firms

Note:

1. 6WDQGDUG 'HYLDWLRQ RI $QDO\WVWVYT J)RUHFDVWYV EHIRU
our study) have been collf&¢ HG D W
after reported earnings (referred as Post_Dispersion in our study) have been collected at 1¢
after the reported earnings.

2. All variables except Return on Assets, Loss, PricedwokB/alue, Leverage, Analyst Following a
Audit Quality; are scaled by the Number of Shares and Share Price at the start of the year.

GD\V SULRU WR ZKLOH 6WDQ(
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4.2.2Endogeneity Bias

One of the reasons endogeneity bias may occur is when there is a possibility of interdependence
of dependent and independent variables. When there is reciprocity effect between interested
and explanatory variables. In these occasions, ordinary least square (OLS) regressions generate
biased or inconsistent results. Following the discussion above and $italpgg®f endogeneity

bias in the relationship between information asymmetry and earnings management, our
empirical analysis is twold. Since we are also using the postdisclosure information
asymmetry and its sparse literature does not provide enaiggnee of any endogeneity bias

with earnings management. HowevRichardson (2000)ses twestage least square (2SLS)
predisclosure information asymmetry, but we folldmbong and Hosseini (2018br
generalized method of moments (GMM) application and include the lagged values of earnings
management and information asymmetry as the instrument variables. Hence, we use the OLS
regresions for our primary tests and then apply dynamic GMM to reduce any effects of
endogeneity caused by thedirection or reciprocity between the earnings management and

information asymmetry.

5 Descriptive Statistics and Correlation

5.1 Descriptive Statistics

The tablel.3 presents the summary of statistics for the variables used in our empirical study.
Following Atiase and Bamber (1994)ve use the two proxies of dispersion and range to
PHDVXUH WKH GLYHUJHQFH LQ DQDO\WWVY IRUHFDVWYV ZKL
Panel A of tablel.3 shows our interested variables (prae)ief two information asymmetries

(i.e. Predisclosure and Postdisclosure). Predisclosure information asymmetry includes the

Pre_Dispersion and Pre_Range, while postdisclosure includes the Post Dispersion and
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Post_Range. We use the two measures of infoomasymmetry from each side of the earnings
DQQRXQFHPHQW 'LVSHUVLRQ L H VWDQGDUG GHYLDWLRQ
analysis variable and range, i.e. the difference of the most optimist and the most pessimist
DQDO\VWYV {r tirlsehBiby\Vanalysls. We use the absolute values of our interested
variables to measure the magnitude of the information asymmetry because we do not concern
for the direction or the optimistic or pessimistic behavior of the analysts. The mean (median
values of the Pre_Dispersion are 0.0029 (0.0010) significantly higher than the values of the
Post_Dispersion 0.0022 (0.0004), while similar results are observed with Pre_Range and
Post_Range values. We see higher Pre_Range values than Post_Rangesnmeepbn, of

higher predisclosure information asymmetry proxies than the postdisclosure information
asymmetry proxies, suggests that the earnings announcement does actually provide

informational value and reduces the information asymmetry.

Panel B of theablel.3 reports the statistics for five separate Earnings Management components
(EM) where the mean and median values in Discretionary Accrual Models are lower than Real
Earnings Models. Since, these are absolute values and show the magnitude of tigs earni

management and these roegative values suggest that managers use real earnings techniques

more than the accrual techniques in order to manage earnings.

Panel C of the tabl&.3 presents the list of control variables, which we commonly found in the
relevant literature. Including these is the Goodwill Impairment (GWI) which affects reported
incomes with capitalized amour(tsothari et al., 2005)The interesting point to notice here is
that all the control variables are positive and right skewed. Most values of GWI, OLC, LOSS
and LEV lie within fourth quartile. AQeflects 91.56% of the sample firms in our study with
big four audit firms as their external auditors. Log_AF is the proxy for firm size; it represents

the number of analysts following a firm. The bigger firms will attract more followers.
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Table1.3: Descriptive Statistics
n=6,669 Mean Std. Dev. Median Min Max Quartile 1 Quartile 3
Panel A: Standard Deviation and Range
Pre_Dispersion 0.0029 0.0067 0.001 0.0000 0.0785 0.0004 0.0027
Post_Dispersion 0.0022  0.0072 0.0004 0.0000 0.0906 0.0001 0.0015

Pre_Range 0.0074 0.0154 0.0028 0.0000 0.1578 0.0011 0.0074
Post_Range 0.0059 0.0168 0.0014 0.0000 0.1914 0.0004 0.0048
Panel B: Earnings Management Component (EM)

Abs_Kothari 0.0437 0.0538 0.0256 0.0000 0.3354 0.0107 0.0541
Abs_Dedtow 0.0438 0.0540 0.0255 0.0000 0.3402 0.0107 0.0544
Abs_CFO 0.0621 0.0710 0.0401 0.0000 0.4626 0.0188 0.0755
Abs_Prod 0.1349 0.1842 0.0721 0.0000 1.0415 0.0313 0.1502
Abs_Disexp 0.1065 0.1403 0.0573 0.0000 0.7866 0.0234 0.1276
Panel C:Control Variables

GWI 0.0069 0.0371 0.0000 0.0000 0.3413 0.0000 0.0000
oLC 0.0443 0.1179 0.0082 0.0000 1.1471 0.0026 0.027
RetOA 0.0371 0.1137 0.0516 -0.9381 0.2784 0.0186 0.0862
LOSS 0.1705 0.3761 0.0000 0.0000 1.0000 0.0000 0.0000
PBValue 4.8989  7.1749 2.8934 0.0190 55.0065 1.5926 5.2101
LEV 0.2248 0.1700 0.2127 0.0000 0.9421 0.0925 0.3264
Log_AF 1.0583 0.2722 1.0792 0.4771 1.5185 0.8451 1.2788
AQ 0.9156 0.2780 1.0000 0.0000 1.0000 1.0000 1.0000

Please refer tablé.2 for variable definitions.

5.2 Correlation Mat rix

Table 1.4 shows the correlation among the various variables used within our analyses. The
purpose is to identify the correlation of the explanatory variables; we expect lower to moderate

correlation as high correlation may suggest biased and unrakesiis.

Since we do not use all Earnings Management components [Discretionary Accruals
(Abs_Kothari and Abs_Dechow) and Real Earnings Management (Abs_CFO, Abs_Prod and
Abs_Disexp)] simultaneously, their inteorrelation is not to be taken into considena (i.e.

Discretionary Accruals and Real earnings management are highly and significantly correlated).
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Table1.4: Correlation Matrix

Pairwise Pearson Correlation

n =6,669 Abs_Kothari Abs Dechow Abs CFO Abs_Prod Abs Diexp GWI OLC RetOA LOSS PBValue LEV Log AF AQ
Abs_Kothari 1

Abs_Dechow 0.991*** 1

Abs_CFO 0.377*** 0.377*** 1

Abs_Prod 0.341%** 0.343*** 0.476*** 1

Abs_Disexp 0.316*** 0.314*** 0.347*** 0.756*** 1

GWI 0.108*** 0.112%** 0.0777** 0.0873*** 0.0953*** 1

oLC 0.168*** 0.169*** 0.230*** 0.345%** 0.357*** 0.0777** 1

RetOA -0.210%**  -0.212%** -0.157**  -0.0394*** -0.0917** -0.387** -0.0341*** 1

LOSS 0.223*** 0.227*** 0.166*** 0.0475** 0.0654*** 0.349***  0.0621*** -0.656** 1

PBValue -0.0932*** -0.0933*** -0.109*** -0.0687*** -0.0490*** -0.0426*** -0.0570*** 0.0834*** -0.0507*** 1

LEV 0.128*** 0.132*** 0.162**  0.0985*** 0.0505*** 0.0674** 0.0564*** -0.129*** 0.0964** 0.0314** 1

Log_AF -0.137*%*  -0.139*** -0.0778*** -0.111** -0.135*** -0.0636*** -0.0497** 0.166** -0.135** 0.128*** 0.0179 1

AQ -0.0120 -0.0115 0.0184 0.0235* 0.0190 0.0152 0.0191 0.0766*** -0.0660*** 0.0752*** 0.127** (0.219*** 1

1. *p<0.10, ** p<0.05, *** p<0.01
2. This correlation matrix gives the information about the correlation among the independent variables.
3. Please refer table 1.2 for variable definitions.
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We observe, as expected, that GWI and OLC parstively correlated with Abs_Kothari
(0.108*** and 0.168*** respectively and with Abs_Dechow 0(112*** and 0.169***
respectively. LOSS has higher negative correlation with RetOA, which is expected as they
reflect the opposite nature of the performance of a firm. All other variables, except AQ, show
significant levels and they are not highly correlated with each other that determines that the
predictors used in our models do not show multicollinearity problem that can lead us to believe
that our regressions will show robust results. Even though A@rskveak significance but
shows correct signs i.e. the negative sign as expected with EM proxies along with Log_AF. For
further robustness check of the bivariate wtemrelation or multicollinearity, we use Variable
inflation factor (VIF) techniqu€ for each of our models and the results are similar and show
no sign of significant multicollinearity among the explanatory variables to question the

reliability of the model.

6 Results and Discussions

Our hypotheses focus on the empirical analysis to idertdyefffects of the magnitude of
earnings management on the magnitudes of information asymmetry (pre and postdisclosure).
Unlike (Richardson, 200Q0where he argues that when there is high information asymmetry,

there is low level ofmonitoring from market participants and this gives rise to the earnings
management during the equity offering season. On the other hand, this study claims that the
LQIRUPDWLRQ DV\PPHWU\ H[LVWV EHFDXVH RI WKH ILUPVY
regective targets, where private information with different level of precision among the market
participants contributes to it. Furthermore, our research provides evidence that the earnings

management does contribute to postdisclosure information asymmatryedrnings

19 Results from Variation Inflation Factor show maximum valué.ep.
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announcement provides enough informational value and does indeed reduce the information

asymmetry.

Our empirical analyses include two approaches to achieve the robust results, Univariate testing

and Multivariate (Ordinary Least Square and Gahdiethod of Moments) regression methods.

6.1 Univariate Results

The first set of empirical analyses is théest and Wilcoxon test on the two proxies of
LQIRUPDWLRQ DV\PPHWU\ )RU ILUVW SUR[\ RI LQIRUPDWLR¢
t-test and Wcoxon test on the Pre_Dispersion and Post_Dispersion series. We replicate the
VDPH WHVWVY RQ WKH VHFRQG SUR[\ RI WKH LQIRUPDWLRQ
and Post_Range under the robustness check or sensitivity analyses. The purpogdhaaesin

tests is to make sure that these two series of dispersions and ranges are not equal and that there
are significant differences between the two series of each proxy. Since these series do not have
normal distribution, which is evident from signifidadifference between the mean and median
values in tablel.3, parametric-test is useful when comparison is between two independent
groups. Statistically, when the two series have normal distributioalues from non
parametric Wilcoxon tests infer bet results. We expect the predisclosure information
asymmetry to be higher than the postdisclosure information asymmetry because we assume that
the information that earnings announcement provides to the financial analysts shall reduce

information asymmey.

Table 15 includes the results from both univariate tests for both proxies of information
asymmetry. Panel A of table5 shows the results fromtésts that the difference between the
means of Pre_Dispersion and Post_Dispersion is 0.0007 and is #tdesk% significance

level. The two series from other proxy of Range return the similar results with difference of
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0.0015 at less than 1% significance level. The highaiues show greater difference between

the two series.

Table1.5: Univariate Tests
Panel A: T Tests

n= 6,669 Difference t-value
Pre_DispersiortPost_Dispersion 0.0007 8.8206***
Pre_RangetPost Range 0.0015 7.5327***
Panel B: Wilcoxon Tests

n= 6,669 Difference z-value
Pre_DispersiorntPost Dispersion 0.0006 35.009***
Pre_RangetPost Range 0.0014 27.414***

1. p<0.10, ** p<0.05, *** p<0.01
2. Please refer table 1.2 for variable definitions.

Panel B of tabld.5 shows the results from Wilcoxon tests. This test measures the difference of
medians between the two series. We have positive differences with both proxies (0.0006 and
00.14) at very high-zalues (35.009 and 27.414) giving test results at less than 1% significance
level. The results from table.5 suggest that predisclosure informat asymmetry
(Pre_Dispersion and Pre_Range) is higher than postdisclosure information asymmetry
(Post_Dispersion and Post_Range), which satisfies ot?r Biir statistical results from initial
univariate data analysis support our hypothesis H1. It sughesthe earnings announcement
helps alleviating the information asymmetry that is significantly lower postdisclosure than
predisclosure. It means that even after the firms have managed earnings, but quality of financial
reports still provide enough inforational value to the financial analysts and they are able to

generate a convergent consensus.

20The results were not any different when using Coefficient of Variation (CV) of foreGagt<V is the ratio of
standard deviation of forecasts and the mean of the series.
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6.2 Multivariate Regression Results

As discussed earlier, our multivariate analyses is-fokab and since there is not enough
evidences in the literature for endogpity bias for the postdisclosure information asymmetry
and EM, our primary tests comprise of OLS regressions and secondary test includes GMM
technique of EM on the predisclosure and postdisclosure information asymmetry. Following
the approach used batiase and Bamber (1994)f using two proxies for information
asymmetry, we haveispersion and range for each side of the earnings announcement. We use

range for robustness check.

In the second set of empirical data analyses, the first issue is to measure the earnings
management (EM) component from two different earnings manageraembiques i.e.
Accruals Management and Real Earnings Management. This is not the comparative study on
the earnings management techniques but uses both techniques in data analyses. We use the
crosssectional approach to measure the EM for each firm iratiime 2digit SIC industry code

each year of the sample sizeBy using the equations 1 through 5 as in section 4.2.1 under
Model Specification, we calculate the five separate EM proxies and use them as our predictors

in equation 6 and 7.

For hypothesis H2which states that the EM has positive relationship and induces the
information asymmetry, the table6 shows the results from OLS regressions on equations 6
and 7 on the first proxy of information asymmetry (i.e. Dispersion) from each EM component.
The results from each EM component is significant and show positive relationship with

predisclosure dispersion as well as postdisclosure disp&tsidtis positive relationship is

21 Dechow et al. (1995)ise the time series approach to measure the accruals but we apply treectioss
approach as done hothari et al., 2005)0 all our EM calculations including real earnings management
(Roychowdhury, 2006fpr coherency.

22 The results were not any different with use of EM calculated as time series (Tablds2B.16 apendix).
Richardson (200Qlso uses the similar analysis of using EM with both approaches.
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consistent with our hypothesis 2, which says that the magnitude of earnings maniacguses

the information asymmetry. Since our study does not research for any directional earnings
management, on the contrary we focus on the magnitude of earnings management, thus we use
the absolute values of our interested variables. We also tlmgicthe relationship of each EM
component with Pre_Dispersion is higher in magnitude than the relationship with
Post_Dispersion. We also control our equations with number of relevant variables from the
literature. We expect positive relationship of GWHaDLC with Dispersion because of their
nature. We expect the relationship of these variables with postdisclosure information
asymmetry to be lower than predisclosure information asymmetry that is, interestingly, only
consistent in case of OLC but not wiBWI. The variables (RetOA, PBValue and Log_AF)
explain the size of the firm, and literature expects the size of the firm to have negative effect on
information asymmetry and our results are consistent {Ethbong ad Hosseini, 2018;
Richardson, 2000; Yu, 2008pn the other hand, we expect LOSS to have positive relationship
with information asymmetry. Since LOSS shows positive correlation with EM in1ahld is
expected the firms with losses are more likelgrigage in the earnings management activities
(Burgstahler and Dichev, 199&nd our results are consistent wimbong and Hosseini
(2018) In their study, they predict forecast accuracy and show negative relation, while in our
study, we use information asymmetry and these two variables are contrasting in nature.
Relevant lierature also gives evidence of positive sign of LEV and is consistent with
Richardson (2000Firms engage less with earnings management when they are audited by big
four firms, thus we expect AQ to have negative sigh information asymmetry and our results

are consistent witRlinch et al. (2012)
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Table 1.6: Multivariate Pooled OLS regession for Dispersion

Accrual Models

Variables Real Earnings Models

Pre D Post D Pre D Post D Pre D Post D Pre D Post D Pre D Post D
Abs_Kothari 0.026*** 0.016***
Abs_Dechow 0.026*** 0.017***
Abs_CFO 0.022%** 0.015***
Abs_Prod 0.006*** 0.003***
Abs_Disexp 0.005*** 0.002
GWI (+) 0.006  0.027*** 0.006  0.027*** 0.007  0.028*** 0.005  0.027*** 0.006 0.027***
OLC (+) 0.003** 0.002 0.003** 0.002 0.002 0.001 0.002 0.001 0.003 0.002
RetOA (-) -0.011*** -0.007**  -0.011** -0.007**| -0.011*** -0.007**  -0.012***  -0.008***  -0.011*** -0.007***
LOSS (+) 0.002*** 0.001** 0.002*** 0.001** 0.002*** 0.001*** 0.002*** 0.002*** 0.002*** 0.002***
PBValue () -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.000* -0.000 -0.000** -0.000
LEV (+) 0.002** 0.002* 0.002** 0.002* 0.002* 0.001 0.002** 0.002** 0.003*** 0.002**
Log AF (-) -0.002***  -0.002***  -0.002***  -0.002***| -0.002***  -0.002***  -0.002***  -0.002***  -0.002*** -0.002***
AQ () -0.000 -0.000 -0.000 -0.000 -0.001 -0.000 -0.001 -0.000 -0.001 -0.000
Constant (?) 0.004*** 0.003*** 0.004*** 0.003*** 0.004*** 0.003*** 0.004*** 0.003*** 0.004*** 0.004***
Observations 6,669 6.669 6.669 6.669 6.669 6.669 6,669 6,669 6,669 6,669
R? 18.12% 11.27% 18.39% 11.43% 19.13% 11.99% 16.46% 10.52% 15.50% 10.12%
Adjusted R? 18.01% 11.15% 18.28% 11.31% 19.02% 11.87% 16.35% 10.40% 15.38% 10.00%
Note:

1. *** p<0.01, ** p<0.05, * p<0.10

2. Pre_D is the abbreviation for Pre_Dispersion and Post_D is for Post_Dispersion.

3. Please refer tablé.2 for variable ddghitions.
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The results have consistently shown the positive relationship across each EM component under
accrual and real earnings management with dispersion. We observe the higher relationship of
accrual earnings management with information asymmetny téal earnings management,

this might suggest that the private information that financial analysts are able to acquire
compensate the effects of real earnings management more than the effects of accrual
management. Furthermore, these results also eyiideence and support our hypothesis H1,
showing the decreasing nature of relationship in magnitude of EM with information asymmetry
from predisclosure to postdisclosure. It suggests that the information asymmetry decreases from

predisclosure to postdiscla® and since EM is constant, it shows decreasing relationship.

For hypothesis H3, which states that the earnings announcement provides enough informational
value and decreases the relationship between earnings management and information
asymmetry. Finanal reporting quality is defined differently within extant literature by
unbiased application of standards, investor protection, audit quality, reporting incentives and
earnings managemerDéhaan et al. (2013and seeleanjean (2012pr further references
therein). Higher arnings management is synonymous to low quality of earrflrms2008)

The results from tablek5 to 1.6 suggest that the earnings management exists and henceforth
the lower earnings quality, but what we also find from these tables is thatighiesger
information asymmetry (lower Post_Dispersion) after the firms report their earnings i.e.
earnings announcement. Therefore, we find the lower relationship of EM with Post_Dispersion
in comparison to EM with Pre_Dispersion. This lower postdisclostfioemation asymmetry

and lower level of relationship with EM suggest that regardless of lower earnings quality,
earnings announcement still produces informational value to financial analysts and they are

able to converge on a consensus in their postdisot analysis of performance of the firms
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and have lower dispersion and variafforExplanatory power of the regression equations is

consistent throughout our analyses, by an adjusteanging from 10.00% to 19.02%.

From the inferences, univariate amaltivariate results (tabéel.5 throughl.6), we posit that
the earnings announcement does indeed provide the informational value to the financial

analysts and information asymmetry decreases from predisclosure to postdisclosure.

6.3 Tests of Endogeneity

Asdiscussed earlier, our secondary tests include GMM technique in order to reduce endogenous
effect that is any bdirectional causality or recipragi effect between dependent and
independent variablesAtiase and Bamber (1994XVHV WKH )URR&gvre as
additional testo assess the potential cross sectional correlation and serial dependence, while
Richardson (2000)ses the simultaneous equations i.e. thedtage least squares (2SLS).
Following (Embong and Hosseini, 2018ye apply the dynamic system GMM estimator

technique proposed Blundell and Bond (1998)

In the extant literature, researchers have used different techniques, as discussed above, to solve
the endogeneity issue of reciprocity and simultaneity that leads to consistent and unbiased
analysis estimates (sé@mbong and Hosseini, 2018)d more references therein). They argue

the underlying assumption of the OLS regression is theermmtence of the hilirectional
causality or reciprocity between the dependent and explanatoryblesridf there is an
endogeneity issue, OLS regressions produce biased and inconsistent results. However,

Leszczenskynd Wolbring (20193uggest the use of fixed effect in OLS regressions to reduce

BZ&RHIILFLHQW RI 9DULDWLRQ &9 PHDQV WKH YDULDWLRQ DPRQJ WKH I
to dispersiorand we find similar results under both cregstion and time series approaches of EM Calculation.
Gu and Wu (2003gxplain the two can be correlated but provide different measurbe ohtertainty.
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unobservable heterogeneity efféctFixed effect models also have limitations, for example
returning the biased coefficients, type Il errors, erroneous causal inferencaseasnrement

among othergHill, Davis, Roos, and French, 2020)

By using the panel dynamic GMM, we overcome these @elous issues and it provides better

and efficient results. It helps in solving the issues like heteroscedasticity, autocorrelation, fixed
effects and not strictly exogenous independent varigllesdman, 2009)Roodman (2009)

gives the assumptions under which GMM is designed and works best, including the use of
internal instruments based on their lagged values and does not assume the necessity to include
external instruments, though the modebat the inclusion. In this study, we use the system
GMM because of its acceptability of unbalanced panel dataset whereas difference GMM has

some weaknesses in this regard.

For the purpose of system GMM estimations, we design two equations 8 and 9 tbfoontro
the serial correlation, which are the modified versions of equations 6 and 7 with the addition of
lagged Pre_IA, lagged EM for equation 6 and Post_IA, and lagged EM for equation 7.

[I"eanmk L gErg|"<umpy E*gXY.90?Etpdy.s E'yS fUPEp{X0.7E 1> <S{m?E

LaX{ee.PE14AN, 1 ?E 14X Q7B tggX e ML PE Ty oM h g Vg (8)

[le™&nkL*HE Y|« ™&Iney E*0XY.90?E 5y .s ETY>S f WPE T 5 x0.47E

> <S{mPE i X {0 ?ET AN, O ZE T PE Pygxe i ZE yom b Vi (9)
Where i represents firm and t years

Tablel1.7 shows the results from system GM&thnique for Dispersion proxy of information

asymmetry and the earnings management component. The inferences from th& aiiéer

the positive relationship between EM of first lag and dispersion, while we also observe the

positive relationship of agHG GLVSHUVLRQ RQ WKH FXUUHQW \HDUY

24We run the OLS regressions with fixed effects on equation 6 and 7 with both proxies of information asymmetry
and each EM component, and the results are similar. Please refer tables 1.10, 1.11 and 1.14 in appendix.

55



Chapter 1: Earnings Announcement, Information Asymmetry And Earnings Management

problematic of this study is to assess the informational value of the earnings announcement that
should reduce the information asymmetry, which is evident from the results ofi.fapthe

relaionship of EM with dispersion decreases after the earnings announceraent
postdisclosure information asymmetry or Post_Dispefsiowe also observe consistent
QHIJDWLYH UHODWLRQVKLS RI (0O RI ILUVW ODJ ZLWK FXUUH
explain phenomenon that analysts learn by doing and they get better in making accurate
IRUHFDVWY DQG KDYH PRUH LQIRUPDWLRQ EDVHG RQ WKHLL

financial reportgMikhail, Walther, and Willis, 1997)

Similarly as in Pooled OLS regressions, we have specified the expected signs from our control
variables; overall, these results generate the desiredsteSizie proxies (PBValue, RetOA and
Log_AF) have negative coefficients, which is consistent \ii@imbong and Hosseini, 2018;
Richardson, 2000; Yu, 2008Fhen et al. (2015find the positive relationship of GWI with
forecasts errors, and we expect the similar results because of the direct nature of forecast errors
with information asymmetry. We expect and observe LEV to lp@aitive sign similarly as
Richardson (2000)rnd is inconsistent wittAbarbanell and Lehavy, 2008ho argue that high
leveraged firms are less likely to engage in earnings management activities. Given existing
literature, we expect AQ to have negative relationship with information asymmetry purely
because of its nature. The firms, audited by big fadit firms, should present high quality
financial reports and in turn, these reports should provide better informational value to the

financial analysts.

25 We use Coefficient of/ariation (CV) as our alternate proxy to dispersion for information asymmetry and we
find consistent results with real earnings management but not with accruals earnings management.
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Table1.7: GMM Model - Dispersion

Accrual Models

Real Earnings Models

Variables Pre D Post D Pre D Post D Pre D Post D Pre D Post D Pre D Post D
L.Pre D 0.129%** 0.131%* 0.132%%* 0.133*** 0.130%**

L.Post_D 0.146%* 0.149% 0.110%** 0.165*** 0.132%*
Abs_Kothari 0.053%** 0.012*

L.Abs_Kothari -0.006** -0.001

Abs_Dechow 0.053%** 0.013*

L.Abs_Dechow -0.007*+ -0.0001

Abs_CFO 0.023**  (.013***

L.Abs_CFO 0.002 -0.002

Abs_Prod 0.014**  0.005*

L.Abs_Prod -0.003* -0.001

Abs_Disexp 0.021%*  (0.008**
L.Abs_Disexp -0.007** -0.0004
GWI (+) 0.005 0.019%* 0.006 0.019**|  0.006**  0.025*** 0.001  0.018* 0.006  0.021%*
OLC (+) 0.001 0.002 0.001 0.002 0.001 0.001 -0.002 -0.000 -0.003 -0.001
RetOA () -0.007**  -0.005** -0.007**  -0.00** | -0.007*** -0.003* -0.008**  -0.004**  -0.006*** -0.002
LOSS (+) 0.000 0.001 0.000 0.000 0.001**  0.001**  0.002**  0.001**  0.002**  0.001**
PBValue () -0.000 -0.000 -0.000 -0.000 -0.000  -0.000* -0.000 0.000  -0.000%  -0.000%*
LEV (+) 0.001 0.001* 0.001 0.001 0.000 0.001* 0.000 0.001* 0.001  0.002%**
Log_AF (-) 0.001**  -0.001**  -0.001*  -0.001**| -0.001*** -0.001***  -0.001**  -0.001** 0.001  -0.001*
AQ () -0.000 -0.000 -0.000 -0.000 -0.001 0.000  -0.001* -0.000 -0.001 -0.000
Constant (?) 0.001*  0.002%* 0.001*  0.001**| 0.003**  0.002%*  0.002**  0.001**  0.002*** 0.001*
Observations 5,613 5,613 5,617 5,617 5,788 5,788 5,781 5,781 5,790 5,790
AR(L) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.143 0.369 0.138 0.377 0.451 0.182 0.510 0.236 0.590 0.163
Hansen test 0.196 0.320 0.218 0.223 0.153 0.465 0.181 0.158 0.0940 0.421
Difference-in- 0.257 0.117 0.341 0.147 0.649 0.721 0.235 0.259 0.071 0.929
Hansen tests

Note:

1. **p<0.01, ** p<0.05, * p<0.10
2. Pre_D is the abbreviatiorof Pre_Dispersion and Post_D is for Post_Dispersion.
3. Please refer tablé.2 for variable definitions.
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Since there are few requirements to satisfy in order to use the dynamic system GMM model
correctly, including no serial correlation of first order esrand higher order serial correlation

and difference in Hansen tests of exogen@yodman, 2009)Our results have consistently
UHMHFWHG WKH QXOO K\SRWKHVLV RI QR VHULPWUERUUHOL
of 0.000 across all the model specifications, which leads to AR(2) i.e. higher order serial
correlation. Thep-value of AR(2) is more than 5% showing no high order serial correlation

issue. We also fing-values of more than 5% for Hansen and difference in HQf6® -RYHU
identification tests, which indicate that the instruments used in the models are exogenous and

generate reliable estimates.

6.4 Robustness Check or Sensitivity Analyses

Table 1.8 shows results from pooled OLS regressions on equations 6 and 7 wstbctirel

proxy of information asymmetry i.e. range as the robustness check. As results observed from
the regressions on dispersion from tah& we have similar evidences. The magnitude of EM
hashigher relationship with Pre_Range than Post_R&nb¢e obgrve the expected signs of

all control variables except Log_AF, which is only consistent with expected signs in the

Post_Range regressions with real earnings management.

Tablel.9 gives resultfrom system GMM technique on equations 8 and $Hersecongroxy
of information asymmetry i.e. Range. The results have again been consistent with our results in
Tablel.7. Similarly, the relationship of EM is higher with Pre_Range than with Post_Range,

showing earnings announcement reduces the information asyyremetthese results support

26\We also test the EM, calculated with the time series approach, taatefilie results and we find out the results
do not differ from the results of EM in tables 1.®, calculated with crossection approach.
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our H1 and consistent with means of information asymmetries from predisclosure to

postdisclosure as shown in tahil8.

We carry out the additional tests by applying the similar technique Rglwdirdson (2000
calculate EM with time series approach. For the purpose of coherency, we measure each EM
component with time series regressions, and the results (appendix) correspond to our primary

approach of measuring the EM with cross sectimustrywise regressions.

7 Conclusion and Discussion

The purpose of this study is to investigate the relationship between earnings management and
the information asymmetry with US eviden&dchardson (2000argues thiathe relationship

exists between earnings management and information asymmetry in a way that when there is
high level of information asymmetry, it reduces the access to information and consequently
financial analysts are unable to monitor the firms. Téasls to the firms practicing the earnings
management. Whil&tiase and Bambg1994)argues that information asymmetry exists due

to the existence of public and private predisclosure information. The financial analysts with
high degree of precision in acquiring private predisclosure information will have better insights
astofirmVY SHUIRUPDQFHYV bmakeg\Wwridddsés. Gut Btudy lcBn@ibutes to the
existing literature in using the predisclosure information asymmetry along with postdisclosure
information asymmetry. We observe that researchers put very little emphasilse on
postdisclosure information asymmetry. Follow{#giase and Bamber, 1994¥ye test theffect

of the magnitude of the earnings management on the information asymmetries from either side
of the earnings announcement. Our extensive empirical analyses include the use of Pooled OLS
and system GMM modelling to counter the reciprocity, heterogersd endogeneity

problems.
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Table 1.8: Multivariate Pooled OLS regression for Range

Variables

Accrual Models

Real Earnings Models

Pre R Post R Pre R Post R Pre R Post R Pre R Post R Pre R Post R
Abs_Kothari 0.062*** 0.043***
Abs_Dechow 0.063*** 0.044***
Abs_CFO 0.057*** 0.039***
Abs_Prod 0.014*** 0.008***
Abs_Disexp 0.012*** 0.004
GWI (+) 0.011  0.059*** 0.011  0.059*** 0.013  0.060*** 0.008  0.057*** 0.010  0.058***
OLC (+) 0.0** 0.004 0.009** 0.004 0.006 0.001 0.006 0.003 0.008* 0.005
RetOA (-) -0.023*** -0.013**  -0.023*** -0.013**| -0.024*** -0.013**  -0.026***  -0.015***  -0.025*** -0.014**
LOSS (+) 0.005*** 0.004*** 0.005*** 0.004*** 0.005*** 0.004*** 0.006*** 0.005*** 0.006** 0.005***
PBValue () -0.000*** -0.000*  -0.000*** -0.000* -0.000** -0.000 -0.000*** -0.000**  -0.000*** -0.000**
LEV (+) 0.005** 0.005** 0.005** 0.005** 0.003* 0.004** 0.006*** 0.006*** 0.006*** 0.006***
Log AF (-) 0.002** 0.000 0.002** 0.000 0.001* -0.000 0.002* -0.000 0.001* -0.000
AQ (-) -0.001 -0.000 -0.001 -0.000 -0.001 -0.001 -0.001 -0.000 -0.001 -0.000
Constant (?) 0.002* 0.003* 0.002* 0.003 0.003** 0.003*  0.004*** 0.004** 0.004*** 0.004***
Observations 6,669 6,669 6,669 6,669 6,669 6,669 6,60 6,669 6,669 6,669
R? 17.13% 10.7%% 17.3%% 10.8%% 19.03% 11.50% 15.22% 9.6 14.0%8% 9.1%%
Adjusted R? 17.026 10.5% 17.2%% 10.73%0 18.92% 11.38%% 15.10% 9.50% 13.93% 9.0%%
Note:

1. **p<0.01, ** p<0.05, * p<0.10
2. Pre_Ris the abbreviation for Pre_Range d&wabt_R is for Post_Range
3. Please refer tablé.2 for variable definitions.
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Table1.9: GMM Models tRange

Accrual Models

Real Earnings Models

Variables Pre R Post R Pre R Post R Pre R Post R Pre R Post R Pre R Post R
L.Pre R 0.107*** 0.098** 0.105*** 0.111%* 0.105**

L.Post R 0.180%*** 0.178*** 0.161%** 0.181%** 0.175**
Abs_Kothari 0.147%** 0.036*

L.Abs_Kothari -0.011 -0.001

Abs_Dechow 0.172%* 0.039**

L.Abs_Dechow -0.013 -0.001

Abs_CFO 0.068**  0.044%**

L.Abs_CFO 0.003 -0.003

Abs_Prod 0.026**  0.018***

L.Abs_Prod -0.002 -0.003

Abs_Disexp 0.043*  (0.025%+
L.Abs_Disexp -0.007 -0.004
GWI (+) 0.011  0.049%* 0.008  0.050%* 0.019*  0.054** 0.0004  0.046"* 0.007  0.050**
OLC (+) 0.001 0.004 -0.002 0.003 0.0002 0.0004 -0.003 -0.003 -0.004 -0.004
RetOA (-) -0.018**  -0.009%*  -0.017**  -0.010%*| -0.018%* -0.005 -0.025%*  -0.008**  -0.022%* -0.005
LOSS (+) 0.001 0.002* 0.001 0.00L| 0.003%*  0.003**  0.003**  0.003***  0.004**  0.003%*
PBValue () .0.000*  -0.000*  -0.000+  -0.000*| -0.000**  -0.000** -0.0001**  -0.0001** -0.0001*** -0.0001***
LEV (+) 0.001  0.004** 0.001  0.004* 0.001  0.003* -0.0002 0.003* 0.002 0.004**
Log_AF (-) 0.003*** 0.001  0.004%+ 0.001 0.001* 0.0001  0.002%* 0.001  0.003** 0.001
AQ () .0.0002  -0.0002  -0.0002  -0.0003 -0.002 0.0000  -0.002*  -0.0004 -0.002 -0.0001
Constant (?) -0.003 0.001  -0.004* 0.0003 0.002* 0.0004 0.002* 0.0003 0.001 -0.0004
Observations 5,613 5,613 5,617 5,617 5,788 5,788 5,781 5,781 5,790 5,790
AR(L) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.418 0.391 0.480 0.394 0.781 0.216 0.722 0.221 0.715 0.208
Hansen test 0.373 0.487 0.429 0.403 0.113 0.519 0.0665 0.109 0.119 0.264
Difference-in- 0.107 0.234 0.079 0.229 0.226 0.679 0.234 0.120 0.533 0.966

Hansen tests

Note:

1. ** p<0.01, ** p<0.05, * p<0.10

2. Pre_Ris the abbreviation for Pre_Range and Post_R is for Post_Range.

3. Please refer tablé.2 for variable definitbns.
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We use two separate measures of information asymmetry (standard deviation of forecasts and
Range of forecasts) and five different measures of earnings management (Accruals and Real
Earnings Management) with twiold empirical analyses including Pedl OLS and System

GMM. The results have been very consistent and the evidences show that the earnings
management induce the information asymmetry with the positive relationship. It is also evident

that the predisclosure information asymmetry is higher thanpostdisclosure information
DV\PPHWU\ ZKLFK OHDGV WR WKLUG K\SRWKHVLV RI RXU V
decreases the relationship between information and asymmetry and earnings management and
FRQVHTXHQWO\ UHGXFHYV Dedprdfinis\WarRgg darihgsaddAfibancial
DQDO\WWY EHLQJ DZDUH RI WKH ILUPVY HQJDJHPHQW LQ HD
reports i.e. earnings announcement, provide enough informational value to the financial

analysts to generate forecabfving less dispersion and variation i.e. convergent consensus.

This study contributes to the literature of postdisclosure information asymmetry, but it also has
limitations. The main limitation of this study is the number of observations removed fonee
minimum three financial analysts following the firms. This does not reduce the sample size a
lot but further studies on broader sample size like international firms will greatly help the
inferences. This study includes mostly the firms with big faufitafirms i.e. 91.56%. This is
synonymous to bigger sized firms and this may limit its wider application and acceptability of
generalization. Future studies may help answer these limitations and may open up more

dimensions to the literature.
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Appendix 1

Table1.10: Fixed Effect Panel RegressionDispersion

Accrual Models

Variables Real Earnings Models

Pre D Post D Pre D Post D Pre D Post D Pre D Post D Pre D Post D
Abs_Kothari 0.019*** 0.011***
Abs_Dechow 0.019*** 0.011%**
Abs_CFO 0.021*** 0.014***
Abs_Prod 0.013*** 0.006***
Abs_Disexp 0.014*** 0.005*
GWI (+) 0.009 0.022** 0.009 0.022* 0.009 0.022** 0.007 0.021** 0.009 0.022**
OLC (+) 0.0171%** 0.004 0.011** 0.004| 0.010*** 0.003  0.008*** 0.003 0.008** 0.004
RetOA (-) -0.009***  -0.012***  -0.009***  -0.012***| -0.009***  -0.012**  -0.010***  -0.013***  -0.009*** -0.012%**
LOSS (+) 0.000 0.000 0.000 0.000 0.001 0.000 0.001 0.000 0.001 0.000
PBValue () - - - - - - - - - -
LEV (+) 0.002 -0.003 0.002 -0.003 0.002 -0.002 0.001 -0.003 0.001 -0.003
Log_AF (-) -0.006***  -0.005***  -0.006***  -0.005***| -0.005***  -0.005***  -0.004***  -0.004***  -0.005*** -0.005***
AQ () -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.000
Constant (?) 0.007*** 0.008*** 0.007*** 0.008*** 0.007*** 0.007*** 0.006*** 0.007*** 0.007*** 0.008***
Observations 6,669 6.669 6.669 6.669 6.669 6.669 6,669 6,669 6,669 6,669
R? 10.6% 8.1% 10.5% 8.1% 11.7% 8.5% 13.0% 8.3% 11.1% 7.8%
Adjusted R? 10.4% 8.00% 10.4% 8.02% 11.6% 8.43% 12.9% 8.22% 11.0% 7.71%
Note:

1. **p<0.01, ** p<0.05, * p<0.10
2. Pre_D is the abbreviation for Pre_Dispersion and Post_D is for Post_Dispersion.
3. Please refer tablé&.2 for variable definitions.
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Table1.11: Fixed Effect Panel RegressionRange

Accrual Models

Real Earnings Models

Variables Pre R Post R Pre R Post R Pre R Post R Pre R Post R Pre R Post R
Abs_Kothari 0.047*** 0.032%**

Abs_Dechow 0.045*** 0.031***

Abs_CFO 0.049%** 0.031***

Abs_Prod 0.028*** 0.014***

Abs_Disexp 0.031*** 0.012**
GWI (+) 0.015 0.048** 0.014 0.048** 0.016 0.049** 0.011 0.046** 0.016 0.048**
OLC (+) 0.027*** 0.011  0.027*** 0.011] 0.024*** 0.009  0.022*** 0.009  0.021*** 0.010
RetOA (-) -0.024**  -0.024**  -0.024***  -0.024*** | -0.024***  -0.025***  -0.026***  -0.026***  -0.023*** -0.025***
LOSS (+) 0.001 0.001 0.001 0.001 0.002 0.002 0.002 0.002 0.002 0.002
PBValue () - - - - - - - - - -
LEV (+) 0.002 -0.006 0.002 -0.006 0.003 -0.006 0.002 -0.007 0.002 -0.006
Log_AF (-) -0.008***  -0.009***  -0.008***  -0.009***| -0.007***  -0.009***  -0.006***  -0.008***  -0.007*** -0.009***
AQ () -0.000 -0.001 -0.000 -0.001 -0.001 -0.001 -0.001 -0.001 -0.001 -0.001
Constant (?) 0.013*** 0.016*** 0.013*** 0.016*** 0.011*** 0.015*** 0.009*** 0.014*** 0.0171*** 0.016***
Observations 6,669 6.669 6.669 6.669 6.669 6.669 6,669 6,669 6,669 6,669
R? 10.6% 7.5% 10.4% 7.5% 11.5% 7.6% 12.2% 7.4% 10.6% 6.9%
Adjusted R? 10.5% 7.39% 10.3% 7.38% 11.3% 7.50% 121% 7.31% 10.5% 6.81%

Note:

1. ** p<0.01, ** p<0.05, * p<0.10

2. Pre_Ris the abbreviation for Pre_Range and Post_R is for Post_Range.

3. Please refer tablé.2 for variable definitions.
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Table1.12 Multivariate Pooled OLS regresion for Coefficient of Variation (CV)

Accrual Models

Real Earnings Models

Variables EACV EPCV EACV EPCV EACV EPCV EACV EPCV EACV EPCV
Abs_Kothari 0.055"*  0.025%*

Abs_Dechow 0.056%**  0.024%%

Abs_CFO 0.049%*  0.016%**

Abs_Prod 0.011%* 0.003

Abs_Disexp 0.011* 0.001
GWI (+) 0014 0.041* 20015 0.041* 0.013 _ 0.041* 20017 _ 0.040% -0.016 0.041**
OLC (+) 0.019* 0.005 0.019* 0.006 0.016* 0.005 0.017* 0.006 0.018* 0.007*
RetOA () -0.006 -0.002 -0.006 -0.002 -0.006 -0.003 -0.008 -0.003 -0.007 -0.003
LOSS (+) 0.017**  0.008***  0.017**  0.008**| 0.017**  0.008***  0.018**  0.008%*  0.018%*  0.008***
PBValue () 0.000 -0.000 0.000 -0.000 0.000 -0.000 -0.000 -0.000 -0.000 -0.000
LEV (+) 0.006 0.003 0.006 0.002 0.005 0.002 0.007 0.003 0.007 0.003
Log_AF () .0.010%*  -0.005%*  -0.010**  -0.005**| -0.010** -0.005%* -0.010** -0.005** -0.010***  -0.005%**
AQ () .0.006**  -0.003*  -0.006*  -0.003**| -0.006**  -0.003*  -0.006**  -0.003*  -0.006** -0.003*
Constant (2 0.016**  0.009***  0.016**  0.009*** | 0.016**  0.010%*  0.017**  0.010**  0.017**  0.010%**
Observations 6,667 6,666 6,667 6,666 6,667 6,666 6,667 6,666 6.667 6.666
R? 7.6% 6.9% 7.6% 6.9% 7.8% 6.8% 7.2% 6.6% 7.1% 6.5%
Adjusted R? 7.45% 6.82% 7.47% 6.80% 7.66% 6.69% 7.09% 6.47% 6.96% 6.41%
Note:

1. **p<0.01, ** p<0.05, * p<0.10
2. EACV is the abbreviation for Pre Coefficient of Variation and EPCV is for Post Coefficient of Variation.
3. Please refer tablé.2 for variable definitions.

65



Chapter 1: Earnings Announcement, Information Asymmetry And Earnings Management

Table1.13 GMM Model - Coefficient of Variation

Accrual Models

Variables Real Earnings Models

EACV EPCV EACV EPCV EACV EPCV EACV EPCV EACV EPCV
L.EACV 0.033*** 0.035*** 0.028*** 0.016*** 0.009*
L.EPCV 0.144%** 0.150%*** 0.172%** 0.167*** 0.173***
Abs_Kothari 0.014  0.061***
L.Abs_Kaothari -0.004 -0.001
Abs_Dechow 0.008  0.057***
L.Abs_Dechow -0.004 -0.000
Abs_CFO 0.064*** 0.024**
L.Abs_CFO -0.004 0.011
Abs_Prod 0.029*** 0.009*
L.Abs_Prod -0.002 -0.000
Abs_Disexp 0.042*** 0.014**
L.Abs_Disexp -0.010** -0.005
GWI (+) -0.023*  0.030*** -0.029** 0.029*** -0.005  0.031*** -0.025  0.033*** -0.024* 0.032***
OLC (+) 0.004 -0.002 0.005 -0.001 0.002 -0.001 -0.004 -0.001 -0.003 -0.003
RetOA (-) -0.008 -0.001 -0.008 -0.001 -0.009 0.001 -0.011 -0.002 -0.001 -0.000
LOSS (+) 0.014%** 0.004*** 0.015%** 0.004*** 0.011%** 0.005*** 0.012%** 0.005*** 0.014%*** 0.006***
PBValue () -0.000 0.000 -0.000 0.000 0.000 -0.000 -0.000 -0.000 -0.000 -0.000*
LEV (+) 0.004 0.001 0.004 0.001 0.001 0.001 0.001 0.001 0.003 0.002
Log_AF (-) -0.003**  -0.002*** -0.003**  -0.002*** | -0.004***  -0.003*** -0.004**  -0.003*** -0.003** -0.003***
AQ () -0.003* -0.001 -0.003* -0.001 -0.002 -0.002 -0.003* -0.002  -0.004** -0.002
Constant (?) 0.008*** 0.002  0.008*** 0.002 0.005** 0.003**  0.007*** 0.005*** 0.006** 0.005***
Observations 5,610 5,610 5,614 5,614 5,785 5,785 5,778 5,778 5,787 5,787
AR(1) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.559 0.165 0.556 0.133 0.310 0.0481 0.335 0.0785 0.383 0.0698
Hansen test 0.100 0.926 0.0911 0.933 0.285 0.482 0.171 0.568 0.0765 0.551
Note:

1. ** p<0.01, ** p<0.05, * p<0.10

2. EACV is the abbreviation for Pre Coefficient of Variation &RV is for Post Coefficient of Variation.

3. Please refer tablé.2 for variable definitions.
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Table 1.14: Fixed Effect Panel RegressionCoefficient of Variation

Accrual Models

Variables Real Earnings Models

EACV EPCV EACV EPCV EACV EPCV EACV EPCV EACV EPCV
Abs_Kothari 0.043**  0.029***
Abs_Dechow 0.043** 0.028***
Abs_CFO 0.042*** 0.021***
Abs_Prod 0.037*** 0.011%**
Abs Disexp 0.048*** 0.016**
GWI (+) -0.039 0.031* -0.039 0.03r -0.038 0.032* -0.043 0.030 -0.037 0.032*
OLC (+) 0.043*** 0.005  0.043*** 0.005| 0.042*** 0.005 0.034** 0.004 0.031* 0.002
RetOA (-) -0.025* -0.019** -0.025* -0.019** -0.025* -0.019** -0.027**  -0.020*** -0.024* -0.019**
LOSS (+) 0.009** 0.004** 0.009** 0.004**|  0.009*** 0.004** 0.009*** 0.004** 0.009** 0.004**
PBValue () - - - - - - - - - -
LEV (+) 0.010 -0.008* 0.010 -0.008* 0.011 -0.007 0.009 -0.008* 0.009 -0.008*
Log_AF (-) -0.016***  -0.010***  -0.016**  -0.010***| -0.016**  -0.010***  -0.012***  -0.010***  -0.014*** -0.010***
AQ () 0.008 0.001 0.008 0.001 0.007 0.001 0.008 0.001 0.007 0.001
Constant (?) 0.011  0.014*** 0.011  0.014*** 0.010  0.014*** 0.005 0.013*** 0.006 0.013***
Observations 6,667 6,666 6,667 6,666 6,667 6,666 6,667 6,666 6,667 6,666
R? 3.8% 4.6% 3.8% 4.5% 3.8% 4.4% 4.7% 4.4% 4.5% 4.4%
Adjusted R? 3.67% 4.45% 3.66% 4.40% 3.72% 4.25% 4.58% 4.30% 4.40% 4.31%
Note:

1. ** p<0.01, ** p<0.05, * p<0.10

2. EACV is the abbreviation for Pre Coefficient of Variation and EPCV is for Post Coeffifigariation.
3. Please refer tablé.2 for variable definitions.
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Table 1.15: Multivariate Pooled OLS regression for DispersiofiTime Series Earnings Management

Accrual Models

Real Earnings Models

Variables Pre D Post D Pre D Post D Pre D Post D Pre D Post D Pre D Post D
Abs_Kothari 0.024*** 0.017***

Abs_Dechow 0.024*** 0.017%**

Abs_CFO 0.016*** 0.010***

Abs_Prod 0.005*** 0.002***

Abs_Disexp 0.007*** 0.004***
GWI (+) 0.006  0.027*** 0.006  0.027*** 0.007  0.028*** 0.005  0.027*** 0.005 0.027***
OLC (+) 0.004** 0.002 0.004** 0.002 0.002 0.001 0.003 0.002 0.002 0.001
RetOA (-) -0.010*** -0.007**  -0.011*** -0.007**| -0.011*** -0.007**  -0.012***  -0.008***  -0.011*** -0.007***
LOSS (+) 0.002*** 0.001** 0.002*** 0.001** 0.002*** 0.002*** 0.002*** 0.002*** 0.002*** 0.002***
PBValue () -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.000
LEV (+) 0.002** 0.002* 0.002** 0.002* 0.002* 0.002* 0.002** 0.002** 0.003*** 0.002*
Log_AF (-) -0.002***  -0.002***  -0.002***  -0.002*** | -0.002***  -0.002***  -0.002***  -0.002***  -0.002*** -0.002***
AQ () -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 -0.001 -0.000 -0.001 -0.000
Constant (?) 0.004*** 0.003*** 0.004*** 0.003*** 0.004*** 0.003** 0.004*** 0.003*** 0.004*** 0.003***
Observations 6,669 6.669 6.669 6.669 6.669 6.669 6,669 6,669 6,669 6,669
R? 18.1% 11.6% 18.1% 11.6% 18.7% 11.4% 16.7% 10.5% 17.3% 10.8%
Adjusted R? 18.0% 11.4% 18.0% 11.4% 18.6% 11.2% 16.6% 10.4% 17.2% 10.7%
Note:

1. ** p<0.01, ** p<0.05, * p<0.10

2. Pre_D is the abbreviation for Pre_Dispersion and Post_D is for Post_Dispersion.

3. Please refer tablé.2 for variable definitions.
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Table1.16: GMM Model for Dispersion- Time Series Earningdanagement

Variables

Accrual Models

Real Earnings Models

Pre D Post D Pre D Post D Pre D Post D Pre D Post D Pre D Post D

L.Pre_D 0.122*** 0.122*** 0.129*** 0.108*** 0.166***

L.Post_D 0.133*** 0.132%** 0.117*** 0.148*** 0.145%*+*
Abs_Kothari 0.051*** 0.011**

L.Abs_Kaothari -0.003 0.002

Abs_Dechow 0.051*** 0.011**

L.Abs_Dechow -0.003 0.002

Abs_CFO 0.016***  0.010***

L.Abs_CFO 0.005* -0.002

Abs_Prod 0.016***  0.006***

L.Abs_Prod -0.003 -0.000

Abs_Disexp 0.015*** 0.006***
L.Abs_Disexp -0.005%**  -0.003***
GWI (+) 0.010**  0.019*** 0.010**  0.019*** 0.010**  0.021*** 0.001 0.019*** 0.006*  0.018***
OLC (+) 0.001 0.002** 0.001 0.002** -0.000 0.001 -0.004* -0.001 0.000 0.000
RetOA (-) -0.006*** -0.004* -0.006*** -0.004*| -0.006*** -0.003*  -0.008*** -0.003*  -0.006*** -0.003*
LOSS (+) 0.000 0.001* 0.000 0.001*| 0.001*** 0.001***  0.002*** 0.001**  0.001*** 0.001**
PBValue () -0.000 -0.000 -0.000 -0.000 -0.000 -0.000* -0.000 -0.000 -0.000  -0.000**
LEV (+) 0.001 0.001* 0.001 0.001* 0.000 0.002** 0.001 0.002** 0.001**  0.002***
Log AF (-) -0.001*** -0.001**  -0.001*** -0.001**| -0.001***  -0.001*** -0.000 -0.001* -0.001* -0.001**
AQ (-) -0.000 -0.000 -0.000 -0.000 -0.000 -0.00 -0.001** -0.000 -0.001 -0.000
Constant (?) 0.001** 0.001** 0.001** 0.001**| 0.002***  0.002*** 0.002** 0.001 0.002** 0.001**
Observations 5,613 5,613 5,617 5,617 5,788 5,788 5,781 5,781 5,790 5,790
AR(1) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.167 0.332 0.169 0.330 0.575 0.199 0.694 0.217 0.345 0.203
Hansen test 0.641 0.294 0.651 0.291 0.275 0.448 0.259 0.485 0.172 0.326

Note:

1. ** p<0.01, ** p<0.05, * p<0.10

2. Pre_D is the abbreviation for Pre_Dispersion and Post_D is fot Hispersion.

3. Please refer tablé.2 for variable definitions.
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Table1.17: Multivariate Pooled Regression for Rangelime Series Earnings Management

Accrual Models

Variables Real Earnings Models

Pre R Post R Pre R Post R Pre R Post R Pre R Post R Pre R Post R
Abs_Kothari 0.059*** 0.043***
Abs_Dechow 0.059*** 0.044***
Abs_CFO 0.041*** 0.025***
Abs_Prod 0.012%** 0.007***
Abs_Disexp 0.018*** 0.011***
GWI (+) 0.012  0.059*** 0.012 0.059*** 0.012  0.059*** 0.009  0.058*** 0.009  0.057***
OLC (+) 0.010** 0.004 0.010** 0.004 0.006 0.002 0.007 0.003 0.006 0.002
RetOA (-) -0.023*** -0.013**  -0.023*** -0.013**| -0.023*** -0.013**  -0.026*** -0.015**  -0.025*** -0.014**
LOSS (+) 0.004*** 0.004*** 0.004*** 0.004*** 0.005*** 0.005*** 0.006*** 0.005*** 0.006*** 0.005***
PBValue () -0.000*** -0.000 -0.000*** -0.000 -0.000* -0.000 -0.000%*** -0.000*  -0.000*** -0.000*
LEV (+) 0.005** 0.005** 0.005** 0.005** 0.004** 0.005** 0.006*** 0.006*** 0.007*** 0.007***
Log_AF (-) 0.002** 0.000 0.002** 0.000 0.001 -0.000 0.002* -0.000 0.002** 0.000
AQ (-) -0.001 -0.000 -0.001 -0.000 -0.001 -0.000 -0.001 -0.001 -0.001 -0.001
Constant (?) 0.002* 0.002 0.002* 0.002 0.002* 0.003** 0.003** 0.004** 0.002* 0.00%
Observations 6,669 6,669 6,669 6,669 6,669 6,669 6,669 6,669 6,669 6,669
R? 17.2% 11.0% 17.2% 11.0% 18.2% 10.7% 15.9% 9.8% 16.3% 10.0%
Adjusted R? 17.1% 10.9% 17.1% 10.9% 18.1% 10.6% 15.7% 9.64% 16.2% 9.91%
Note:

1. ***p<0.01, ** p<0.05, * p<0.10
2. Pre_Ris the abbreviation for Pre_Range and Post_R is for Post_Range
3. Please refer tablé.2 for variable definitions.
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Table1.18 GMM Models for Range Time Series Earnings Management

Accrual Models

Real Earnings Modek

Variables

Pre R Post R Pre R Post R Pre R Post R Pre R Post R Pre R Post R
L.Pre_R 0.093*** 0.095*** 0.097*** 0.089*** 0.109***
L.Post_R 0.169*** 0.168*** 0.171%** 0.175*** 0.170***
Abs_Kothari 0.135*** 0.035***
L.Abs_Kaothari -0.003 0.006
Abs_Dechow 0.137*** 0.035***
L.Abs_Dechow -0.003 0.006
Abs_CFO 0.060*** 0.036***
L.Abs_CFO 0.005 -0.005
Abs_Prod 0.047** 0.022%**
L.Abs_Prod -0.012** -0.004
Abs_Disexp 0.035*** 0.019***
L.Abs_Disexp -0.006*  -0.007***
GWI (+) 0.015  0.045*** 0.015  0.045*** 0.018  0.047*** 0.014  0.043*** 0.008 0.043*+*
OLC (+) 0.001 0.004* 0.001 0.004* -0.003 -0.001 -0.009 -0.004 -0.000 -0.000
RetOA (-) -0.014*** -0.006*  -0.014*** -0.006*| -0.018** -0.004  -0.022*** -0.008*  -0.020*** -0.007*
LOSS (+) 0.001 0.002* 0.001 0.002*|  0.003*** 0.003*** 0.004*** 0.003*** 0.003*** 0.002**
PBValue () -0.000** -0.000** -0.000* -0.000** -0.000 -0.000* -0.000 -0.000* -0.000** -0.000%***
LEV (+) 0.000 0.004** -0.000 0.004** -0.002 0.003** 0.001 0.004** 0.003* 0.005***
Log_AF (-) 0.003*** 0.001  0.003*** 0.001 0.002* -0.000  0.004** 0.001*  0.003*** 0.001
AQ (-) -0.000 -0.000 -0.000 -0.000 -0.001 0.000  -0.002** -0.000 -0.001 -0.000
Constant (?) -0.003 0.000 -0.003* 0.000 0.001 0.001 -0.001 -0.001 -0.000 0.000
Observations 5,613 5,613 5,617 5,617 5,788 5,788 5,781 5,781 5,790 5,790
AR(1) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.557 0.377 0.557 0.371 0.929 0.248 0.967 0.217 0.656 0.208
Hansen test 0.484 0.323 0.505 0.330 0.154 0.423 0.222 0.423 0.0247 0.217
Note:

1. **p<0.01, ** p<0.05, * p<0.10

2. Pre_Ris the abbreviation for Pre_Range and Post_R is for Post_Range.

3. Please refer tablé.2 for variable definitions.
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Table1.19: Fixed Effect Panel regression for DispersionTime Series Earnings Management

Accrual Models

Real Earnings Models

Variables Pre D Post D Pre D Post D Pre D Post D Pre D Post D Pre D Post D
Abs_Kothari 0.018*** 0.012***

Abs_Dechow 0.018*** 0.012%**

Abs_CFO 0.022*** 0.012%**

Abs_Prod 0.012%** 0.005**

Abs_Disexp 0.014*** 0.008***
GWI (+) 0.009 0.022** 0.009 0.022** 0.010 0.022** 0.010 0.022** 0.009 0.022**
OLC (+) 0.0171*** 0.004  0.011*** 0.004| 0.009*** 0.004  0.008*** 0.004 0.008** 0.002
RetOA (-) -0.009***  -0.012***  -0.009***  -0.012***| -0.009***  -0.012**  -0.010***  -0.012***  -0.009*** -0.012***
LOSS (+) 0.000 0.000 0.000 0.000 0.001 0.000 0.001 0.000 0.000 0.000
PBValue () - - - - - - - - - -
LEV (+) 0.002 -0.003 0.002 -0.003 0.002 -0.003 0.001 -0.003 0.001 -0.003
Log_AF (-) -0.006***  -0.005***  -0.006***  -0.005***| -0.005***  -0.005***  -0.005***  -0.005***  -0.005*** -0.005***
AQ (-) -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 0.000 -0.000 -0.000 -0.000
Constant (?) 0.007*** 0.008*** 0.007*** 0.008*** 0.006*** 0.007*** 0.005*** 0.007*** 0.006*** 0.007***
Observations 6,669 6.669 6.669 6.669 6.669 6.669 6,669 6,669 6,669 6,669
R? 10.6% 8.3% 10.6% 8.3% 13.1% 8.5% 13.5% 8.2% 12.4% 8.5%
Adjusted R? 10.5% 8.19% 10.4% 8.19% 13.0% 8.40% 13.4% 8.12% 12.3% 8.40%

Note:

1. ***p<0.01, ** p<0.05, * p<0.10
2. Pre_D is the abbreviation for Pre_Dispersion and Post_D is for Post_Dispersion.
3. Please refer tablé.2 for variable definitions.
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Table 1.20: Fixed Effect Panel regression foRange- Time Series Earnings Management

Accrual Models

Real Earnings Models

Variables Pre R Post R Pre R Post R Pre R Post R Pre R Post R Pre R Post R
Abs_Kothari 0.044*** 0.032***

Abs_Dechow 0.044*** 0.032***

Abs_CFO 0.053*** 0.026***

Abs_Prod 0.028*** 0.012**

Abs_Disexp 0.031*** 0.018***
GWI (+) 0.015 0.048** 0.015 0.048** 0.017 0.049** 0.016 0.049** 0.015 0.048**
OLC (+) 0.027*** 0.011  0.027*** 0.011] 0.023*** 0.010  0.021*** 0.010  0.020*** 0.007
RetOA (-) -0.023***  -0.024**  -0.023***  -0.024** | -0.023***  -0.024***  -0.024**  -0.025***  -0.023*** -0.024***
LOSS (+) 0.001 0.001 0.001 0.001 0.002 0.002 0.002 0.002 0.001 0.002
PBValue () - - - - - - - - - -
LEV (+) 0.002 -0.006 0.002 -0.006 0.003 -0.006 0.002 -0.006 0.002 -0.007
Log_AF (-) -0.008***  -0.009***  -0.008***  -0.009***| -0.007***  -0.009***  -0.005***  -0.008***  -0.006*** -0.008***
AQ () -0.001 -0.001 -0.001 -0.001 -0.001 -0.001 -0.000 -0.001 -0.001 -0.001
Constant (?) 0.013*** 0.016*** 0.013*** 0.016*** 0.010*** 0.015*** 0.008*** 0.014*** 0.010*** 0.014***
Observations 6,669 6.669 6.669 6.669 6.669 6.669 6,669 6,669 6,669 6,669
R? 10.6% 7.6% 10.6% 7.6% 13.1% 7.6% 13.3% 7.4% 12.0% 7.6%
Adjusted R? 10.5% 7.52% 10.5% 7.51% 13.0% 7.46% 13.2% 7.27% 11.9% 7.52%
Note:

1. ** p<0.01, ** p<0.05, * p<0.10

2. Pre_Ris the abbreviation for Pre_Range and Post_R is for Post_Range.

3. Please refer tablé.2 for variable definitions.
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Table1.21: Multivariate Pooled OLS regression for Coefficient of VariatiofiTime Series Earnings Management

Accrual Models

Real Earnings Models

Variables EACV EPCV EACV EPCV EACV EPCV EACV EPCV EACV EPCV
Abs_Kothari 0.057"*  0.028%**

Abs_Dechow 0.057**  0.028%*

Abs_CFO 0.035%*  0.014%*

Abs_Prod 0.011%** 0.003*

Abs_Disexp 0.023%* 0.006**
GWI (+) 0014 0.041* 20014 0041 0014 0.041* 0.016 __ 0.040* -0.018 0.040"
OLC (+) 0.019* 0.005 0.019* 0.005 0.017* 0.005 0.017* 0.005 0.012 0.004
RetOA () -0.005 -0.002 -0.005 -0.002 -0.006 -0.002 -0.008 -0.003 -0.007 -0.003
LOSS (+) 0.017**  0.007**  0.017**  0.007**| 0.017**  0.008***  0.018**  0.008%*  0.018%*  0.008***
PBValue () 0.000 -0.000 0.0 -0.000 0.000 -0.000 -0.000 -0.000 0.000 -0.000
LEV (+) 0.006 0.002 0.006 0.002 0.005 0.002 0.007 0.003 0.008 0.003
Log_AF () .0.010%*  -0.005%*  -0.010**  -0.005**| -0.010** -0.005%* -0.010** -0.005***  -0.009***  -0.005%**
AQ () .0.006*  -0.003*  -0.006*  -0.003* -0.006**  -0.003*  -0.006**  -0.003*  -0.007**  -0.004*
Constant (?) 0.016**  0.009***  0.016**  0.009*** | 0.016**  0.009%*  0.017**  0.010**  0.015***  0.009%**
Observations 6,667 6,666 6,667 6,666 6,667 6,666 6,667 6,666 6.667 6.666
R2 7.7% 7.1% 7.7% 7.1% 7.7% 6.9% 7.3% 6.7% 8.0% 6.8%
Adjusted R? 7.56% 6.99% 7.56% 6.99% 7.54% 6.76% 7.22% 6.54% 7.88% 6.65%
Note:

1. ** p<0.01, ** p<0.05, * p<0.10

2. EACV is the abbreviation for Pre Coefficient of Variation and EPCV is for Post Coefficient ofiMariat

3. Please refer tablé.2 for variable definitions.
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Table1.22 GMM Model for Coefficient of Variation £Time Series Earnings Management

Accrual Models

Real Earnings Models

Variables EACV EPCV EACV EPCV EACV EPCV EACV EPCV EACV EPCV
L.EACV 0.027%% 0.027% 0.019%* ~0.000 0.020*

L.EPCV 0.163%** 0.163%* 0.166%** 0.161%** 0.175%%*
Abs_Kothari 0.088*** 0.079***

L.Abs_Kaothari -0.011 -0.002

Abs_Dechow 0.086%*  0.078%*

L.Abs_Dechow -0.011 -0.002

Abs_CFO 0.058%*  0.017*

L.Abs_CFO -0.003 0.009*

Abs_Prod 0.040%*  (.012%**

L.Abs_Prod -0.009** -0.000

Abs_Disexp 0.028%** 0.011%*
L.Abs_Disexp 0.004 -0.004
GWI (+) -0.036"*  0.039**  -0.035***  0.039%* 0.009  0.035** 0021 0.040%*  -0.033*  0.040**
OLC (+) 0.001 -0.002 0.001 -0.002 -0.001 -0.002 -0.008  -0.005* -0.005 -0.003
RetOA () -0.000 0.002 -0.000 0.002 -0.010 0.000  -0.012* -0.002 -0.004 -0.000
LOSS (+) 0.013**  0.005**  0.013**  0.005*** | 0.010**  0.005**  0.012**  0.005**  0.014**  0.005%*
PBValue () 0.000 0.000 0.000 0.000 0.000 0.000 0.000 -0.000 -0.000 -0.000
LEV (+) 0.003 -0.001 0.003 -0.001 0.002 0.002 0.004 0.002 0.002 0.003*
Log_AF () -0.003*  -0.002%** 0.003*  -0.002%** | -0.004**  -0.003%* 0.002  -0.002**  -0.003**  -0.003**
AQ () -0.002 -0.001 -0.002 -0.001 -0.003 -0.001  -0.004** -0.002  -0.003* -0.002
Constant (?) 0.004 0.001 0.004 0.001  0.006**  0.003* 0.005*  0.003* 0.004*  0.004%**
Observations 5,610 5,610 5614 5614 5,785 5,785 5,778 5,778 5.787 5,787
AR(1) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.620 0.0359 0.618 0.0359 0.329 0.0472 0.407 0.129 0.380 0.0570
Hansen test 0.127 0.900 0.127 0.896 0.226 0.450 0.207 0.423 0.0804 0.552

Note:

1. ***p<0.01, ** p<0.05, * p<0.10
2. EACV is the abbreviation for Pre Coefficient of Variation and EPCV is for Post Coefficient of Variation.
3. Please refer tablé.2 for variable definitions.
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Table1.23: Fixed Effect Panel Regression for Coefficient of VariatiorTime Series Earnings Management

Accrual Models

Variables Real Earnings Models

EACV EPCV EACV EPCV EACV EPCV EACV EPCV EACV EPCV
Abs_Kothari 0.040**  0.029***
Abs_Dechow 0.041** 0.029***
Abs_CFO 0.046*** 0.023***
Abs_Prod 0.034*** 0.014%**
Abs Disexp 0.055*** 0.021***
GWI (+) -0.039 0.032* -0.039 0.031* -0.037 0.032* -0.037 0.032* -0.038 0.032*
OLC (+) 0.044*** 0.005  0.044*** 0.005] 0.041*** 0.004 0.034** 0.002 0.025 -0.000
RetOA (-) -0.024* -0.019** -0.024* -0.019** -0.024* -0.019** -0.025* -0.019** -0.023* -0.019**
LOSS (+) 0.009** 0.004** 0.009** 0.004**|  0.009*** 0.004** 0.009*** 0.004** 0.008** 0.004*
PBValue () - - - - - - - - - -
LEV (+) 0.010 -0.008* 0.010 -0.008* 0.011 -0.008* 0.009 -0.008* 0.009 -0.008*
Log_AF (-) -0.016***  -0.010***  -0.016**  -0.010***| -0.015***  -0.010***  -0.013***  -0.009***  -0.012*** -0.009***
AQ () 0.007 0.001 0.007 0.001 0.007 0.001 0.008 0.001 0.008 0.001
Constant (?) 0.011  0.014*** 0.011  0.014*** 0.008  0.013*** 0.004  0.012*** 0.002 0.011**
Observations 6,667 6,666 6,667 6,666 6,667 6,666 6,667 6,666 6,667 6,666
R? 3.8% 4.6% 3.8% 4.6% 4.1% 4.6% 4.7% 4.7% 5.6% 5.0%
Adjusted R? 3.65% 4.51% 3.65% 4.51% 3.97% 4.46% 4.59% 4.63% 5.48% 4.87%
Note:

1. **p<0.01, ** p<0.05, * p<0.10
2. EACV is the abbreviation for Pre Coefficient of Variation and EPCV is for Post Coefficient of Variation.
3. Please refer tablé.2 for variable definitions.
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CHAPTER 2: DO ANALYSTS PREDICT MANAGED OR UNMANAGED

EARNINGS?

Abstract: Numerous studies have found that accurate forecasts reward financial analysts to
maintain their reputation, while others suggest financial analysts predict unmanaged earnings.
Accurate forecasts, in the litéoae, means analysts predict reported earnings so to reduce

earnings surprises.

JLUPV PDQDJH HDUQLQJV JLYHQ WKHLU WDUJHWYVY LQFOXG|
SUHGLFWLRQV 2XU UHYV H Ddisclosié&dotal édtiviatEs kR fiddt thei] SRV W

intentions to predict managed or unmanaged earnings.

Our results suggest that analysts predict the reported earnings (managed earnings) in order to
EH DFFXUDWH DQG WR PLQLPL]JH HDUQLQJV VXUSULVHV ©5H®
closely reflect managed earnings and forecast errors from managed earnings are distributed

closer to zero than forecast errors from unmanaged earnings.

Keywords: Analysts Forecasts, Earnings Management, Unmanaged Earnings, Discretionary

Accruals, Real EarnirgManagement

JEL Classification: M1; M4; M41
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1 Introduction

1.1 Research Questions and Importance

6LQFH WKH V FRQVLGHUHG D \Hongkaht KeHi 20R3) axdédtlirgiQ D O\ V W
reliance by potential investors on financial predictions has put a greater burden on financial
DEDO\WVWYV WR DFFXUDWHO\ SUHGLFW ILUPVY HDUQLQJV R
investigate whether analysts are able to anticthat LUPVY GHFLVLRQV WR PDQ
Considering firms attempt to manage earnings to meet or beat the fo(@dsstsanell and

Lehavy, 2003) before the earnings announcement {fiselosure), these may rarely be

accurate. It becomes a challenge for them to anticipate the potential earningdatianipy

WKH ILUPVY PDQDJHPHQW WR UHIOHFW XQPDQDJHG HDUQLC
surprises) lead analysts to adjust their-giselosure (hereafter eente) forecast and make

another postlisclosure (hereafter gpost) forecast, whicls considered to be a true reflection

Rl WKH XQPDQDJHG HDUQLQJV RU LQ RAuUbeéttland GrudBitekii& RQ Y H

2012)

The purpose of this study is to assess the intentions of anatygieedict managed or
unmanaged earnings. With the widely accepted assumption of firms managing their earnings to
PHHW RU EHDW WDUJHWYV L QREX&el@dd Depdyy) 2008/ Cqurteduel GL FW
et al., 2011)we believe and posites RVW IRUHFDVWY WR EH WKH WUXH SU
of predicting earnings. The reason behind this postulate is that after the firms have reported
WKHLU HDUQLQJY DQDO\WWYVY KDYH HQRXJK LQIRUPDWLRQ I
position to identify the true earnings, considering this situatigpostforecast can really lead

us to understand their intentions of predictions. The main purpose of this study is to analyze the

two forecasts by financial analysts on either side of an earnings announcement. It is to assess

ZKHWKHU ILQDQ F L s rBfeddraandd&dof uBnuakia@ddfeavhings. To answer this,
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and being the major contribution of our study, we introduce the use of {heseforecast as

the metric to determine the intentions of the financial analysts.

Abarbanell and Lehavy (2003 LVFXVV WKH ILUPVY DFWLRQV RI PDQDJLC
the forecasts, and indicate thatamte forecasts can trigger MAaRIHPHQWVY GHFLVLRQ'
discretionary powers to manage earnings and to avoid any uncertainty among the potential
investors and other stakeholders about the performance of the firms. Financial analysts, while
making forecasts, use the available data ffdhK H SDVW SHUIRUPDQFHY DQG ILI
data (including contracts, covenants, legal matters;da&es, government regulations etc.) to

reflect the actual performance of the fir@garbanell and Lehavy, 20Q3]t remains to see

whether financial analysts, knowing that the firms target the forecasts to manage the earnings
while taking into account past performance, still predietthmanaged earnings. An answer to

WKLV OLHV LQ WKH DQDO\WWVY LOWHQWLRQV DQG LQFHQW
reputation and job security are at stake, their best option is to predict the reported performance

of the firm accuratelyto stay and succeed in the markBurgstahler and Eames, 2003;
Courteaua et al., 2011; Schipper, 199erefore, our study focuses on the possibility that the
ILQDQFLDO DQDO\VWYV S thht& fomRW DWWN "  HZUQERIJVKRXOG UL
SHUIRUPDQFH RI WKH ILUPV +RZHYHU ILUPVY UHDFWLRQ
predictions give rise to forecast errors (i.e. earnings surprises) and eventually give financial
analysts a reason to make anothddid FDVWSIRWUWW:HHUHFDVWV"~ WR HLWKHU
errors to arrive at reported earnings or remove the earnings management component for
unmanaged earnings. Our study provides compelling empirical evidence to suggest that analysts
intend to prettt managedearnings through comparative analyses ofaate and eypost

forecastgBurgstahler and Eames, 2003)

Figure2.1 shows, graphidly, the two forecasts that we use in our empirical analyses. We use

45-days exante forecasts because closer windows will have more bias due to higher
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information asymmetry among analysts. Foipest forecasts, 180 days provides analysts with

sufficienttime to analyze and assess the information given in financial statements.

1.2 Background

Not all potential investors possess business acumen or financial literacy. Therefore, the
investors who do not possess such skills tend to rely on the simplified atfonnprovided by
financial analysts. Financial analysts in markets across the world use certain measures and tools
to predict the earnings of firms, which potential investors use to make the decisions for their
investment decisions or by other users. \\pia whether these predictions correctly anticipate

the true earnings or potentially managed earnings.

Earnings Announcement and Forecasts Timeline

=e=Days
Predisclosure Forecast Postdisclosure Forecast$
(Ex-ante Forecasts) - Consenses Convergent
(Ex-post Forecasts)
Reported Earnings-
EPS
T ! i i i U i 1
-90 -45 0 45 90 135 180 225 270

Figure 2.1: Ex-anteand Ex-postForecasts

In this paper, the focus is on whether financial analysts anticipate earnings management in their
ex-ante and eyost forecasts. We study the significanof the difference between the two
IRUHFDVWY DQG WKH LPSDFW RQ PDQDIJHPHQWVY GHFLVLRC
pre-disclosure forecast is described as thamte forecast and, any difference thereof iauete

forecast errors, similarlthe postdisclosure forecast is called the-gast forecast, and the ex

post forecast errors respectiveRbarbanell and Ledvy (2003)discuss these forecast errors

along with the impact of these errors on the performance and market perception on the market
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value of the companies. They say in their paper that firms always try to meet the financial
forecasts to attain the codénce of the potential investors. These forecasts might adversely

affect the behavior of the investors particularly when reported earnings are lesser than
forecasted earnings. Our study refers to these differences in the reported and forecasted earnings
asforecast errors. It further discusses how firms are encouraged or driven to manage earnings
E\DQDO\WWVY IRUHFDVWYV )LUPV QRUPDOO\ ZLVK WR LQIOX
ILUPVY JRRGZLOO DQG SRVLWLYH HD W(Qgét @alué wpwdodS ndVHYV FL
vice-versa. Even if a firm fails to meet the forecasting targets by a single penny, it can lose six
percent or more of its stock prices in a single?de8kinner and Sloan (2008how that stock

prices have significant correlation with the earnings surprises or forecast errors i.e. even a small
adverse earnings surprise may result in gresihocks to market prices. The results are also
consistent withKinney, Burgstahler, and Martin (2002Dther stdies also show the positive
relationship of market reactions towards positive earnings surprises i.e. when firms meet or beat
earnings forecas{®artov, Givoly, and Hayn, 2002; Chen, DeFond, and Park, 2002; Kasznik

and McNichols, 2002; Lopez and Rees, 2002)

Financial analysts, for their own interests, predict earnings as close as possible to the reported
earnings to stay and prosper in the industry. When they correctly predict the earnings, they are
rewarded(Hong and Kubik, 2003)Other studies argue that accurate predictions are not the
EDVLY IRU FDUHHU GHYHORSPHQW DQG SRVLWLYH RU KLJKI
support can lead &m to a weHestablished caregAbarbanell, 1991; Brown, Foster, and

Noreen, 1985; Chopra, 1998; Dreman and Berry, 1995; Stickel, .1988)evidence from

Dechow, Hutton, and Sloan (200®ichaely and Womack (1999)in and McNichols (1998)

andDugar and Nathan (1995uggest that the analysts, who are associated with broker houses

21 Arthur Levitt, the then Chairman of Securities and Exchange Commission, gave a speech at New York
University for Law and Business in September 1998 about the Earnings Management and explained the importance
of Wall Street Forecasts and its impact on the market value of the firms and their decisions.
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with a stockunderwriting relationship, generate moreiopstic predictions and in return they
receive greater commissions and incentives. This is done to attract new buyers when there is

any possible announcement of IPOs in the mgenhg and Kibik, 2003)

JLQDQFLDO DQDO\WWYV KDYH WKHLU RZQ LQFHQWLYHV WR
difference, in other words to be more accurate, apart from staying and prospering in the industry,
they are also aware of their reputation being sabot#géase predictions turn out to be
inaccurate. They are more cautious when making the predictions of future earnings. Many
researcherglones, 1991; Lee, 2007; Stolowy and Breton, 2@dddngst others discuss tha
reported earnings include the managed earnings component and they highlight the potential

reasons of its existence.

Considering that the reported earnings already include the managed earnings component, do
financial analysts already anticipate this comgrt when predicting earnings? Financial
analysts generally predict the reported earnings, even anticipating earnings management,

because they want to maintain their honor and reputtion

The aforementioned research infer how financial analysts treangsmanagement while

making predictions given their own motivations. In this paper, our focus remains similar with

D GLITHUHQW WHFKQLTXH WR LGHQWLI\ LI ILQDQFLDO DQDC
managed earnings with the help ofmost faecasts. We statistically examine the two different

forecast errors (i.e. eante forecast error and-@ost forecast error) and earnings management.

Our results are consistent wBurgstahler and Eames (20G@8)d inconsistent witAbarbanell

and Lehay (2003) and Porter and Kraut (2013)Our results suggest analysts predict the
earnings that are close to reported eagsii.e. managed earnings and not the actual earnings

i.e. unmanaged earnings. Furthermore, our results also provide the evidence thgidsie ex

28 stickel; 1992, Mikhail, Walther and Willis; 1999, Hong and Kubi@02 and Givoly, Hayn and Yoder; 2011,
among others, have discussed the significance of accuraaydiystsicarees and reputation.
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forecasts or convergent consensus do not reflect the unmanaged earnings and rather portray the
efforts of theanalysts to reduce the errors. We support these inferences by three different
statistical analyses including the test of differences of forecast errors franteeand exost,

forecast errors generated from reported earnings and unmanaged earningsgjordated by
removing the managed earnings component from reported earnings). We use multivariate
ordinary least square regression analysis and the dynamic generalized method of moments

(GMM) to solveendogeneityproblems(Embong and Hosseini, 2018)

The following section extends the review of relevant literature about earnings management and
forecast errors. We establish the hypotheses of our research in section 3. Sectios dataver
sampling, research methodology and variable definition. Sections 5 and 6 present the empirical
analyses including descriptive statistics, correlation, and univariate and multivariate results
along with tests of endogeneity. The last section, setmoncludes this empirical study with

its summary and limitations.

2 Literature Review

Following numerous studies includidgbarbanell and Lehavy (20Q3) is assumed that firms

use several discretionary choices within their decision making capacity in order to manage
earnings. The existing literature suggests that firms manage earnings to achieve their targets
and these targeinclude controlling stock values and reducing stock volatAibarbanell and

Lehavy (2003yliscuss the possibilities Bfms with highlow sensitivities to the earnings news;

the firms with high sensitivity tend to manage earnings more than low sensitivity firms. These
HDUQLQJV QHZV FRPH IURP ILQDQFLDO DQDO\WWY DQG UH
performance.The firms are motivated to manage earnings for varied reasons, but most

LPSRUWDQWO\ WR PHHW RU t& iedubé the Kfféctd ¢f Bry Shosk\h&§ws RfFU H F D \
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forecast errors, which affect the stock prices significanthe pressure of achievirthese

targets is too considerable and failing to achieve these targets makes firms lose significant value
in their market price of shares, hence providing them the reason to manage earnings to meet
Wall Street estimations andraeings expectatior® While D Q D O \V W Vfigy& tirka&td V W V
use discretionary choices and manage earnjAgsybanell and Lehavy, 2003; Levitt Jr, 1998)

we assume firms are highly motivated to achieve the figures given by financial analysts in their
predictons. This situation creates forecast errors and our study focuses on the financial

D Q D O\ \akive\afid leypost forecasts and forecast errors thereof.

With varied reasons for achieving the targets, including equity mbdssd target, it is
becoming extmely difficult for potential investors to anticipate the true earnings of the firm
correctly because of their limited financial acumen. Therefore, the presence of financial analysts
and their forecasts have become influential for the decisiaking choies of potential
investors in financial markets. The extreme dependence on financial predictions have led firms
to believe that potential investors and market participants use these predictions to make
decisions and it is reason enough for them to managénga to meet or beat expectations.
Abarbanell and Lehavy (2008uggest that firms inflate or deflate theirpneanaged &nings

based on their relevant targets. They explained three cases in which firms either inflate or deflate
the premanaged earnings in order to meet or beat the earnings targets. Firms inflate earnings
by using available reserves when their relevantetargre higher than their preanaged
earnings. Firms deflate their earnings in two cases; either when thenamaegyed earnings are
higher than their relevant targets and they want to slightly beat the targets or when their pre
managed earnings are wéklow the targets and their reserves are not enough to beat the

WDUJHWYV WKLV FDVH LV U LeMttVd HIGBW R DV 3(DUQLQJV %DWt

2| evitt Jr (1998)VD\V WKDW 3HYHQ LI D ILUP IDLOV WR PHHW WKH IRUHFDVWL
percentor more ofits® FN SULFHV LQ D VLQJOH GD\" GXULQJ KLV VSHHFK DW 1HZ
in September 1998
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The fundamental purpose of preparing financial statements is to provide information to intended
users including shareholders and stakeholders. Earningageraent is a tool to manufacture

the information that management intends the users of financial statements to receive. Earnings
management involves the practice of manipulating financial statements but these practices are
within the limits of Generally Acepted Accounting PrinciplesGAAP) and International
Financial Reporting Standards (IFRS) rules and stand@tdsiffa, Abdul Rahman, and
Haneem Mohamed Ali, 2006)iealy and Wahlen (199%efine earnings management as the
XVH RI PDQDJH U Vdhoieds\d- tddiriétuie e tvansactions to alter the financial
reports with the purpose of either misleading stakeholders about the underlying economic
performance or influencing any outcomes that are dependent on accounting ndirdpersn,

Miller, Yoon, and Kim (2008suggest that earnings megement is opportunistic or beneficial
depending on the circumstances and eventual benefits that managers are looking for. There is a
line distinguishing earnings management from fraud that is evident in the cases of Enron and
WorldCom. The executives &d intentionally to mislead the users of its financial statements

by hiding the debts and inflating the revenues to meet Wall Street expect®@vals and
Lougee (201) define the fraud as accounting practices beyond the conformance to GAAP or
IFRS. Another definition of financial reporting fraud is the intentional or reckless conduct
resulting in materially misstated financial statements by act or omiSsi@arnings
management is the intentional and deliberate act of altering earnings thus differentiating it from
unintentional errorgFields, Lys, and Vincent, 2001; Healy and Wahlen, 1999; Marai and
SDYORYLU 839K hu Bethbw and Skinner (200Qjifferentiate between
accounting practices falling under fraud and earnings management. They say, fitaudule
accounting practicesin violation of GAAP or IFRStneed to have preconceived intentions of

materially altering financial statements to deceive or mislead its users while activities to

30 US National Commission on Fraudulent Financial Reporting (1987).
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constitute earnings management conform to GAAP or IRRSItt Jr (1998)suggests that
eDUQLQJYVY PDQDJHPHQW LV XVHG DV D PHDQV WR DFKLHYH
various modalities including achieving earnings targets or benchmarks, restricting higher
volatility by smoothing income or to use big bath and cookie jar reserveddat mresults that

are suitable. He discusses how managers use their discretionary powers to achieve earnings
management through two methods: accrual management i.e. based on accounting system and
real earnings management i.e. transaction badacai ad 3D Y O RY L i&xplain the two
methods; the accrual management uses accounting policies to alter values, e.g. changing the
accounting estimates, provisions for bad debts, accounting and valuation methods, asset pricing
and its impairment. Real earninggnagement uses business transactions to inflate or deflate
revenues and expenses, e.g. product pricing, production costs, research and developments and
other discretionary expenditurekeuz, Nanda, and Wysocki (2003)nd high investor
protection policies could greatly reduce these practices, produce high quality financial reports,

and alleviate earnings managerhand similarly fraudulent activities in a country.

Investors rarely calculate the fundamental price of shares and in fact, they rather focus on the
GHPDQG DQG VXSSO\ IDFWRUV RI WKH PDUNHW DQG KHDYL!
analysts eabj influence potential investors with their behavior. Managers consider analysts a
major factor affecting the market of sha(@aham et al2005) Healy and Palepu (200&d

Jensen and Meckling (1976amed analysts as the external monitors of the managers, because

they have a close eye on the performance of the firms and they analyze every transaction of the

firm.

Bushman, Piotroski, and Smith (200dhd Schipper (1991)consider analysts to be the
information intermediaries to supply investors with the rnmfation they require to make
decisions. The information and predictions supplied by financial analysts are of great

importance and consequential in the financial markets especially in these times when earnings
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management has become the norm of the econdow, whether this activity is beneficial or
DGYHUVH LV GHSHQGHQW RQ WKH PDQDJHUVY LQWHQWLRQV
communicate any information to stakeholders including stockholders and the public. Numerous
studies have, howeverready discussed the purpose of earnings management and whether it

is beneficial or opportunistic. It is beneficial if managers exercise their discretionary powers to
enhance information and communicate it to the stakehadldeya, Glover, and Sunder, 2003;

Demski, 1998; Guay, Kothari, and Watts, 1996; Healy and Palepu, 1993; Holthausen, 1990;
Jiraporn et al., 2008; Subramanyam, 1996; Watts and Zimmerman,.IB&6)is empirically

consistent withSubramanyam (1996hat these activities help in improving the earnings to

reflect the fundamental value of the firm. Some researchers also consider this activity as
RSSRUWXQLVWLF ZKHQ WKHUH LWKRQGOIUANY L Q WHDIWHNIW Y VZ
managers to take advantage of the flexibility available in the GAAP or IFRS, thereby giving

rise to distortions or misrepresentation in the reported earnings in financial statéieatys

and Palepu, 1993)

3 Hypothesis Development

As discussed above, financial analysts have reasons and incentives to predict either managed or
unmanaged earning®barbanell and Lehavy, 2003ama, 1980; Francis, Philbrick, and
Schipper, 1998; Kasznik, 1999; Skinner, 1994; Trueman, 198X U VW XG\{V SULPDU\
to analyze whether financial analysts actually predict managed or unmanaged earnings by

empirically testing the predictionsx-@nte and exost forecasts.

Healy and Wahlen (199%ay that researchers have been unable to, convincingly, provide

enough evidence to support that earningsagament exists. Ever since, this research question
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KDV ZLGHO\ EHHQ SDUW R (Aranell &hd HeDavy: ROOB! BargZialeN

and Eames, 2003; Courteaua et al., 2011; Porter and Kraut,ig0lL@jngmany others.

We design our study to answer two questions. The first question is to identify empirically if
analysts predict actual or unmanaged earnings while making their foregdstbanell and

Lehavy (2003)find that analysts are unmotivated or cannot anticipate earnings management

and predict actual earnings. This first question is tested against the alternaten giuestilysts

predict reported or managed earnings which is answer@iitgstahler and Eames (2008)

which they argue that? KH VLPLODULW\ EHWZHHQ WKH GLVWULEXWLRC

earnings exists because analysts predict reported earnings.

We base our second questionAubert and Grudnitski2012)fV ZRUN ZKR -plRIQVLGHU
IRUHFDVWY *FRQYHUJHQW FRQVHQVXV™ DV XQPDQDJHG HDU
realize the effect of earnings management on theamge forecasts through forecast errors and
predict again after the annuedporting date (i.e. epost forecast) that closely resembles

unmanaged earnings.
H1: Financial analysts predict unmanaged earnings.

‘H WHVW RXU VWXG\TV PDLQ K\SRWKHVLYVY DJDLQVW WKH DO\

analysts predict manadeearnings rather than unmanag@lirgstahler and Eames, 2003;

Earnings Announcement and Forecasts Timeline

- -DayS Ex-post Forecasts Errorg

Ex-ante Forecasts
Errors

Reported Earnings-

EPS
e T é i i i 0 i 1
-90 -45 0 45 90 135 180 225 270

Figure 2.2: Ex-postforecast erroris higher than Exanteforecast error
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Courteaua et al., 2011; Givoly, Hayn, and Yoder, 2@1a&jder to be rewardd@arth, Kasznik,
and McNichols,2001; Huang, Willis, and Zang, 2005; Irvine, 2004; Lang, Lins, and Miller,

2004)

Figure2.2 explains our hypothesis H1 graphically. It shows that-pest forecasts errors are
higher than exante forecast errors then our hypothesis H1 will hold wiiglans financial
analysts predict unmanaged earnings. FiguBeshows the higher eante forecast errors,
meaning expost forecasts are closer to the managed earnings, which is consistent with our

hypothesis Hla.
Hla: Financial analysts predict managed anings.

Financial analysts predict managed earnings; this means they anticipate that firms manage

earnings and they remove the effects of that earnings management from their predictions.

Earnings Announcement and Forecasts Timeline

Ex-ante Forecasts - -Days
Errors

Ex-post Forecasts Errors

Reported Earnings-

EPS
R ' : : : i : :
-90 -45 0 45 90 135 180 225 270

Figure 2.3: Ex-anteforecast erroris higher than Expostforecast error

H2: Financial analysts remove the earnings management componenbin reported

earnings while revising forecasts i.e. epost Forecasts.

We test this hypothesis against the alternate hypothesis H2a that financial analysts try to reach
the number that is closer to reported earnidgdert and Grudnitski (2012onsider the ex

post forecasts or convergent consensus as the forecasts that closely reflect unmanaged earnings.
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H2a: Financial analysts do not remove the earnings management component from

reported earnings while revising forecasts i.e. epost forecasts.

We use the forecast errors from managed and unmanaged earnings (calculated by removing the
earnings managed component from reported earnings) and apply the tests of equality to analyze

which forecaserror is closer to zero.

Embong and Hosseini (2018iscuss the endogenous relationship of earnings management and
ex-ante forecast errors in some capacity, but liteeadoes not provide any evidence for the
relationship between earnings management angbek forecast errors. Hence, our empirical
analysis includes the test for endogeneity in order to provide reliable results. The following

section offers further exahation of the endogeneity issue.

4 Data Sampling and Methodology

4.1 Data Sampling

Our initial sample, comprising neRAER (Accounting and Auditing Enforcement Release)

firms from the US market, consists of 83,798 fiygars observations spread over 13 years
(6,446 firms/year) from 2006 to 2018. We collect the data from the Factset Database based on
Excel Connect including Factset Fundamentals, Factset Actuals, Factset Estimates and Reuters
Global Fundamentals. Following the wisdom of prior literature inclydifama and French,

1992; Payne and Robb, 200@)e remove the firms in the Finance industry because of their use

of special accounting techniques and rules and also because difficulty in estimation of
discretionary accruals, which make them incomparable to firms in other industries. We also
remove unidentified and miscellaneous firms, not only because it makes it difficult to compare

with firms in other industries but tlevailable data is insufficient to make the analysis.
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We further apply trimming to the remaining data based on the following two criteria:

X We remove the firms followed by less than three financial analysts.

X We winsorize all variables at th& and 99" percentile.

Finally, table2.1 shows the final sampleurfbalancedPanel Data) after the application of
trimming criterion and the common sample generated after applying the above trimienmg c

and common sample data.

Table 21: Data Sampling

Industry -wise Sample Distribution

Industry Final Sample Common Sample
Name Code n % n %

Commercial Services 3200 902 4.65 180 5.47
Communications 4900 365 1.88 49 1.49
Consumer Durables 1400 590 3.04 147 4.47
Consumer NonDurables 2400 849 4.38 229 6.96
Consumer Services 3400 1,335 6.88 156 4.74
Distribution Services 3250 370 1.91 83 2.52
Electronic Technology 1300 2,124 10.95 564 17.15
Energy Minerals 2100 1,102 5.68 41 1.25
Health Services 3350 684 3.53 67 2.04
Health Technology 2300 2,595 13.38 425 12.93
Industrial Services 3100 1,187 6.12 77 2.34
Non-Energy Minerals 1100 410 2.11 69 2.1
Process Industries 2200 876 4.52 328 9.98
Producer Manufacturing 1200 1,602 8.26 444 13.5
Retail Trade 3500 1,271 6.55 120 3.65
Technolagy Services 3300 1,636 8.44 271 8.24
Transportation 4600 614 3.17 38 1.16
Utilities 4700 881 4.54
Total 19,393 100 3,288 100

4.2 Methodology

4.2.1Model Specification

We are using, unlike other extant studies where only one approach has been usedalboth Re
Earnings Manageme(fRoychowdhury, 2006gnd Accruals Managemefi2echow et al., 1995;
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Kothari et al., 2005approaches to estimate the Managed Earnings Component and then regress

them with the dependent variables ofamte and eyost forecast errors.

We have extracted the following models:

x Equation 1 from Modified Jones Mod@othari et al., 2005)
x Equation 2 from Modified Jones Mod@echow et al., 1995)

X Equations 3 to 5 fronfRoychowdhury 2006)

€mgE »u+ »pl/iMeg + »giés.sF ¢~qQg+ »ui][q.g+ »yi~{mg+ By (1)
€mgs Yot Yolimeg + Ygié~q..sF ¢~qag+ Yyl |q.g+ Dy (2)
or{.& Y+ YU myyi+ Yo} + Yo(io.)+ Bis ®3)
|"+Sdoe™& A+ AU meg;+ As3+ Ao+ A(isae0 + B 4)
pe™qZ= Byt By:Umey; + Bf*.o0 + By (5)

Where i represents firm and t years

The first two models calculate the discretionary accrualsesaluals denoted b, 5 estimated

by year for each industry code. We are also applying the Real Earnings Management technique
from Roychowdhury (2006)o estimate the abnormalities in the Cash Flow from Operations,
Production Cost and Discretionary Expenses by year for each SIC industry code. These
discretionary accruals and abnormalities suggestetrnings management component (EM)

and are primary variables to analyze the behavior of the financial analysts towards forecasting

the earnings. After we have calculated the Earnings Management Component (EM) from the
above five models, we use the folliogy two models to answer our primary question. We use
WKHVH PRGHOV ZLWK DEVROXWH YDOXHV RI PHDQ DQG PHG]
variables FEP (epost forecast error) and FEA (exite forecast error) separately to achieve

robust results
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M wqly<F’.s L »gE »gm " By.s E»gsf.sE»{X0.4E »y~asE»pxq,.sE »pXeedniE

»ymMl gt B (6)
m Bgmy<tis L »HE »ym By, E»ysf.sE»u{x0.sE »¥~asE»bxq.sE
»oaXeedniE»ymhst B 7

Where i represents firm and t years

The above models explain theultivariate regression analysis of our study to define the
UHODWLRQVKLS EHWZHHQ WKH ILQDQFLDO DQDO\WWVY DW
earnings. We are using the discretionary choices managers use, possibly in part, in an attempt
to manage theagnings for example for Goodwill Impairment, Restructuring Charges and
Operating Lease CommitmentKothari et al. (2005)explain how loss recognition under
accounting conservatism affects reported earnings and it includes goodwill impairment and
restructuring charges, among others. Whie (2006)talks about how operating lease
commitments lower eaimgs in future periods, the example of off balance sheet activities in his
study. We use these items to control the effect of earnings management on the financial
DQDO\WWVY DELOLW\ WR IRUHFDVW HDUQLQJV FRHOWHFWO\
these discretionary choices, reflect a higher magnitude of relationship between the earnings
management and forecast errors than there actually is. We use the absolute values of our
variables of interest, forecast errors and the earnings managemguadrent, in order to check

the magnitude of the relationship between them.

4.2.2Variable Definition

Table 22 defines and explains all the variables involved in the data analysis of this study.

Table 22: Variable Definition
Variable Code Definition Data Source Extraction

Panel A: Accruals Models
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Variable Code Definition

Data Source Extraction

TA Total Accruals calculated by th
change in nortash current asse!
minus the change in currel
liabilities excluding the curren
portion of longterm debt, minus
depreciation and amtization

A Total Assets

"6-"5(& Change in Sales minus change
Receivables atyear T

PPE Gross value of Property Plant ai
Equipment

IBE Income before Extra Items

"5(975(& Change in Revenue minus chan

in Receivables at year T

Derived 73 " &B&F
"&DVK TERA)

Factset Database

Derived "6-"5(& 6 D G ShlesWit
1)) - (Rec(t)- Rec (1))

Factset Dbase

Factset Database

Derived "5(975(& 5 H-YRew/(t
1)) - (Rec(t)- Rec (1))

Note: All variables are scaled by lagged total assets exce@ t$VVHWYV 33

Panel B: Real Earnings Management Models

CFO Cash flow from Operations

S Total Sales

6 W Change in Sales at year T
Prod_Cost Production Cost calculated t

adding change in Inventory to th
Cost of Goods Sold

"6 - Change in Sales at yearIT

DisExp Discretionary Expense
calculated by adding thre
expenses: Research a
Development, Adveiding and
Selling, General anc

Administrative Expenses

Factset Database
Factset Database

Derived "6 6 D O-I5aledNtl)
Derived S3URGB&RVW &2*6

Derived "6 6 D AH Balds (12)
Derived DisExp = R&D + SG&A + ADV

Note: All variables are scaled by lagged total assets

Panel C: Forecast Errors Models

Abs_FEAMean  Absolute values of the Foreca
Errors calculated by the differesc
between Reported EPS and-E
Ante Forecast Mean Value
(Before Reported Earnings)

Abs_FEAMedian Absolute values of the Foreca
Errors calculated by the differenc
between Reported EPS and-E
Ante Forecast Median Vs
(Before Reported Earnings)

Abs_FEPMean  Absolute values of the Foreca
Errors calculated by the differenc
between Reported EPS and-E
Post Forecast Mean Values (Aft
Reported Earnings)

Abs_FEPMedian Absolute values of the Foreca
Errors calculated by the differenc
between Reported EPS and-E
Post Forecast Median Value
(After Reported Earnings)

Abs_Kothari Absolute  values  of  the
discretionary  accruals  fror
Kothari Model
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Derived Abs_FEAMean = |EPS -
EAMean|

Derived Abs_FEAMedian = |EPS-
EAMedian|

Derived Abs_ FEPMean = HPS -
EPMean|

Derived Abs_FEPMedian = |EPS-
EPMedian|

Derived Abs_Kothari = |Residuals|
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Variable Code Definition Data Source Extraction

Abs_Dechow Absolute  values of  the Derived Abs_Dechow = |Residuals]|
discretionary  accruals  fror
Dechow Model

Abs_CFO Absolute  values of  the Derived Abs_CFO = |Residuals|
abnormalities from CFO Model ¢
Roychowdhury

Abs_Prod Absolute  values of  the Derived Abs_Prod = |Residuals|
abnormalities from Productiol
Cost Model of Roychowdhury

Abs_Disexp Absolute  values of  the Derived Abs_Disexp = |Residuals|
abnormalities from Discretionar
Expense Model of Roychowdhur

EM Earnings Managemer Derived EM = Abs_Kothari,
Component =  Discretionar Abs_Dechow,
Accruals calculated by Residu Abs_CFO,
Values in Kothari and Decho\ Abs_Prod and Abs_Dise»
Models and Abnormalities it
Rowchowdhury Models of Cas
Flow from Operations,
Production Costs an
DiscretionaryExpenses

GW Goodwill Impairment Factset Database

oLC Operating Lease Commitments Factset Database

RC Restructuring Chargesis the Derived RC = 1 if nonzero value,
dummy variable RC = 0 otherwise

LEV Leverage is ratio of Long Terr Derived LEV = LTD/Total Assets
Debt to Total Assets

Log_ AF Log of Number of Analysts Factset Database Log_AF = log(AF)
Following the firms

AQ Audit Quality is the dummy Derived AQ = 1 for Big Four Firms,
variable based on the Big Foi AQ = 0 otherwise
Audit Firms

Note:

3. Annual Estimates before reported earnings (referred aangs Forecasts in our study) have been cadiéctt 45
days prior to; while Annual Estimates after reported earnings (referred -posixForecasts in our study) ha
been collected at 180 days after the reported earnings.

4. All variables except Restructuring Charges, Analyst Following, Leverage aritl Quality; are scaled by the
Number of Shares and Share Price at the start of the year.

4.2.3Endogeneity Bias

Endogeneity bias occurs when there is a reciprocity or simultaneity between the explanatory
variable and dependent variable. Ordinary least sq@@it&)(regressions produce biased or
contradictory results in these situations. Although, extant literature provides empirical evidence
for endogeneity bias between earnings management aadtexXorecast errors, our study

mainly focuses on the epost foreasts errors and literature provides insufficient evidence for
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endogeneity bias with earnings managem&mbong and Hosseini (2018se the GMM
procedure to counterétreciprocity effect between earnings management aladtexforecasts
errors. Hence, following this study, we use a similar approach to eliminate the effects of
endogeneity induced by-blirection or reciprocity between earnings management and forecast
erors. Our primary multivariate analysis comprises OLS regressions and secondary

multivariate analysis includes the GMM procedure.

5 Descriptive Statistics and Correlation

5.1 Descriptive Statistics

As explained previously, we reduce the initial figmar obserations, taken from US markets
from year 2006 to 2018, to 3,288 observations after applying trimming to the data to mitigate

the adverse effects of outliers.

Table2.3 presents the summary of statistics for the variables used in our models 6 and 7. Panel
A of table2.3 shows the results of four different series used for forecast errors, two each for ex
ante and eypost with mean and median. Mean (Median) values of Abs_FEAMean and
Abs_FEPMean stand at 0.0467 (0.0154) and 0.0432 (0.0142), we also obsetive thaan
(median) values are almost identical with the values of Abs_FEAMedian at 0466 (.0155) and
Abs_FEPMedian at 0.0433 (0.0141). The purpose of using mean and median series of the
forecast errors is to confirm the robustness of our results, whichtblabwhe errors from ex

ante forecasts are higher than the errors froipast forecasts.

Panel B of table2.3 reports the statistics for five separate Managed Earnings components
(scaled by number of shares and share price) where the mean and medem ivalu

Discretionary Accrual Models are lower than in Real Earnings Models. Since these are absolute
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values and show the magnitude of earnings management, thegernoralues suggest that
managers use real earnings techniques more than accrual techiniqueler to manage

earnings.

Table 23: Descriptive Statistics

n = 3,288 Mean Std. Dev. Median Min Max Quartile 1 Quartile 3
Panel A: Forecast Errors
Abs_ FEAMean 0.0467 0.0911 0.0154 0.0000 0.5601 0.0050 0.0427
Abs_FEPMean 0.0432 0.0824 0.0142 0.0000 0.4972 0.0041 0.0413

Abs_FEAMedian 0.0466 0.0906 0.0155 0.0000 0.5509 0.0051 0.0431
Abs_FEPMedian 0.0433 0.0836 0.0141 0.0000 0.5005 0.0039 0.0414
Panel B: Earnings Management Component (EM)

Abs_Kothari 0.0512 0.0616 0.0298 0.0000 0.3354 0.0130 0.0630
Abs_Dechow 0.0512 0.0618 0.0296 0.0000 0.3402 0.0130 0.0630
Abs CFO 0.0624 0.0728 0.0410 0.0000 0.4626 0.0193 0.0745
Abs_Prod 0.1322 0.1694 0.0779 0.0000 1.0415 0.0349 0.1507
Abs_Disexp 0.1108 0.1414 0.0631 0.0001 0.7866 0.0273 0.1309
Panel C: Control Variables

GW 0.0123 0.0511 0.0000 0.0000 0.3413 0.0000 0.0000
oLC 0.0307 0.0770 0.0077 0.0000 1.1471 0.0027 0.0228
RC 0.8400 0.3666 1.0000 0.0000 1.0000 1.0000 1.0000
LEV 0.2477 0.1861 0.2325 0.0000 0.9421 0.1153 0.3481
Log AF 1.0090 0.2907 1.0414 0.4771 15185 0.7782 1.2304
AQ 0.9425 0.2328 1.0000 0.0000 1.0000 1.0000 1.0000

Please refer tabl@.2 for variable definitions.

Panel C of tabl@.3 represents the list of control variables, which have been commonly been
usedin the relevant literature. These include Goodwill Impairment (GW) and Restructuring
Charges (RC) which affect reported incomes with capitalized am¢{kiatsari et al., 2005)

The interesting point to notice here is that all the control variables are positive and right skewed.
Most values of GW, OLC and LEV lie withfiourth quartile. AQ reflects 94.25% of the sample

firms in our study with big four audit firms.
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5.2 Correlation Matrix

Table2.4 shows the correlation among the various variables used in our models. The purpose
of this is to identify the correlation of tleplanatory variables; we expect moderate correlation

as high correlation may suggest unrealistic results. Since we do not use Earnings Management
&RPSRQHQWYV >'LVFUHWLRQDU\ $FFUXDOV 'HFKRZ DQG
Abnormalities (CFO, Production Gband Expenses) simultaneously, their hti@mrelation is

not taken into consideration (i.e. Discretionary Accruals from Dechow and Kothari are highly
and significantly correlated). We observe, as expected, that GW and OLpgbsitwely
correlated withDiscretionary Accruals of KotharD(140*** and 0.200*** respectively and

with Discretionary Accruals of Dechowd.(38*** and 0.201*** respectively RC has a

positive correlation but with a very low significance level at more than 10%.

All the other varables, except RC and AQ, show significant levels and they are not highly
correlated with each other. This leads us to believe that our regression shows robust results. AQ
shows weak significance but shows a negative sign as expected with EM proxies ithong w
Log_AF. For a further robustness check of the watarelation we used the Variable Inflation
Factor (VIF) techniqu® for each of our models and the results are similar and a significant

correlation among the explanatory variables to question tlabildl of the results.

31 Results from Variation Inflation Factor show maximum valué.ap.
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Table 24: Correlation Matrix

Pairwise Pearson Correlation

n = 3,288 Abs_Kothari

Abs _Dechow Abs_CFO

Abs_Prod Abs_Disexp GW

oLC RC LEV Log AF  AQ
Abs_Kothari 1
Abs_Dechow 0.998*+* 1
Abs_CFO 0.39F** 0.392%** 1
Abs_Prod 0.314%+* 0.315%** 0.502%+* 1
Abs_Disexp 0.336*** 0.336*** 0.415%** 0.762*** 1
GW 0.140%*=* 0.138*** 0.116*** 0.129%** 0.130*** 1
OoLC 0.200*** 0.201*** 0.239*** 0.323*** 0.355*** 0.0367** 1
RC 0.00407 0.00404 0.00182 0.00308 0.00544 0.0137 -0.0440** 1
LEV 0.161*** 0.161*** 0.156***  0.0623*** 0.0493*** 0.0672**  0.0635**  (0.122*** 1
Log_AF -0.198*** -0.198%*** -0.146%**  -0.173*** -0.178*** -0.0965***  -0.0355** 0.0169 -0.0134 1
AQ -0.00482 -0.00453 -0.00271 -0.0073 0.00939 -0.0216 0.0433**  0.0740**  0.101***  0.196*** 1

1. p<0.10, ** p<0.05, *** p<0.01

2. This correlation matrix gives the information about the correlation among the independent variables.
3. Please refer tabl@.2 for variable definitions.
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6 Results and Discussions

Our main hypothesis H1 is based on the studyAbarbanell and Lehavy (2008)here they

empirically test the sensitivity dhe stock price to earnings news (earnings predictions) and
provide empirical evidence that analysts are rather unmotivated or unable to predict earnings
PDQDJHPHQW :H IRFXV RQ DQmeaniVeyxdst DietaSd) R LiIRQV H|
whether finan@l analysts predict managed or unmanaged earnings. Alternate hypothesis Hla

of our study is motivated bBurgstahler and Eame2Q03)andCourteaua et al. (201,1yho

claim that analysts predict managed earnings. Thiy stssumes epost forecasts as the true
PHDVXUH RI DQDO\WWVYT LQWHQWLRQV RI SUHGLFWLRQV DQC

robust results including univariate and multivariate (OLS and GMM procedures) methods.

6.1 Univariate Results

We comparehte Mean (Median) series of-@xte forecast errors with the Mean (Median) series

of ex-post forecast errors. Panel A of taBl6 shows the-test results of the two comparisons

and Panel B of tabl@.5 shows the Wilcoxon test resultsvalue (zvalue) of the first
comparison under Panel A and B are significant values 6.7753*** (1.6779*) showing that there
is significant difference between the mean series. Positive differences of 0@08%2(

signify forecast errors from eante are higher than forecastors from expost. We also find
similar results of positive differences under Panel A and B between median series comparisons
0.0033 (0.0014yvith t and zvalues of 6.1742*** 0.382§. Only the ttest shows results at the

1% significance level. The reas behind the weaker significance from the Wilcoxon test
possibly stems from the tied and zeadued differences between the observations that reduce
statistical power. Regardless, our initial univariate results suggest that analysts use the

published inbrmation, after the earnings announcement, and predict the figure that is closer to
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the reported earnings rather than removing the earnings management component from the
reported earnings. These results also help in answering our H2, which states =it anal
remove the earnings management component from tpesorecasts. Our statistical results

from initial univariate tests support the alternative hypothesis. Financial analysts are not
motivated to remove the earnings management component fromeckparnings and predict

the number that is closer to reported earnings in order to reduce the forecast errors.

Table 25: Tests for Equality of ExAnte and ExPost Forecasts Errors
Panel A: T Tests

n = 3,288 Difference t-value
FEAMean tFEPMean 0.0035 6.7753***
FEAMedian tFEPMedian 0.0033 6.1742%**
Panel B: Wilcoxon Tests

n = 3,288 Difference z-value
FEAMean tFEPMean 0.0012 1.6779*%
FEAMedian tFEPMedian 0.0014 0.3828

1. We use the absolute values foe tvariables.
2. Please refer table 2.2 for variable definitions.

We further apply the same approach to see the difference between forecast errors from managed
and unmanaged earnings and which one is closer to zero. We calculate unmanaged earnings as
repored earnings minus earnings management component (EM). For H1 to hold true, we expect
IRUHFDVW HUURUV IURP XQPDQDJHG HDUQLQJV WR EH FORYV
forecasts is similar to the distribution of unmanaged earnings. The tgppakibe true for

alternate hypothesis Hla. The results from these tests will also help us to answer our hypothesis

H2.

6.1.1ForecastErrors from Unmanaged Earnings

Following the extant literature that assumes that discretionary accruals and abnorméiées in

Cash Flow from Operations, Production Cost and Discretionary Expenses closely measure the
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proxies of earnings managemdébBechow et al., 1995; Kothari et al., 2005; Roychowdhury,
2006) which we refer to as €htManaged Earnings Component (EM) in our study. By deducting
this EM from the reported earnings, we arrive at the value which is the true proxy of the

unmanaged earningBorter and Kraut, 2013)

Table2.6 presents results from theests and Wilcoxon tests. Panel A showisst results of

the comparison between absolute means forecast errors from managed earnings and absolute
means foreast errors from unmanaged earnings. The results suggest that absolute means of
forecast errors from unmanaged earnings are higher in magnitude than the absolute means of
forecast errors from managed earnings in all cases. The negative difference values are
significant withpYDOXHYV DW OHVV WKDQ ‘H REVHUYH WKDW WEK

to the managed earnings than to unmanaged earnings.

Panel B of tabl@.6 returns the Wilcoxon test results from the comparisons of the absolute mean
forecasterrors from managed earnings with the absolute mean forecast errors from unmanaged
earnings. We get similar results (as Panel A) ftoese comparisons evidenced by the negative

differences with significance level of less than 1%.

Table 26: T - Tests for Forecast Errors from Managed and Unmanaged Earnings

n=3,288 Forecast Errors from Unmanaged Earnings

Forecast Errors from Managed i )
Earnings Kothari Dechow CFO Prod Disexp
Panel A: T £Test

FEAMean (0,0235)***  (0,0238)***  (0,0358)***  (0,106)***  (0,0895)***
FEPMean (0,0252)***  (0,0249)*** (0,0385)*** (0,1069)*** (0,0909)***
Panel B: Wilcoxon Test

FEAMean (0,0165)***  (0,0163)*** (0,0358)*** (0,0665)*** (0,0607)***
FEPMean (0,0178)*** (0,0178)*** (0,0371)*** (0,067)*** (0,0619)***
Notes: *** p<0.01, ** p<0.05, * p<0.10

1. We use the absolute values of all the variables involved in these tests.

2. Values in the brackets show the differences between the means of thiesariab

3. We calculate the difference as Forecast errors from managed earnirfigeecast errors from
unmanaged earnings.

4. Please refer table 2.2 for variable definitions.
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Since in our study we also use median series of forecast errors, it helps to chebkisheess

of our results. Panels A and Btést and Wilcoxon test respectively) of the tahléshow the

results from absolute median of forecast errors from managed eastim¢jse absolute median
forecast errors from unmanaged earnings. The resautsriot been any different from the mean
series comparisons with negative differences and significance level of less than 1% to reject the
null hypothesis of symmetric distribution of the difference of the two series around zero. This
brings us to confirnour results from Tabl2.6 with the results from tabl2.7 with median

series. The Wilcoxon Test is an alternative to thest, to determine if the two series are

similarly distributed. Unsurprisingly, our results from both tests complement each other.

We assume that the € RVW IRUHFDVW VKRZV ILQDQFLDO DQDO\VW\
earnings.Abarbanell and Lehavy (®3) and Porter and Kraut (2013assume that firms
PDQLSXODWH HDUQLQJV DQG UHSRUW P R0eDtd Fofacast® BsQ L Q JV
WKHLU WDUJHWV WR DFKLHYH WKHLU JRDOV &RQVLGHULQ.
earnings while predicting eante forecasts, it means that they process the available (past)
information and potential earnings managenbent¢ach the number that is closer to unmanaged
earnings. At the same time, firms are planning to manipulate themanaged earnings by

meeting or beating these forecasts. Therefore, we assume #ugtieehorecasts, alone, do not

provide enough informMWLRQDO YDOXH IRU ILUPVY KIbEQa@JV TXD
Grudnitski (2012 EHOLHYH ILQDQFLDO DQDO\WWVY LQWHQWLRQV D
the difference between reportedrnings and epost forecasts show the earnings management
FRPSRQHQW +HQFH IRU WKH SXUSRVH RI RXU VWXG\ ZH S

predicting earnings rest with the-prst forecast.

104



Chapter 2: Do Analysts Predict Managed Or Unmanaged Earnings?

Table 27: T Hestand Wilcoxon Test for Forecast Errors from Managed and Unmanaged Earnings

n = 3,288 Forecast Errors from Unmanaged Earnings

Forecast Errors from Managed ) )
Earnings Kothari Dechow CFO Prod Disexp
Panel A: T tTest

FEAMedian (0,0237)***  (0,0236)*** (0,0357)*** (0,1062)*** (0,0896)***
FEPMedian (0,0254)***  (0,0252)***  (0,0384)*** (0,1071)*** (0,091)***
Panel B: Wilcoxon Test

FEAMedian (0,0163)***  (0,0606)*** (0,0357)*** (0,0667)*** (0,0607)***
FEPMedian (0,0179)***  (0,0178)*** (0,0375)*** (0,0672)*** (0,062)***
Notes: *** n<0.01, ** p<0.05, * p<0.10

1. We use the absolute values of all the variables involved in these tests.

2. Values in the brackets show the differences between the means of thiesariab

3. We calculate the difference as Forecast errors from managed earafogscast errors from
unmanaged earnings

4. Please refer table 2.2 for variable definitions.

Our results from univariate tests suggest the financial analysts predict managedsearning
because the eante forecast errors are higher in magnitude thamosk forecast errors (Table

25), which signifies that the analysts use the published information and producepast ex

forecast which is closer to reported (i.e. managed) earningsrdsilt supports our alternate
hypothesis Hla which is consistent wBlirgstahler and Eames (2003)ables2.6 and2.7,

indicate the forecast errors from unmanaged earnings are higher than the forecast errors from
PDQDJHG HDUQLQJV ZKLFK LPSO\ WKDW ILQDQFLDO DQDO\
managed) earnings than unmanaged earnings. These results reject thé &&ept our

alternate hypothesis that says the analysts, while makipg®Xorecasts, produce the number

that is close to managed earnings.

6.2 Multivariate Regression Results

In this part of our primary multivariate data analysis, we apply the podligthoy least square
(OLS) regressions on forecast errors from reported (managed) earnings as our dependent
variables. We use earnings management components (EMs), as our predictors along with

discretionary choices (GW, RC and OLC) with control variabldssekrage (LEV), Analysts
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Following (Log_AF) and Audit Quality (AQ). We expect negative signs with two variables
these are Log_AF and AQ. We argue that the higher the number of analysts, firms will be less
likely to engage in earnings management practibesice lower forecast errors and negative
signs on regressions. Similarly, Audit Quality can also potentially restrict firms to practice
earnings management and hence we expect a negative relation to forecast errors. For example,
if any of the big four aditing firms audit a firm, there is a chance that the firm will not engage

itself in earnings management activities.

The initial problem is determining the earnings management (EM) component using two
separate earnings management techniques: accrualsam@érnings management. This study

is not a comparison of two earnings management techniques, but it does include them in data
analysis. We use the cressctional method to estimate EM for the firms within the same 2

digit SIC code each ye&r We measw the five separate EM proxies and use them as our
predictors in equations 6 and 7 by using the equations 1 through 5 as described in section 4.2.1

under Model Specification.

We base our study dhbarbanell and Lehavy (2003)ho consider that firms manage earnings

to meet or beat targets and those targets include the analyst forecasts. They say financial analysts
predict unmaaged earnings but firms manage earnings by beating this target. We answer this
guestion of whether analysts predict managed or unmanaged earnings ysirsy) fexecasts.

:H WHVW WKH K\SRWKHVLV + 38QDO\VWV SUHGLBW1IXQPDQD

3$QDO\WWYV SUHGLFW PDQDJHG HDUQLQJV~

In our study, we assume that the & R VW IRUHFDVWYV DUH D EHWWHU SURJ\

predicting behavior. If EM has a high positive relationship with thgast forecast errors

32 Dechowet al. (1995)use the time series approach to measure the accruals but we apply treectiossl
approach as done hKothari et al., 20050 all our EM calculations including real earnings management
(Roychowdhury, 2006fpr coherency.
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(higher coefficients inequation 6) than with eante forecast errors (lower coefficients in
equation 7), then it means that financial analysts use the earnings announcement to predict
unmanaged earnings. Similarly, if coefficients of equation 7 are higher than coefficients of

equation 6, then epost forecasts reflect reported earnings.

We use absolute values of our variables of interest because we wish to check the magnitude of
forecast errors from either side of reported earnings. While we beliegestxorecast can

potentidly relate to the true intentions of the financial analyst, we apply the pooled OLS
regressions on equations 6 and 7. For hypothesis H1, we expect the coefficients of EMs in
eqguation 6 to be higher than the coefficients in equation 7. In case of thenaecofehigher

coefficients in equation 7 than in equation 6, our results will be consisterBwigistahler and

Eames (2003) H K\SRWKHVLV + D 7KH UHDVRQ IRU WKHVH HJS
intentions are to predict unmanaged earnings they will remove earnings management from
reported earnings based on the published information while predicting 4b@sexorecast,

therefore expost forecast errors will reflect the earnings management compbnent

Table2.8 shows the regression results from equations 6 and 7. We ran these equations with
each of our EM proxies, two from discretionary accruals and three from real earnings
management. From all regressions, we observe the similar pattern of a significant positive
relationship between forecast errors and EM. As suggestéthdmpanell and Lehavy (2003)

that firms try tomeet or beat financial targets, these results support this claim with the positive
relationship between earnings management and forecast errors. \8ablzross all EMs, we

have higher coefficients in eante forecast errors (Abs_FEAMean) tharpest forecast errors

(Abs_FEPMean) with significance at less than 1%. This means earnings management has a

33 Aubert and Grudnitski (2012)se Manipulated Earnings Component as:

ME;; = | Reported ERStex-post convergent consensus EPS

34 The results were not any different with use of EM calculated as time fRigesrdson (20003lso uses the
similar analysis of using EM with both approaches. Please see tablea 29li4 appendix.

107



Chapter 2: Do Analysts Predict Managed Or Unmanaged Earnings?

higher relationship in magnitude with -exite forecast errors than-prst brecast errors.
Financial analysts, after the earnings announcement, take into account all public information
and private information to reduce the forecast errors from reported earnings. These results
suggest that the gxost forecasts closely reflect mped earnings. Considering these results, it
seems that analysts use published information testienate their forecasts to be closer to
reported earnings i.e. managed earnings rather than unmanaged earnings. Hence, we conclude
that the forecast errorsoim post announcement forecasts i.epesgt forecast errors do not

reflect earnings management and that is why the coefficient of EM proxies is lower in the case

of equation 6 than in equation 7. This is consistent with hypothesis Hla.

Accounting consentesm directs us to record losses immediately and not to recognize gains
until realized, while there is also uncertainty about the measurement of goodwill impairment.
Accounting standards allow for annual tests for goodwill impairments. In our study, Gloodwi
Impairment (GW) shows higher coefficients meaning a higher and significant positive
relationship with the forecast errors which is consistent @itan et al. (208). It might mean

that firms use Goodwill Impairment as one of their discretionary choices to manipulate earnings.
Operating Lease Commitments (OLC) and Restructuring Charges (RC) also show a positive
relationship, significant at less than 1%, with fostearors, that means firms use-dfalance

sheet items like operating leases to manage earnings that lead to forecast errors and also to
understate or overstate restructuring charges. Probably contractual covenants lead high
leveraged firms to engage @arnings management activities, which explains this positive sign
for leverage (LEV) in our results. Analysts following (Log_AF) has a negative sign in our
regression analysis which is consistent wittu, 2008) Audit Quality (AQ) has a negative
relationship with forecast errors. This implies that firms are less likely to engage in earnings
management resulting in a lower magnitude of forecast errors. All our regressions show good

adjusted ssquared percentages from 45.57% to 52.42%, whikesour models are reliable.
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Our univariate resultg¢gbles2.5 +2.7) also reject our Hypothesis H1, which states that analysts
predict unmanaged earnings. Hla states that financial analysts are not motivated to remove the
earnings management component fronirtheedictions. Rather, they reduce the forecast errors
from their exante forecasts and predict a number, which is closer to reported (managed)
earnings than actual (unmanaged) earnings while making tpestXorecast or Convergent
Consensus as suggestey Aubert and Grudnitski (2012PDur results present that the forecast
errors from managed earnings are closer to zero and are smaller in magnitude than forecast
errors from unmanaged eargs. This gives the impression that financial analysts are unable to
anticipate earnings management or even if they do, they ignore the earnings management
component and predict managed earnings to reduce the forecast errors from their first
predictions.This explains the reason why we reject our hypothesis H2 that states-fiagtex
forecast or convergent consensus is a true proxy of unmanaged earnings. Our results suggest

ex-post forecasts are closer to reported earnings i.e. managed earnings.

6.3 Tests ofEndogeneity

As previously mentioned, we use the GMM technique in our secondary multivariate tests to
eliminate endogenous effects, which are argit@ctional causality or reciprocity effects
between dependent and independent variables. Extant litepmwieles several procedures
includingFroot (1989V SURFHGXUH RU VLP XO VétAge ldateyuareT2SP WL R Q V
as additional tests to anagy/zress sectional or serial dependence or correlation. Fixed effect
panel models also helps to reduce the heterogeneity effect to some(katazeizensky and

Wolbring, 2019%°. However, panel dynamic GMM eliminates many limitations posed by fixed

35 We apply panel regressions with fixed effects in both cases of @esson and timeeries earnings
management components and the results appear to be unchanged. Please see tatl8sahd 2.12.17 in
appendix.
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effect and OLS models for example; biased coefficients, heteroscedasticity, causal inferences
error measurement, type Il errors, autocorrelaaod not strictly exogenous independent
variables(Roodman, 20095. Roodman (2009escribes the assumptions under which GMM

is built and functions best, including the use of internal instrumeasstsdoon lagged values, and
does not presume the necessity of including external instruments, though the model allows for
their inclusion. We use system GMM in this study due to its acceptability of unbalanced panel

datasets, while difference GMM has sonmaitations in this regard.
For system GMM estimations, we modify our equations 6 and 7 to control for serial correlation.

M Wq|y<i".s L »gE»gm Hq|y<i".o0 E»gm " Wy.oq E»gm " By.s E»ysf.sE

»p{X0.5E »3~ QsE»3Xq,.sE»gXeedMLE »ym} .o+ D (8

M Hgmy<tis L »yE»ym " Hagmy<tlioyg E»ym ™ By.op E»ym My.cs E»Yysf.sE

»H{X0.sE »R~asE»3X . sE»XecdaniE»ml g B 9)
Where i represents firm and t years

Table 2.9 shows the results from system GMM. We infer from these results that earnings
management has a positive relationship with forecast errors assseddpy the pooled OLS.

We observe similar results as the primary multivariate empirical analysis shown i2.8ble
Earnings management has a higher positive relationship wigimtexforecast errors than with

ex-post forecast errors, which is consisen ZLWK RXU K\SRWKHVLV + D :KLO
significant relationship of orgear lagged earnings management with forecast errors at the 10%

level, except in the discretionary expenses model, it shows a negative sign consistently, which
means that if thre is earnings management in a previous period, financial analysts will generate

less forecast errors and their predictions will closely reflect reported (managed) earnings.

36 Qur primary analysis includes the OLS thathieteroscedasticityonsistent standard errors procedure, which
eliminates the heteroscedasticity issues.
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Roodman (2009)ays out system GMM model panmeters to produce reliable results. For
system GMM to produce reliable results, the model parameters include rejecting the null
K\SRWKHVLV RI QR VHULDO FRUUHODWLRQ RI ILUVW RUGHU
of no higherorder seralFRUUHODWLRQV LQ ILUVW GLIIHUHQFH 33$5

overidentification null hypothesis if all instruments are exogenous.

Our results consistently fulfil these model parameters across all regression results. We observe
AR(1) at signiftance level of less than 1%, which means we reject the null hypothesis of no
serial correlation of first order errors, while we do not reject the null hypotheses of AR(2) and

+ D Q V H QdentRcatibb at the significance level of more than 5%.

6.4 Sensitivity Analysis or Robustness Test

For sensitivity analysis or robustness checks, we applied the same regressions on median series
of absolute esante and eyost forecast errors. Similarly, takkl0 and table2.11 show a
significant positive relationshipgf @arnings management with forecast errors. We also note that
coefficients of earnings management withag®e forecast errors are higher in magnitude than

the coefficients of earnings management witlpesgt forecast errors.

Our extensive empirical anabs consistently provide robust results which are in line with
Burgstahler and Eames (2003Aubert and Grudnitski (2012suggest that the post
announcement predictions, i.e. convergent consensus, represent managed earnings and financial
analysts do not remove the earnings management component from the reportegs g¢arni
predict unmanaged earnings. Our results suggest that financial analysts minimize the forecast
errors and while making exost forecasts, i.e. convergent consensus, predict reported

(managed) earnings which is inconsistent withbert and Grudnitski (2012)
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Table 28: Multivariate Pooled OLS Regression results for Mean Series

Variabl Accrual Models Real Earnings Models
anables Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM
Abs_Kothari 0.306*** 0.246***
Abs_Dechow 0.305*** 0.243***
Abs CFO 0.277*** 0.223***
Abs_Prod 0.071*** 0.058***
Abs_Disexp 0.071*** 0.064***
GW 1.129%** 0.986*** 1.129%* 0.987*** 1.134*** 0.991*** 1.145%** 0.998*** 1.148*** 1.000***
oLC 0.072* 0.063* 0.072* 0.063* 0.058 0.051 0.068* 0.058* 0.072* 0.058
RC 0.012*** 0.016*** 0.012*** 0.016*** 0.012*** 0.016*** 0.012*** 0.015*** 0.011*** 0.015***
LEV 0.036*** 0.031*** 0.036*** 0.031*** 0.035*** 0.031*** 0.048*** 0.041*** 0.049*** 0.042***
Log AF -0.007 -0.004 -0.007 -0.004 -0.010* -0.006 -0.012** -0.008 -0.013** -0.008
g_
A -0.014** -0.014** -0.014** -0.014** -0.013** -0.014** -0.013** -0.014** -0.014** -0.015**
Q
Constant 0.016* 0.013 0.016* 0.013 0.017* 0.014 0.025*** 0.020** 0.028*** 0.021***
Observations 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288
R2 51.94% 47.69% 51.94% 47.63% 52.52% 48.14% 49.63% 45.90% 49.15% 45.69%
Adj. R? 51.84% 47.58% 51.84% 47.52% 52.42% 48.03% 49.52% 45.79% 49.04% 45.57%
Note:

4. **p<0.01, ** p<0.05, * p<0.10

5. Abs_FEAM is the abbreviation for Absolute value ofdfxe Forecast Errors for Mean series and Abs_FEPM is the abbreviation for Absolut
value of ExPost Forecast Errorfor Mean series.

6. Please refer tabl@.2 for variable definitions.
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Table 29: GMM on Mean Series

Variables

Accrual Models

Real Earnings Models

Abs_FEAM  Abs_FEPM  Abs FEAM  Abs FEPM | Abs_FEAM  Abs FEPM  Abs FEAM  Abs_FEPM  Abs_FEAM  Abs_FEPM
L.Abs_FEAM 0.0946*** 0.0937*** 0.0833*** 0.1105*** 0.1209***
L.Abs_FEPM 0.1649*** 0.1645*** 0.1708*** 0.1368*** 0.15171***
Abs_Kothari 0.4920***  0.2630***
L.Abs_Kaothari -0.0226 -0.0313
Abs_Dechow 0.4807***  0.2553**
L.Abs_Dechow -0.0237 -0.0319
Abs_CFO 0.3902***  0.2034***
L.Abs_CFO -0.0422 0.0041
Abs_Prod 0.1762***  0.1364***
L.Abs_Prod -0.0117 -0.0112
Abs_Disexp 0.1842**  (0.1351***
L.Abs_Disexp -0.1094***  -0.0813***
GWI 1.0609***  0.9347**  1.0620*** 0.9369***| 1.1179** 0.9654***  1.0646*** 0.9047*** 1.0508*** (0.9229***
oLC 0.0408 0.0302 0.0384 0.0286 -0.0100 0.0145 -0.0197 -0.0155 0.0359 0.0327
RC 0.0118***  0.0144**  0.0117*** 0.0143***| 0.0104*** 0.0122*** 0.0095*** 0.0133*** 0.0095*** 0.0130***
LEV 0.0189* 0.0151*  0.0192** 0.0154* 0.0114 0.0106 0.0279**+* 0.0215**  0.0289*** (0.0252***
Log AF 0.0014 -0.0015 0.0011 -0.0018  -0.0078* -0.0048 -0.0030 -0.0007 -0.0120** -0.0095**
AQ -0.0120** -0.0098* -0.0121** -0.0100** -0.0090  -0.0098* -0.0059 -0.0111** -0.0091 -0.0082
Constant -0.0015 0.0063 -0.0004 0.0071 0.0101 0.0108 -0.0004 0.0036 0.0224***  (0.0172**
Observations 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864
AR(1) 0.000 0.000 0.0 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.352 0.220 0.388 0.235 0.803 0.382 0.390 0.321 0.190 0.151
Hansen test 0.928 0.889 0.927 0.885 0.886 0.927 0.599 0.759 0.757 0.599

Note:

1. **p<0.01, ** p<0.05, * p<0.10
2. Abs_FEAM is the abbreviation fébsolute value of EAnte Forecast Errors for Mean series and Abs_FEPM is the abbreviation for Absolut

value of ExPost Forecast Errors for Mean series.

3. Please refer tabl@.2 for variable definitions.
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Table 210: Multivariate Pooled OLS Regression results for Median Series

] Accrual Models Real Earnings Models
Variables . "ceAMd  Abs FEPMd Abs FEAMd  Abs FEPMd | Abs FEAMd Abs FEPMd Abs FEAMd  Abs FEPMd Abs FEAMd  Abs FEPMd

Abs_Kothari 0.297*** 0.244***
Abs_Dechow 0.296** 0.240***
Abs_CFO 0.275*** 0.232***
Abs_Prod 0.068*** 0.059***
Abs_Disexp 0.069*** 0.065***
GW 1.124*** 0.980*** 1.124*** 0.981*** 1.128*** 0.983*** 1.139*** 0.992*** 1.143*** 0.994***
oLC 0.072* 0.069* 0.072* 0.070* 0.057 0.056 0.063* 0.064* 0.071* 0.064*
RC 0.012*** 0.015*** 0.012*** 0.015*** 0.012*** 0.015*** 0.011*** 0.015*** 0.011*** 0.014***
LEV 0.034*** 0.031*** 0.034*** 0.031*** 0.033*** 0.030*** 0.046*** 0.041*** 0.047*** 0.042***
Log_AF -0.008 -0.004 -0.008 -0.004 -0.010* -0.006 -0.013** -0.008 -0.014*** -0.009*
AQ -0.014** -0.014** -0.014** -0.014** -0.013** -0.014** -0.013** -0.014** -0.014** -0.015**
Constant 0.018** 0.014* 0.018** 0.015* 0.018** 0.014* 0.026*** 0.021*** 0.029*** 0.022***
Observations 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288
R? 51.72% 45.93% 51.73% 45.85% 52.47% 46.72% 49.48% 44.27% 49.04% 44.06%
Adj. R2 51.62% 45.82% 51.62% 45.74% 52.37% 46.61% 49.38% 44.15% 48.93% 43.94%
Note:

1. **p<0.01, ** p<0.05, * p<0.10

2. Abs_FEAMd is thelzbreviation for Absolute value of EBnte Forecast Errors for Median series and Abs_FEPMd is the abbreviation for Abs
value of ExPost Forecast Errors for Median series.

3. Please refer tabl@.2 for variable definitions.
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Table 211: GMM on Median Series

Accrual Models

Real Earnings Models

Variables e Abs FEPMd Abs FEAMA Abs FEPMd | Abs FEAMd Abs FEPMd Abs FEAMA Abs FEPMd Abs FEAMd Abs FEPMA
L.Abs_FEAMd 0.1020*** 0.1013*** 0.0883*** 0.1150*** 0.1318***
L.Abs_FEPMd 0.1542*** 0.1541*** 0.1619*** 0.1276*** 0.1425***
Abs_Kothari 0.4707***  (0.3384***

L.Abs_Kothari -0.0185 -0.0443

Abs_Dechow 0.4600***  (0.3306***

L.Abs_Dechow -0.0188 -0.0438

Abs CFO 0.3848***  (0.2561***

L.Abs_CFO -0.0329 0.0033

Abs_Prod 0.1816*** 0.1626***

L.Abs_Prod 00173 -0.0221

Abs_Disexp 0.1862*** (0.1840***

L.Abs_Disexp -0.1101*** -0.1058***

GWI 1.0565***  (0.9288***  1.0575*** (0.9304***| 1.1156** (0.9638** 1.0484***  0.8897***  1.0419*** (0.9104***

OoLC 0.0398 0.0265 0.0369 0.0244 -0.0133 0.0046 -0.0211 -0.0218 0.0334 0.0237
RC 0.0117***  0.0135*** 0.0117*** 0.0134***| 0.0103*** 0.0114*** 0.0092*** (0.0118*** 0.0094*** 0.0115***

LEV 0.0161 0.0098 0.0163 0.00%8 0.0098 0.0063 0.0261*** 0.0208***  0.0284*** (0.0232***

Log_AF 0.0006 -0.0013 0.0003 -0.0014 -0.0079* -0.0046 -0.0032 0.0001 -0.0118** -0.0096**
AQ -0.0117* -0.0102**  -0.0119** -0.0104** -0.0084 -0.0095* -0.0060 -0.0098* -0.0089 -0.0080
Constant 0.0004 0.0060 0.0014 0.0067 0.0100 0.0095 0.0005 0.0014 0.0219**  0.0167**
Observations 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864
AR(1) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.351 0.209 0.388 0.226 0.820 0.399 0.3%8 0.307 0.175 0.118
Hansen test 0.930 0.797 0.929 0.798 0.877 0.898 0.630 0.749 0.727 0.362

Note:

1. ***p<0.01, ** p<0.05, * p<0.10
2. Abs_FEAMd is the abbreviation for Absolute value cBXe Forecast Errors for Median series and Abs FEPMd is the abbi@vifatr Absolute

value of ExPost Forecast Errors for Median series.
3. Please refer tabl@.2 for variable definitions.
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7 Conclusion

Our major contribution, to the wide and extant literature of earnings management and financial
DQRDO\WWWYVYT IRUNHDRW YL QLDQ MLKDHEDSXI@pelnadts vValang witH [ente
IRUHFDVWY WR DQVZHU WKH TXHVWLRQ RI LI DQDO\VWVY |
managed or unmanaged earnings. We use multiple techniques of measuring proxies of earnings
managemet (i.e. Discretionary Accruals and Real Earnings Management) simultaneously to
provide robust results. Our extensive empirical analyses include the use of pooled OLS and

system GMM procedures to counter reciprocity, heterogeneity and endogeneity problems.

We provide evidence to support the claim that analysts predict managed earnings. They reduce
earnings surprises and readjust thetaate forecasts to make accurate predictions in order to
reduce the risk of job insecurity and loss of reputation in thket. One of the major reasons

that firms manage their earnings and keep their earnings closer to market expectations is
because of serious market reactions to earning shocks or negative earnings surprises. In other

words, firms manage earnings to redaagprises and volatility in their stock prices.

W LV ZLGHO\ DFFHSWHG WKDW ILUPVY WDUJHWYV LQFOXGH LC
to meet or beat these targets to reduce earnings surprises vdlailiey consider that after

firms have repded their earnings, financial analysts are in a better position to analyze
arrangements and can arrive at the actual (unmanaged) earnings of the firms. That is when
financial analysts decide to make another prediction (i-poskforecasts) or readjubeir ex

DQWH IRUHFDVWYV DIWHU HDUQLQJY DQQRXQFHPHQWYV WR S
provide empirical evidence that financial analysts predict reported (managed) earnings and

reduce the forecast errors fromaxte forecasts ratherth@®& UHGLFW ILUPVY DFWXDO !

37 Abarbanell and ehavy (2003}alk about the intentions of firms and they discuss the effects of forecast errors
or earnings surprises on stock valuation.
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While this study provides a significant contribution to the literature, it also has limitations. The
data sample mostly comprises the firms who use the big four audit firms i.e. 94.25%. This then
reflects the bigger sizefirms, which may limit the wider application of this study. Further
studies on broader sample sizes like international firms will greatly contribute to the literature

and may present a multitude of dimensions for more research
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Appendix 2

Table 212 Fixed Effect Panel regression on Mean Series

Accrual Models

Real Earnings Models

Variables Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM Abs FEAM Abs_FEPM
Abs_Kothari  0.209***  0.160**
Abs_Dechav 0.208*** 0.157***
Abs_CFO 0.246%%*  0.220%**
Abs_Prod 0.108*** 0.082***
Abs_Disexp 0.113%  0.111%*
GW 1.136%*  0.986™*  1.136"*  0.986"* | 1.145"*  0.993"*  1.136"*  0.986"*  1.143"*  (.991***
oLC 0.131%  0.109%*  0.131*  0.110%* 0.112 0.086** 0.110%*  0.094%* 0.112* 0.080*
RC 0.008*  0.010%*  0.008*  0.010%* | 0.008**  0.010** 0.008*  0.010%*  0.008**  0.009%**
LEV 0.060%*  0.062**  0.060**  0.062%* | 0.055%*  0.057**  0.058**  0.061**  0.059%*  0.060**
Log_AF -0.037%*  -0.033**  -0.038**  -0.033** | -0.035%**  -0.030**  -0.034**  -0.030**  -0.036***  -0.030*
AQ -0.021 -0.007 -0.021 -0.008 -0.022* -0.008 -0.023* -0.009 -0.020* -0.006
Constant 0.054**  0.036**  0.055% 0.037* 0.049* 0.029* 0.049* 0.032**  0.051**  0.029*
Sbse“’a""” 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288
R2 0.522 0.492 0.522 0.492 0.532 0.508 0.521 0.492 0.515 0.493
Adj. R? 0.521 0.491 0.521 0.491 0.531 0.507 0.520 0.491 0.514 0.492
Note:

1. **p<0.01, ** p<0.05, * p<0.10

2. Abs_FEAM is the abybviation for Absolute value of Exnte Forecast Errors for Mean series and Abs_FEPM is the abbreviation for Absolut
value of ExPost Forecast Errors for Mean series.

3. Please refer tabl@.2 for variable definitions.
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Table 213 Fixed Effect Panel regression on Median Series

i Accrual Models Real Earnings Models
Variables .\ "ceAMd  Abs FEPMd  Abs FEAMd  Abs FEPMd | Abs FEAMd Abs FEPMd Abs FEAMd Abs FEPMd Abs FEAMd  Abs FEPMd

Abs_Kothari  0.206*** 0.163***
Abs_Dechow 0.204** 0.160***
Abs_CFO 0.245%* (. 225%%
Abs_Prod 0.107*** 0.085***
Abs_Disexp 0.113**  0.118**
GW 1.140*** 0.995*** 1.139*** 0.994*** 1.149*** 1.002*** 1.140*** 0.995*** 1.147*** 0.999***
oLC 0.128** 0.107*** 0.129** 0.108*** 0.109 0.083** 0.108** 0.090*** 0.108* 0.074**
RC 0.008** 0.010*** 0.008** 0.010*** 0.008** 0.010*** 0.008** 0.010*** 0.007** 0.009***
LEV 0.058*** 0.060*** 0.058*** 0.060*** 0.053*** 0.055*** 0.057*** 0.059*** 0.058*** 0.058***
Log_AF -0.037***  -0.034*** -0.037*** -0.035*** -0.034*** -0.031*** -0.033** -0.031** -0.035*** -0.031**
AQ -0.021 -0.008 -0.021 -0.008 -0.021* -0.008 -0.022* -0.009 -0.019* -0.006
Constant 0.054*** 0.038** 0.054*** 0.039** 0.048** 0.031** 0.048*** 0.034** 0.050*** 0.030**
Sbser"a“o” 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288
R? 0.527 0.481 0.527 0.481 0.538 0.497 0.527 0.481 0.521 0.483
Adj. R? 0.526 0.480 0.526 0.480 0.537 0.496 0.526 0.480 0.519 0.482
Note:

1. **p<0.01, ** p<0.05, * p<0.10

2. Abs_FEAMd is the abbreviah for Absolute value of EAnte Forecast Errors for Median series and Abs_FEPMd is the abbreviation for Abs
value of ExPost Forecast Errors for Median series.

3. Please refer tabl@.2 for variable definitions.
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Table 214: Pooled OLS on Mean SerieaTime Series Earnings Management

) Accrual Models Real Earnings Models

Variables Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM Abs_FEAM Abs_FEPM  Abs_FEAM Abs_FEPM
Abs_Kothari ~ 0.341*** 0.264***
Abs_Dechow 0.344*** 0.266***
Abs_CFO 0.199*** 0.158***
Abs_Prod 0.045*** 0.037***
Abs_Disexp 0.071*** 0.059***
GW 1.132%** 0.990*** 1.131%** 0.989*** 1.146*** 1.000*** 1.152*** 1.005*** 1.149%** 1.002***
oLC 0.072* 0.064* 0.072* 0.064* 0.070* 0.061* 0.084** 0.071* 0.060 0.052
RC 0.012*** 0.016*** 0.012*** 0.016*** 0.012*** 0.016*** 0.012*** 0.015**  0.012*** 0.015***
LEV 0.036*** 0.032*** 0.036*** 0.032*** 0.039*** 0.034*** 0.050*** 0.042***  0.051*** 0.044***
Log AF -0.005 -0.002 -0.005 -0.002 -0.012** -0.008 -0.015*** -0.010* -0.013* -0.008
AQ -0.013** -0.014** -0.013** -0.014** -0.014** -0.014** -0.014** -0.015** -0.015** -0.015%**
Constant 0.011 0.009 0.010 0.009 0.022** 0.017** 0.029*** 0.023***  0.026*** 0.020***
Observation 3,288 3,28 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288
s
R? 0.537 0.488 0.537 0.488 0.517 0.474 0.491 0.454 0.496 0.459
Adj. R? 0.536 0.487 0.536 0.487 0.516 0.473 0.490 0.453 0.495 0.458
Note:

1. ***p<0.01, ** p<0.05, * p<0.10

2. Abs_FEAM is the abbreviation fob&olute value of ERAnte Forecast Errors for Mean series and Abs_FEPM is the abbreviation for Absolut
value of ExPost Forecast Errors for Mean series.

3. Please refer tabl@.2 for variable definitions.
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Table 215: Pooled OLSon Median SeriestTime Series Earnings Management

, Accrual Models Real Earnings Models

Variables T "CEAMA  Abs FEPMd  Abs FEAMd  Abs FEPMd | Abs FEAMd Abs FEPMd Abs FEAMd Abs FEPMd Abs FEAMd  Abs FEPMd
Abs_Kothari  0.335*** 0.266***
Abs_Dechow 0.338*** 0.268***
Abs CFO 0.197*** 0.164***
Abs_Prod 0.045*** 0.038***
Abs_Disexp 0.070*** 0.060***
GW 1.126*** 0.983*** 1.126*** 0.983*** 1.140*** 0.993*** 1.146*** 0.999*** 1.143*** 0.996***
oLC 0.071* 0.070** 0.071* 0.070** 0.068* 0.066* 0.082** 0.077** 0.059 0.057
RC 0.012*** 0.015*** 0.012*** 0.015*** 0.012*** 0.015*** 0.012*** 0.015*** 0.012*** 0.015***
LEV 0.034*** 0.032*** 0.034*** 0.032*** 0.037*** 0.033*** 0.048*** 0.042*** 0.049*** 0.043***
Log_AF -0.005 -0.003 -0.005 -0.003 -0.013* -0.008 -0.015*** -0.010* -0.013** -0.009*
AQ -0.013** -0.014** -0.013** -0.014** -0.014** -0.015** -0.014** -0.015** -0.015** -0.015***
Constant 0.012 0.010 0.012 0.010 0.023** 0.018** 0.030*** 0.024*** 0.027*** 0.021***
Sbse“’a“on 3,288 3,288 3,28 3,288 3,288 3,288 3,288 3,288 3,288 3,288
R? 0.536 0.471 0.536 0.471 0.516 0.459 0.490 0.439 0.495 0.443
Adj. R?2 0.535 0.470 0.535 0.470 0.515 0.458 0.489 0.437 0.494 0.441
Note:

1. ***p<0.01, ** p<0.05, * p<0.10

2. Abs_FEAMd is the abbreviation for Abs@walue of ExAnte Forecast Errors for Median series and Abs_FEPMd is the abbreviation for Abs
value of ExPost Forecast Errors for Median series.

3. Please refer tabl@.2 for variable definitions.
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Table 216: Fixed Effect Panel regression on Mean Seriedime Series Earnings Management

Variables Accrual Models Real Earnings Models
Abs_ FEAM  Abs FEPM  Abs FEAM  Abs FEPM | Abs FEAM  Abs FEPM  Abs FEAM  Abs FEPM  Abs FEAM  Abs_FEPM

Abs_Kothari  0.248*** 0.188***
Abs_Dechow 0.250%*  0.190%*
Abs_CFO 0.207*%*  0.185**
Abs_Prod 0.005**  0.077**
Abs_Disexp 0.138*** 0.125***
GW 1.140%*  0.989%*  1.140"*  0.989%* | 1.150"*  0.997**  1.140**  0.088**  1.143"*  (.991***
OLC 0.133%*  0.111%*  0.133*  0.111%* 0.117* 0.090** 0.115%  0.095%* 0.082 0.059*
RC 0.008*  0.010***  0.008**  0.010** | 0.008**  0.010**  0.008**  0.010***  0.007**  0.009***
LEV 0.061%*  0.063**  0.061**  0.063** | 0.061**  0.063**  0.063**  0.065**  0.058**  0.059%
Log_AF -0.035%  -0.031**  -0035*  -0.031** | -0.035**  -0.030*  -0.036**  -0.032%*  -0.033**  -0.028*
AQ -0.021 -0.007 -0.021 -0.007 -0.021* -0.007 -0.023** -0.009 -0.021* -0.007
Constant 0.050%*  0.033**  0.049* 0.033** 0.047* 0.028* 0.050%*  0.032* 0.044** 0.025*
Sbser"a“o” 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288
R2 0.534 0.501 0.534 0.501 0.527 0.503 0.519 0.492 0.526 0.502
Adj. R? 0.533 0.500 0.533 0.500 0.526 0.502 0.518 0.491 0.525 0.501
Note:

1. ***p<0.01, ** p<0.05, * p<0.10

2. Abs_FEAM is the abbreviatidfor Absolute value of EAnte Forecast Errors for Mean series and Abs_FEPM is the abbreviation for Absolut
value of ExPost Forecast Errors for Mean series.

3. Please refer tabl@.2 for variable definitions.
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Table 217: Fixed Effect Panel regression on Median Seriegime Series Earnings Management

Variables Accrual Models Real Earnings Models
Abs_FEAMd Abs_FEPMd Abs FEAMd Abs_FEPMd | Abs_FEAMd Abs FEPMd Abs FEAMd Abs FEPMd Abs FEAMd Abs_FEPMd

Abs_Kothari  0.245%*  0.192%*
Abs_Dechow 0.247%+  (.194%
Abs_CFO 0.206%*  (,189%*
Abs_Prod 0.097**  0.081***
Abs_Disexp 0.139%*  0.131%*
GW 1.144%*  0.998"*  1.144**  (0.998** | 1.153"*  1.006*  1.143**  0.997**  1.146™  0.999**
oLC 0.130%*  0.109%*  0.130%*  0.108*** 0.113* 0.087**  0.111**  0.090%** 0.078 0.052
RC 0.008*  0.010**  0.008*  0.010** | 0.008*  0.010***  0.008*  0.010**  0.007**  0.009***
LEV 0.059%*  0.061**  0.059%*  0.061%* | 0.060***  0.061**  0.061**  0.063**  0.056**  0.057***
Log_AF -0.034*  -0.033**  -0.034*  -0.033** | -0.034**  -0.032%*  -0.035*** -0.033**  -0.032*  -0.029**
AQ -0.020 -0.007 -0.020 -0.007 -0.020* 0.007  -0.023* -0.009 -0.020* -0.007
Constant 0.049**  0.035*  0.049*  0.034** | 0.046* 0.029*  0.048*  0.033*  0.043* 0.026*
Sbse“’a“o” 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288 3,288
R2 0.539 0.490 0.539 0.490 0.533 0.492 0.525 0.482 0.532 0.493
Adj. R? 0.538 0.489 0.538 0.489 0.532 0.491 0.524 0.481 0.531 0.491
Note:

1. ***p<0.01, ** p<0.05, * p<0.10

2. Abs_FEAMd is the abbreviation for Absolute value of &ixte Forecast Errors for Median series and Abs_FEPMd is the abbreviation for Abs
value of ExPost Forecast Errors for Median series.

3. Please refer tabl@.2 for variable definitions.
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Table 218 GMM on Mean SerieszTime Series Earnings Management

Accrual Models

Variables Real Earnings Models

Abs_FEAM _ Abs_FEPM  Abs FEAM  Abs FEPM | Abs_FEAM  Abs FEPM  Abs FEAM  Abs_FEPM  Abs FEAM  Abs FEPM
L.Abs_FEAM 0.0971*** 0.0965*** 0.1275** 0.1100*** 0.1048***
L.Abs_FEPM 0.1791*** 0.1790%** 0.1673*** 0.1429*** 0.1467***
Abs_Kothari 0.3638***  0.1867***
L.Abs_Kothari -0.0142 -0.0414
Abs_Dechow 0.3670***  (0.1894***
L.Abs_Dechow -0.0136 -0.0416
Abs CFO 0.2800***  0.2569***
L.Abs_CFO -0.0593  -0.0574*
Abs_Prod 0.1711%*  0.1484***
L.Abs_Prod -0.0248  -0.0314*
Abs_Disexp 0.1696***  0.1541***
L.Abs_Disexp -0.0746*** -0.0811***
GWI 1.0697**  0.9409***  1.009***  0.9399***| 1.1172** (0.9899*** 1.1170*** 0.9343** 1.0793** (0.9102***
OLC 0.0650**  0.0585**  0.0646**  0.0580**| 0.0621**  0.0494** -0.0242 -0.0247 0.0092 0.0032
RC 0.0122**  0.0152***  0.0121*** 0.0152***| 0.0098*** 0.0122*** 0.0095*** 0.0136*** 0.0103** 0.0137***
LEV 0.0232***  0.0213**  0.0230**  0.0211** 0.0189* 0.0141 0.0312**+*  0.0237***  (0.0343*** (0.0239***
Log_AF -0.0021 -0.0054 -0.0020 -0.0053  -0.0081* -0.0052 -0.0011 0.0001  -0.0075*  -0.0065*
AQ -0.0107** -0.0086* -0.0107** -0.0086*  -0.0100*  -0.0102* -0.0142** -0.0127** -0.0118** -0.0114**
Constant 0.0040 0.0098 0.0038 0.0096 0.0122 0.0083 0.0036 0.0019 0.0150* 0.0138**
Observations 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864
AR(1) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.487 0.243 0.486 0.241 0.646 0.527 0.373 0.249 0.179 0.0928
Hansen test 0.887 0.776 0.888 0.775 0.763 0.728 0.681 0.698 0.872 0.794

Note:

1. **p<0.01, ** p<0.05, * p<0.10
2. Abs_FEAM is the abbreviation for Absolute value oifixe Foreast Errors for Mean series and Abs_FEPM is the abbreviation for Absolute

value of ExPost Forecast Errors for Mean series.

3. Please refer tabl@.2 for variable definitions.
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Table 219: GMM on Median SeriestTime Series Earmgs Management

Accrual Models

Variables Real Earnings Models
Abs FEAMd Abs_FEPMd Abs_FEAMd Abs FEPMd | Abs FEAMd Abs FEPMd Abs FEAMd Abs_FEPMd Abs_FEAMd Abs_FEPMd

L.Abs_FEAMd 0.1029*** 0.1022*** 0.1347*** 0.1160*** 0.1112%**
L.Abs_FEPMd 0.1725*** 0.1724%** 0.1483*** 0.1335*** 0.1437***
Abs_Kothari 0.3588***  (0.2323***
L.Abs_Kothari -0.0050 -0.0477
Abs_Dechow 0.3619***  0.2360***
L.Abs_Dechow -0.0044 -0.0479
Abs_CFO 0.2754***  (0.3335***
L.Abs_CFO -0.0592* -0.0792***
Abs_Prod 0.1640***  0.2006***
L.Abs_Prod -0.0219 -0.0660***
Abs_Disexp 0.1679**  (0.1795***
L.Abs_Disexp -0.0706*** -0.0910***
GWI 1.0661***  0.9454***  1.0664*** 0.9446*** | 1.1057*** 0.9897***  1.1084*** 0.9214*** 1.0694*** (0.9027***
OLC 0.0605* 0.0530* 0.0603* 0.0524*  0.0605** 0.0517* -0.0198 -0.0310 0.0040 -0.0001
RC 0.0122*+*  0.0141*** 0.0121*** 0.0142***| 0.0097** 0.0114** 0.0095*** 0.0126*** 0.0104*** 0.0127***
LEV 0.0207**  0.0171*  0.0206**  0.0170** 0.0182* 0.0120 0.0300**+* 0.0236***  0.0330***  0.0213**
Log_AF -0.0022 -0.0061 -0.0020 -0.0060, -0.0089* -0.0038 -0.0019 0.0006  -0.0077* -0.0069*
AQ -0.0106** -0.0087* -0.0106** -0.0087* -0.0099* -0.0106** -0.0140** -0.0118** -0.0118** -0.0115**
Constant 0.0044 0.0110 0.0041 0.0107 0.0134 0.0053 0.0049 -0.0004 0.0152*  0.0140**
Observations 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864 2,864
AR(1) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.505 0.240 0.504 0.239 0.661 0.648 0.405 0.194 0.185 0.0764
Hansen test 0.891 0.664 0.891 0.664 0.713 0.692 0.600 0.664 0.800 0.570

Note:

1. **p<0.01, ** p<0.05, * p<0.10
2. Abs_FEAMd is the abbreviation for Absolute value oEXe Forecast Errors for Median series and Abs FEPMdasatbbreviation for Absolute

value of ExPost Forecast Errors for Median series.
3. Please refer tabl@.2 for variable definitions.
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CHAPTER 3: ())(&76 2) ($51,1*6 0$1$*(0(17 21 ,1',9,'8%/ ),5067

MARKET ADJUSTED RETURN

Abstract: This study investigates tlegfect of earnings management and the earnings surprises

RQ WKH ILUPVY VWRFN UHWXUQV DGMXVWHG ZLWK PDUNH\
modified model and real earnings management to proxy for the earnings management. Earnings
management is éhdiscretionary choice of the management to manipulate earnings to achieve
WKH ILQDQFLDO WDUJHWYV (DUQLQJV VXUSULVH LV WKH GLI
6WUHHW HVWLPDWHYVY ZKLFK DIIHFWV WKH LQGinysLGXDO

announcement and on the long run.

‘H DUJXH LQ WKLV VWXG\ WKDW HDUQLQJVY DQQRXQFHPHQ
depending on their performances. Financial markets react to the bottom figure of the financial
statements and to achietye positive and favorable reaction, firms manage their earnings. We
believe that bottom figures in the earnings announcement include the earnings management,
which helps firms to improve their market return. Similarly, earnings surprise also affects the
market share. Positive earnings surprise, good news, leads to higher market returns-and vice

versa for negative earnings surprise, bad news.

Our results suggest that the magnitude of earnings management has positive and significant
UHODWLR QV Kih&kaddisted tetudd \VSimilarly, good news also shows the positive
relationship and significant negative relationship exists with bad news. This concludes that the

HDUQLQJY DQQRXQFHPHQW GRHV LQGHHG -&dudtéti rétind.Q L ILF D Q

Keywords: Market Adjusted Returngarnings Management, Analysts Forecasts, Earnings
Surprise, Earnings Announcement, Accruals Earnings Management, Real Earnings

Management

JEL Classification: M41
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1 Introduction

1.1 Research Question and Importance

There isan extant literature which deals with the earnings surprises and abnormal share returns
(Keung et al., 2010)ales surprises and awmal share return&hih, 2019)and meeting or
beating earnings expectatio(dbarbanell and Lehavy, 2003; Oler, Pitre, and Song, 2018)
There is a large literature, which also deals with the market reaction towards the earnings
announcemeniLyle et al., 2019)and achieving the financial thresholds with earnings
managementEbaid, 2012; Mindak et al., 2018)evitt Jr (1998)says that the firms manage

their earnings to beat the market estpéions in order to avoid any significant negative effects
RQ WKHLU PDUNHW VKDUH 7KLV UHVHDUFK IRFXVHV RQ WKFE
management techniques and its effects on the madjested returns (hereafter MAR) of
individud firms. Similar toFuller, Netter, and Stegemoller (2002)e measure MAR, using
market adjustedeturn model, as the difference between returns of individual firm and market
index return over shorter@ys and dlays rolling windows instead otdays perioéf. This

study also emphasizes on the two techniques firms use to manage their earningh to rea
financial target¥. These techniques include the accruals earnings management and real

earnings management (hereafter AEM and REM respectively).

7KLY VWXG\ LQYHVWLIJDWHY WKH HIITHFWV RI VXFK HDUQLQJ
The reason tselect shorter windows is to assess the market reaction towards the earnings
announcement and the earnings surprises thereof. We assume the markets are efficient and they

will be able to mitigate the shocks in the longer run. Existing literature hadiftiet emphasis

S8Fulleretal. (2002)ROORZ % URZQ &BBmoDdUt@redsiike the cumulative abnormal return (CAR).

While we use the same market adjust return model ibtsmaller 3days windows, similar t6eung et al. (2010)

39 Levitt Jr (1998)VD\V WKDW 3HYHQ LI D ILUP IDLT by svsingle ideniwy, itnanHoseRsdHF DV W L
SHUFHQW RU PRUH RI LWV VWRFN SULFHV LQ D VLQJOH GD\" GXULQJ KLV
in September 1998.
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on the shorter rolling window returns instead focusing more on firms achieving the earnings
targets or benchmarkBarua, Legoria, and Moffitt, 2006; Mindak et al., 2016}her studies
investigate the economic effects of small negative earnings surf@saisam et al., 200%)

DQG LQYHVWRUVY VNHSWLFLVP WRZDU Keuyy &ldl.\2€1ID)OO0 SRVL)

There are few major contributions of this study. Our study uses MAR with multiple rolling
windows in days €L +1], [0 +1] and {1 0]) around the earnings announcement, to be discussed

later in more detail. Our study is thextension of the work b¥Keung et al. (2010py
incorporating the period beyond 2006. Introducing AEM and REM techniques, which firms use

to manage their earnings unlilBurgstahler and Eames (2006ho only use discretionary

accruds and operating cash flow componéht§Ve also create subsamples from each earnings
management technique to see what challenges firms, with ircameasing (hereafter PEM)

and incomedecreasing (hereafter NEM) attitude, f&céncorporating earnings sunise (good

and bad news) to check the sensitivity analysis and to compare our results with the work of
Keung et al. (200), Burgstahler and Eames (2006hd Graham et al. (2005)Another

contribution to the literak UH LV WKH XVH RI LQGLYLGXDO ILUPVY EHW
against the market as a whole. We use beta as an alternative specification to the rolling window
0$5 ZKLFK H[SODLQV WKH ILUPVYT ULVN VHQVLWduyges/\ WR W
WKDW ILUPVY HDUQLQJY PDQDIJHPHQW FKRLFHVY FRQVLVWHC(

market. PEM positively affects the MAR and \ieersa in case of NEM.

40 Frankel et al. (2010)nd no materially statistical evidence to support the resul@raham et al. (2005)

41 Burgstahler and Eames (2006e theJones (1991inodel to estimate discretionary accruals while our study
focuses on modified Jones modelKwythari et al. (2005)

42 Keung et al. (2010pnly deal with positive earnings management and assume the firms with positive
discretionary accruals more often end up with positive earnings surprise with [0, 1c].
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1.2 Background

Existing literature widely speaks about the earnings managemenriccesals earnings
managemer(Kothari et al., 20053nd real earings manageme(®Roychowdhury, 2006)5ince

Beaver (1968hints that there exists the relationship betweamings announcement and the

investor reactions, researchers have focused their attention on the study of market reactions
towards the earnings announcement and its informational yAlese and Bamber, 1994;

Frankel et al., 2010; Keung et al., 2010; Shih, 200L8yitt Jr (1998)explains the attitude of

the firms, that the firms manage their earnings in order to achieve their financial targets. While

one of the most important financial targets is the Wall Street Journal forecaisédl. potential

investors have financial and business acumen, for investing decisions, they rely heavily on their
RZQ ILQDQFLDO NQRZOHGJH RU ILQDQFLDO DQDO\WWVT IR
Investors with the financial knowledge are cdpabf analyzing the financial news and
performance of the firms. In other words, they understand the techniques undertaken by the
firms to manage their earnings in order to deliver the good news to public. While other investors
without this knowledge tentb rely on financial analysts and their investment consultancy
services. A$long and Kubik (2003FODVV LI\ WKLV DV WKH 3$JH RI WKH DQD
reliance on thdinancial analysts which warrants ever so more studies on their forecasting

capabilitiesAbarbanell and Lehavy, 2003; Burgstahler and Eames, 2006)

This study investigates the effec&l ILUPVY GHFLVLRQV WR PDQDJH HDUQ
GRZQzZDUG 1(0 RQ WKH ILUPVY 085 2XU VWXG\ JHWV WKH P
WDONV DERXW WKH ILUPVY FKRLF@Avarbarel RKHEHaw 20B3IDW W k
Levitt Jr, 1998)and whether stock market or investors are skeptical about the small positive
surprises and perceive them as the signal of earnings manipkéiong et al., 2010; Shih,

2019) While Frankel et al. (201®lso discuss about the reactions of the capitakets on the
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VPDOO QHJDWLYH HDUQLQJYV VXUSULVHV 7KHVH VWXGLHYV

HDUQLQJY LQ RUGHU WR DFKLHYH WKH WDUJHWY DQG WKHV

For the purpose of our research and followihg existing literature, we study the market
UHDFWLRQV WRZDUGV WKH ILU P VflakihD. WQille @ 5\Assub&Ibhati PH QW
WKH ILUPVY PDQDJH WKHLU HDUQLQJY LQ RUGHU WR DFKLH
forecasts to avoid anygiificant detrimental reactions from the capital market players. Having
VDLG WKDW ZH DOVR XQGHUVWDQG WKDW QRW DOO ILUP'
differentiate between the confirmed manipulators and mere suSp®#étsconfine our study to

analze the effect of these decisions on their market share, in terms of the share price return
adjusted with the market return (MARHealy and Wahlen (1999)escribethe earnings
PDQDJHPHQW E\ ILUPVY GLVFUHWLRQDU\ SRZHUV WR FKDQJ
RI' ILQDQFLDO VWDWHPHQWY DERRW MXG 3D MR SEMU IR UP D C
as the use of accounting policies to alter values, such as adjusting accounting estimates,
provisions for bad debts, accounting and valuation methods, asset pricing, and impairment.
While they say, REM inflates or dafes revenues and expenses by using business transactions,

such as product pricing, production costs, research and development, and other discretionary
expenditures. There is a growing literature, which separately deals with these two earnings
managementechniques. This study does not compare AEM and REM but we employ both to
DQDO\]H WKH ILUPVY DWWLWXGH DBQrRartHewwbreHwe lAIFOMVIAR Q PD U
our sample into income increasing and income decreasing firms for earnings manipulation
under each technique to analyze if the firms that overstate and understate their earnings actually

have positive or negative return.

43Keung et al. (2010)se these terms to explain the numbers game. They explain that the cost of lower valuations
in the capital markets is borne mutually by all the firms.

44 Shi et al. (2015have done a comparative study of these two techniques within geographic dispersion of the
firms. Another such comparative study is dond-byentinou and Anagnostopoulou (2016)
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Prior literature discusses the similar question and finds that the firms apply earnings
management technique to meet oatbthe target and its relationship with abnormal returns
(Keung et al., 2010; Shih, 2018urgstahler and Eames (20@830 dscuss the use of earnings
management to achieve zero or small positive earnings shocks or sfitpii¢eie these

studies focus more on the abnormal returns and zero or small positive (negative) earnings
surprises; our study emphasizes on the overalliMfn EHKDYLRU RU DWWLWXGH WR

management decisie® DNLQJ DQG LWV HIIHFW RQ WKH PDUNHW UHDF

Our results suggest that the magnitude of the earning management positively affects the MAR
i.e. firms return adjusted again$iet market return. However, our results are still consistent
when we split our sample in the two categories: firms with PEM and NEM attitude. The firms
with PEM attitude are those, which overstate their earnings in order to achieve the forecasting
targeté®. While other category belongs to those firms, which understate their earnings. Our
results show the evidence that when firms apply the PEM approach towards their earnings, their
MAR actually increases while the firms with NEM approach find their MAR dsargaOur
results are robust with the inclusion of earnings surprise in our statistical analysis and provides
the similar evidence that the good (bad) news in terms of earnings surprises actually positively
QHIJDWLYHO\ DIIHFWV WK But ktatiBtid] adaH/8¢xdlsQiwcliie thewse HfV K
beta i.e. systematic risk, or also known as volatility, of the firm against the market and our

results consistently support our primary analysis.

The following section extends the review of relevant ltte@about the reactions from capital
PDUNHWY RU SRWHQWLDO L QM&kiig\cRAitds ¢/ Re Whndiall takgets/ § G HF
LQFOXGLQJ DQDO\WWVY IRUHFDVWY 6HFWLRQ GHYHORSV \

sampling, research methodgly and variable definition are part of section 4. Sections 5 and 6

4 Frankel et al. (201QjJiscuss the consequences of small negative earnings surprises on investor relations.
46 Levitt Jr (1998)says that these firms overstate their earnings because even underachieving the forecasting targets
by 1-cent costs more th&@%o decrease in their market share.
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present the empirical data analyses including descriptive statistics, correlation, and multivariate

regression results. The section 7 concludes this empirical study with summary aricbhsnita

2 Literature Review

Firms prepare the financial statements to provide the information to its end users including
potential investors along with other capital market players. The incentive for the firms to
produce useful information is to protect tagmtential investors, who become one of their fund
generating sources. They are also part of the capital market who influence the total market value
of the individual firms. For that purpogethman and Zeghal (2006)scuss about the country
policies on the investor protection to establish an economy that is sustainable nfisthb

overall growth of the economy. Knowing these users influence the market value, firms have
that added pressure of making up the numbers to present better view of their performance
(Levitt Jr, 1998) Schipper (1989)efines earnings management as the use of discretionary
powers by the firms to nmage the earnings and dress up the numbers to show good
performance. Furthermorklealy and Wahlen (199%)so define it as the use of discretionary
choices to hid the actual financial performance and alter the financial reports to achieve the
targets. Prior literature has provided the two techniques to measure the earnings management.
Jones (1991introduces the Accruals Earnings Management (AEM) technighieh Kothari

et al. (2005)modifies. Roychowdhury (2006)gives another technique i.e. Real Earnings

Management (REM). We use both techniques in ousstatl analyses of this study.

JLUPVY HDUQLQJY DQQRXQFHPHQWY DIIHFW WKHLU VKDUH
financial information to make any informed investing decision. First source of such information
is the financial statements thatnfis prepare and issue i.e. earnings announceingatet al.

(2019)discuss the difference in the market reaction in relation to the timing oathengs
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announcement. They believe that the firms, which announce the earnings outside of regular
trading hours, give investors enough time to process the financial information before the trading
begins again. Therefore, the announcements during theppreperiod have slower market
reactionsBeaver, McNichols, and Wan@@20)deal with the change in the market response
towards the earnings announcement during difference periods. They document increased
response during 20e4011 and over time. We analyze the effects of earnings quality on the
market returns and differeate the users of financial statement into potential investors and

financial analyst¥. Literature defines earnings quality on the multitude of affjles

7KLV VWXG\ IRFXVHV RQ WKH VWXG\ RI HDUQLQJV TXDOLW\
making, WKLFK IXUWKHU H[SODLQV WKH EHKDYLRU RI WKH ILUP
Prior literature mostly deals with the earnings surprises. VWéekel et al. (2010hvestigate

WKH HIITHFWV RI PLVVLQJ IRUHFDVWLQJ WDUJHWY RQ WKH LC
calls with managers as the proxy of investor relations and analyze the effectdl oegaiive

earnings surprises. They conduct a survey study to analyze the effects of missing market
expectations on the investor relationship and they find that the firms that miss expectations
generally have longer lengths than meeting expectations. &gin this relationship as the

negative effect of missing market expectation on the investor relationship. They do not find
significant evidence to suppd@raham et al. (2008hat missing earnings benchmark results

in severe economic implications. WhHKeung et al. (210)talks about the market reaction to

the positive earnings surprises and they find that the investors are skeptical when firms just
meet or beat the earnings expectations and consider the existence of earnings management.

Other studies discusstheuBd HDUQLQJY PDQDJHPHQW WR PHHW RU EHLEL

47 We argue that there are financial analysts, who provide the investment consultancy services to the potential
investors who do not possess the financial knowledge. While the sBedigsr et al. (202@ndLyle et al. (2019)

only use the term investors.

48 o (2008)defines earnings quality on the degree of earnings managemergr daghings management means

low quality of earnings whildehaan et al. (2013)iscuss application of standardsyestor protection, audit

quality, reporting incentives and earnings management as the possible explanatory variables.
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of Buy (Sell) rated firmgAbarbanell and Lehavy, 20Q3)se of earning management to
achieve financial targe{Burgstahler and Eames, 2008parbanell and Lehavy (2008xplan

how firms are motivated to meet or beat the targets when the firm is rated a Buy aversace

in case of SellBurgstahler and Eames (2006)d that the firms manage their earnings to meet
or beat the earnings expeatatiin order to have zero or small positive earnings surprises to

avoid consequences of earnings shocks.

Our study is motivated by the prior literature and talks about the effects of earnings management
RQ WKH ILUPVY UHWXUQV R Q thy &aditalV Markét ketlris N lexplaid Gis XV W H
SKHQRPHQRQ LQ WZR VWDJHV ILUVW VWDJH H[SODLQV KR
earnings to meet or beat earnings targatsarbanell and Lehavy, 2008)and second stage

talks about the reactions of the market on the quality of the earnings reports and earnings
VXUSULVHV WKHUHRI RQ WKH ILUPVY VWRFNmUBEiXgUQV DG
literature mostly focus on the relationship between small positive (negative) earnings surprises

and the share price returns. Therefore, there is a need of an extension to the existing literature
and our study contributes to the literatureibgluding the share price returns of the firms

adjusted against the markets, which minimizes the unwanted effects of extremely positive
(negative) returns. We also include the short windows for measuring the +adjksted

returns. We use-8ays window(Keung et al., 2010and two 2days windows to measure

market DGMXVWHG UHWXUQ RI WKH ILUPV :H Dig\pRxXarH WKH \

adjusted returns in place of MAR to check for the robustness.

49 Levitt Jr (1998)explains this strategy by the firms as The Numbers Game.
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3 Hypotheses Development

Keung et al. (2010andShih (2019)use earnings surprises and sales surprises respectively, to
DQERDO\|H WKH HIITIHFWV RQ WKH ILUPVY DEQRUPDO UHWXUQ'
when there are zero or smabgitive surprisesAbarbanell and Lehavy (2003uggest the

firms manage earnings upwards when they are rated Buy and dodenwiaen they are rated

Sell. Similarly,Burgstahler and Eames (20G#iggest that the firms manage earnings to avoid
negative consequences and when firms manage earnings there is higher frequency of zero and

small positive srprises.

This study gets the motivations from existing literature and its primary focus is to analyze
HPSLULFDOO\ WKH UHODWLRQVKLS EHWZHHQ HDUQLQJV PI
return (MAR). FollowingAbarbanell and Lehavy (2008nhdBurgstahler and Eames (2006)

who discuss the use of earnings management to meet (zero earninige sargreat (positive

earnings surprise) the targets, we assume that the earnings surprise is the function of earnings
PDQDJHPHQW +HQFH ZH XVH WKHVH WZR SUR[LHV VHSDUD\
We posit that the market reaction is theQr WLRQ RI ILUPVY GLVFUHWLRQDU
HDUQLQJY DQG WKH HDUQLQJYV VXUSULVHV :H K\SRWKHVL]I
amplify the earnings managements or when there is positive earnings surprise (good news).

We also analyze the effét¢ RI1 ILUPVY DWWLWXGH L H 3(0 DQG 1(0
management on the MAR. Finally, this study replicates the literature and uses earnings
VXUSULVHV WR DQDO\]JH WKH PDUNHW U HAbaRk¥lleRaQ 2DIQ;G LWV |

Keung et al., 20106.

Literature largely focuses on the alpha returns of the firms, which measure the growth rate of

WKH ILUPVY mice NtHiiand kWéudesimilar measure of the returns and adjust these

50 We assume that the markadjusted return is the function of market reactiorarkét reactions include the
behavior of the investors and their investing decisions, which ascertain the market reaction.
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returns against the market index. These maaklgisted returns explain the actual performance

of the firm relative to the market. Our study also contributes to the literature in the use of beta
rHWXuQvy L H WKH V\VWHPDWLF ULVN RU YRODWLOLW\ %H\
or stock is volatile against the market. Betas higher than 1 suggest that the firms have higher

risk but can also produce higher returns.

H1: Magnitude of eDUQLQJYV PDQDJHPHQW LV SRVLWLYHO\ DVVRFLD

Hla 3(0 DIIHFWV WKH ILUPVY 0$5 SRVLWLYHO\

Hi» 1(0 DIIHFWV WKH ILUPVY 0$5 QHIJDWLYHO\

+ ODJQLWXGH RI HDUQLQJYV VXUSULVHV LV SRVLWLYHO\ DV

H2a: Positive earningssW SULVH L H JRRG QHZV KDV SRVLWLYH HIIH

H2, 1HIJDWLYH HDUQLQJYVY VXUSULVH L H EDG QHZV KDV QH

4 Data Sampling and Methodology

4.1 Data Sample Selection

Our data includes neAAER (Accounting and Auditing Enforceme Release) US market

firms and has 83,785 firfyear observations spread over 13 years (6,445 firms each year) from
2006 to 2018. We obtain the data from the Factset Database based on Excel Connect including
Factset Fundamentals, Factset Actuals, Factseém&tes, Reuters Global Fundamentals,
Thomson Reuters DataStream, I/B/E/S and Center for Research in Security Prices (CRSP). We
extract data related to earnings and earnings forecasts from I/B/E/S/ and market return data from

CRSP. We obtain betas of the UPV IURP 7KRPVRQ 5HXWHUV 'DWD6WUHD
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Following (Fama and French, 1992; Payne and Robb, 200@)exclude observations from
financial firms because they use uregaccounting procedures and principles, as well as the
difficulty in estimating discretionary accruals. Since there is insufficient data under unspecified

and miscellaneous firms, we also exclude these observations from our analysis.

The table3.1 shows tk final sample (unbalanced panel data) of fyrsar observations under
three different rolling windows after removing the firms and the application of trimming

criteria. We have one-@ays and two -#8lays rolling windows.

Table 31: Sample Selection
Panel A: Firm-Year Observations

Firms Firm -Year Observations
Total number of firms (6445 * 13) 83,785
Less: Firms from financial industry (1219 * 13) (15,847)
Less: Firms from Miscellaneous industries (774 * 13) (10,062)
Less: Unidentified Firms (70 * 13) (910)
Remaining Firms (4383 * 13) 56,966

Panel B: Industry-wise Sample Distribution +Final Sample
Market Adjusted Return (MAR)

Industry window -1 +1  window 0 +1 window -1 0 Beta
Name Code n % n % n % n %
Commercial Services 3200 309 488 296 491 127 5.04 187 4.75
Communications 4900 82 1.29 87 144 22 087 36 0.91
Consumer Durables 1400 210 331 216 358 52 206 147 3.73
Consumer NonDurables 2400 330 521 313 519 113 4.49 219 5.56
Consumer Services 3400 400 6.31 361 599 150 5.95 219 5.56
Distribution Services 3250 163 257 173 287 65 258 114 29
Electronic Technology 1300 932 1471 896 14.87 355 14.09 547 13.89
Energy Minerals 2100 272 429 260 431 137 544 121 3.07
Health Services 3350 161 254 150 249 74 294 92 234
Health Technology 2300 776 1225 764 12.68 373 14.81 444 11.28
Industrial Services 3100 398 6.28 355 589 134 532 245 6.22
Non-Energy Minerals 1100 138 218 120 199 39 155 96 2.44
Process Industries 2200 380 6 360 597 157 6.23 258 6.55
Producer Manufacturing 1200 703 11.1 625 10.37 252 10 476 12.09
Retail Trade 3500 340 537 350 581 135 536 255 6.48
Technology Services 3300 514 8.11 495 8.21 247 9.81 305 7.75
Transportation 4600 188 297 173 287 74 294 149 3.78
Utilities 4700 40 0.63 32 053 13 052 27 0.69
Total 18 6336 100% 6026 100% 2519 100% 3937 100%
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4.2 Methodology

Our methodology for the empirical analysis is tetd; first, we measure the earnings
management at the first stage. In second stage, we apply thesg®aranagement proxies to
empirical test our hypotheses. Prior studies often only use one measure of earnings management
in their analysisShi et al.(2015) make the comparative study on two different measures or
techniques (AEM and REM) for the geographically dispersed firms. Our study does not provide
the comparison between these two measures, but to provide robust results we use both measures
of theearnings management, i.e. AEKlothari et al., 2005and REM(Roychowdhury, 2006)

Kothari et al. (2005)use the performanematching approach to estimate the earnings
management i.e. equation (1). We estimate discretionary #&ofiua residualsy), by
regressing equation 1, cressctionally for the firms within the samed®yit SIC code each

year.
o=yt gl p0+ tgie F g 60 i+ 1gbp6it ty Yi 4D (1)
Where i represents firm and t years

Likewise, here are the three equations fiGtoychowdhury, 2006)He telieves that the firms
manipulate actual profits in order to meet benchmarks and prevent disclosing any annual losses.
We measure the abnormalities (i.e. residuajgin cash flow from operations (CFO),
production costs (Prod_Cost) and discretionary expenses (DisExp) using the following
equations respectively, crassctionally for the firms within the samed®yit SIC code each

year. Subsequently, we multipiiye residuals from equation 4 with and calculate REM by

adding the residuals generated from these equations

A6Y = »+ »g:UT op+ > )+ »(e )+ D )

51 Zang (2012)multiplies the residual from discretionary expense rhdge #, to inverse the nature to
discretionary expense cuts. Greater amounts of discretionary expense cuts reflecinicceasing management.
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b & = A+ AgUT L+ AL )+ Ag(e )+ Ay(e -0+ D @)

0 6 =Tyt TgUT Ly;+1g -9+ D 4)
Where i represents firm aoht years

2XU K\SRWKHVHY QRW RQO\ IRFXV RQ WKH PDJQLWXGH RI HI
attitude towards earnings management (PEM and NEM). We calculate the absolute values of
AEM & REM and use sign values to separate the two attitudes eifeed®EM as, when firms

use the accounting practices to overstate earnings and when firms use accounting practices to
understate earnings is known as NEM. Therefore, we divide our each sample into two
subsamples to analyze the effects of PEM and NEM appses of the firms on our interested

variable MAR. Similar approach is followed for the earnings surprise. We use the following

two equations (5 and 6) to test our hypotheses empirically. We use two different measures for
ILUPVY VKDUH S U LKethdjusted/ rétur@s\.e. MAR Brid (2) Beta i.e. the systematic

risk or volatility of the stock against the market index.

lym~kL g E tgXy.&?EtgAn, £ . ?E 1pX Q.7 TyXeedm ™ LT

14X eedm Eg?Elém}.g?F Yox (5)

lym~kL 1gE 1. ?E1gdn, > <. ?E 143X Qq,.s7E 1yXeedm ™ ™ OF™

14X eedm Eg?Elém}.g?F Yox (6)
Where i represents firm and t years

We measure the earnings surprise as the diffefestveeen the reported earnings and I/B/E/S
mean earnings forecas#d5-days before the firms announce their earnings. In contrast to prior
literature, which uses the latest I/B/E/S mean earnings forecasts. We argue that latest earnings
forecasts do not pwide firms sufficient time to manage earnings to meet or beat their targets.
These forecasts might also generate the number closer to reported earnings anyway after

incorporating all the recent and relevant information. Therefore, we assume tHays5
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window provides firms with reasonable incentive and motivations to manage their earnings to

meet or beat the targets to avoid earnings shocks (or bad news) and untoward market reactions.

Our multivariate models explain how firms manage earnings (PEM or N&lsighieve their
financial targets. The financial targets of the firms can include meeting or beating forecasts, in
order to issue good news to market players to receive positive market reaction and consequently
to achieve positive marketdjusted returnOur marketadjusted returns have three rolling
windows. Similar tokKeung et al. (2010Q)our initial primary MAR periocconsists of 3ays

window from one day before to one day after the earnings announcement but they use market
model to measure cumulative abnormal return while we foRoler et al. (2002andRosen

(2006) ZKR XVH %URZQ 98§ mddkat@ejudtkd/return model. We also use two
more 2days windows to check for the robustness. One of these two windows consists of the
day of earnings announcement and a day after, and the second window consists of the day before
the earnings announcemt and the day of earnings announcement. Given past studies in
earnings management and earnings surprises, our models include several control variables. The
variables Pricgéo-Book value, Total Assets and Analysts Following (PBValue, Log_Assets and
Log_AF respectively) explain varying degrees of the size of the firm. Literature does not
explicitly employ these variables on share price returns but we find these variables on earnings
management and forecast accurdEynbong ad Hosseini, 2018; Richardson, 2000ye

expect PBValue to have positive sign with returns because it shows the good news to the market
SOD\HUV LI LW LV KLJKHU 7KH UHDVRQ EHKLQG /RJB$)TV SR
firms attract moredilowers (including all stakeholders), which generates public information

for all analysts to produce consensus forecast with low dispersion. One of the two incentives to
manage earnings is to avoid debt covenant violgfRichardso, 2000) Therefore, we include

WKH /HYHUDJH /(9 WR FRQWURO IRU WKH ILUPVY OHYHUD.

management when they are audited by big four auditing firms, and it plays a role in the earnings
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quality (Clinch et al., 2012)Assuming market players react better when they have confidence

on the quality of earnings report and its informational value, thus we expect Audit Quality (AQ)

to have positie sign with MAR.

The table3.2 describes the variables included

Table 32: Variable Definition

in our empirical analyses.

Variable Code Definition Data Source Extraction
Panel A: Accruals Models
TA Total Accruals calculatetdy the Derived 7% & P& F
change in noftash current asse! "&DVK "EDRA)
minus the change in currel
liabilities excluding the curren
portion of longterm debt, minus
depreciation and amortization
A Total Assets Factset Database
"6-"5(& Change in Sales minus change Derived "6-"5(& 6 D O sllesW
Receivables at year T 1)) - (Rec(t)- Rec (t1))
PPE Gross value of Property Plant ai Factset Deabase
Equipment
IBE Income before Extra Items Factset Database
"5(97°5(& Change in Revenue minus chan Derived "5(975(& 5 HYReWw/ (t
in Receivables at year T 1)) - (Rec(t)- Rec (1))
Note: All variables are scaled by lagged total assets exce@™®WtSVVHWYV 33§~
Panel B: Real Earnings Management Models
CFO Cash flow from Operations Factset Database
S Total Sales Factset Database
"6 W Change in Sales atyear T Derived "6 6DOIBMedNtl)
Prod_Cost Production Cost calculated k Derived BURGB&RVW &2*6
adding change in Inventory to th
Cost of Goods Sold
"6 - Change in Sales at yearIT Derived "6 6 D dH Balds (12)
DisExp Discretionary Expense Derived DisExp = R&D + SG&A + ADV
calculated by adding thre
expenses: Research al
Development, Adveiging and
Selling, General anc

Administrative Expenses.

Note: All variables are scaled by lagged total assets

Panel C: Adjusted Return Models

MAR Market Adjusted Return (MAR) it
the difference of Market retur
and indvLGXDO ILUP
within 2 days windows. Window
[-1, +1] means the retur
calculated with one day befor
and after the earning
announcement. Similarly  witl
other windows [0, +1] and{, O].
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Variable Code

Data Source

Extraction

Beta

Abs_AEM

Abs_REM

PP_AEM

NN_AEM

P_REM

N_REM

ES

Abs _ES

ESpve

ESnve

EM

PBVALUE

LEV

Log_Assets

Log_AF

Definition

Beta is the systematic risk, whic
measures the volatility of th
security/share or portfolio i
comparison to the market.
Absdute values of  the
discretionary  accruals  fror

Kothari Model.
Absolute values of the summatic

of abnormalities from three
Roychowdhury models i.e. Cas
Flow from Operations,
Production Costs an
Discretionary Expnses.

Positive accruals earnin

management by the managem:
to elevate the earnings.
Negative accruals earnin
management by the managem:
to aleviate the earnings.
Positive real earning manageme
by the management to elevate t
earnings.

Negative real earning
managementyothe managemen
to alleviate the earnings.
Earnings Surprise calculated t
the difference between Reportt
EPS and BExAnte Forecast Meat
Values (45 days before Report:
Earnings).

Absolute values of the Earning
Surprise

Positive earnings surprise or got
news. When firms beat th
earnings forecasts.

Negative earnings surprise or b
news or earnings shock. Whe
firms fail to beat the earning
forecasts.

Earnings Managemer
Component =  Discretionar
Accruals calculated by Residu
Values in Kothari Model anc
Abnormdities in Rowchowdhury
Models of Cash Flow fron
Operations, Production Costs al
Discretionary Expenses.

Price to Book Value

Leverage is ratio of Long Terr
Debt to Total Assets

Log of Total Assets

Log of Number
Following the firms

of Analysts
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DataStream
Database

Derived

Derived

Derived

Derived

Derived

Derived

Derived

Derived

Derived

Derived

Derived

Factset Database

Derived

Derived

Factset Database

Abs_Kothari = |Residuals]|

$EVB5(0 _ ™ 5HVI

Aggr_AEM = Positive Accruals
earnings management

Cons_AEM = Negative
Accruals earnings managemer

Aggr REM = Positive Rea
earnings management

Cons_REM = Negative Ret
earnings management

ES = |EPS EAMean|
EAMean = Preannouncemen
mean earnings forecast

Abs_ES = |ES|

ESpve = ES
where ES >0

ESnve = ES
where ES <0

EM = Abs_AEM, Abs REM,
Agar_AEM, Cons_AEM,
Aggr_REM, Cons_REM
Where:

REM is the summation o
abnormalities calculated witl
three Roychowdhurgnodels.

LEV = LTD/Total Assets

Log_Assets =
Assets)

Log_AF = log10(AF)

log10(Tota
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Variable Code Definition Data Source Extraction

AQ Audit Quality is the dummy Derived AQ = 1 for Big Four Firms,
variable based on the Big Foi AQ = 0 otherwise
Audit Firms

Note:

5. Only Earnings Management and Earnings Surprise are scalédSkiare Price at the start of the ye:¢
All other variables either are ratios or already scaled.
6. All variables are winsorized at thé'and 99" percentile except dummy variable i.e. AQ.

5 Descriptive Statistics and Correlation

5.1 Descriptive Statistics

Thetable 3.3 shows the statistical summary of the variables employed in our empirical study.
Panel A of the tabl8.3 presents the descriptive statistics of our dependent variables. We have
three separate windows for MAR and we use Beta to check for themebsisWWe employ-3

days window as our primary variable for our data analysis and the remaining two windows
along with Beta to support our primary results. We observe consistently that the means of
marketadjusted returns are lower than their median adtoee windows, which shows the
negatively skewed distribution. Except Beta which is positive skewed distribution. Sample of

beta only includes the data from year 2015 to 2018.

Panel B of the tabl8.3 reports the statistics for AEM and REM, where the naahmedian

values in AEM are lower than in REM. Since, our analyses include the study of magnitude of
WKH HDUQLQJY PDQDJHPHQW DQG ILUPVY DWWLWXGH RQ Wk
PEM and NEM. With these values, suggest that managers udeniRiee than AEM in order

to manage earnings. We also observe unequal observations in our subsamples for PEM, NEM
and in earnings shocks. While this should not reduce the statistical power of these extensive

empirical analyses.

Panel C of table.3 shows tk list of control variables. The majority of PBValue and LEV

values are in the fourth quartile and lean to the positive skewness. With the big four audit firms
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as their external auditors, AQ represents 80.70 percent of the sample firms in our report.
Log_AF shows the number of analysts following a firm, which is a proxy for firm size. The

larger companies would draw a larger number of followers.
Table 33: Descriptive Statistics

n Mean Std. Dev. Median Min Max  Quartile 1  Quartile 3
Panel A: Market Adjusted Returns (MAR) and Systematic risk against Market (Beta)

MAR_11 6336 -1.177 0.678 -1.185 -2.932 0.778 -1.603 -0.765
MAR_01 6026 -1.202 0.732 -1.243  -2.994 0.816 -1.697 -0.716
MAR_10 2519 -1.304 0.712 -1.352 -3.045 0.772 -1.785 -0.864
Beta 3937 1.190 0.546 1.139 0.010 3.477 0.829 1.481
Panel B: Earnings Management (EM) and Earnings Surprise

Abs_AEM 6336 0.053 0.076 0.028 0.000 0.838 0.012 0.063
P_AEM 2633 0.053 0.078 0.026 0.000 0.568 0.010 0.061
N_AEM 3703 -0.054 0.075 -0.029 -0.838 -0.00 -0.064 -0.013
Abs_REM 6336 0.290 0.404 0.149 0.000 2.636 0.063 0.337
P_REM 3496 0.326 0.441 0.170 0.000 2.636 0.072 0.390
N_REM 2840 -0.246  0.348 -0.126 -2.115 -0.000 -0.282 -0.053
Abs _ES 6336 0.032 0.072 0.010 0.000 0.655 0.003 0.029
ESpve 2341 0.0163 0.035 0.004 0.000 0.199 0.001 0.012
ESnve 3995 -0.042 0.086 -0.015 -0.655 -0.00 -0.037 -0.005
Panel C: Control Variables

PBValue 6336 4.090 6.148 2506 0.235 5241 1.569 4.157
LEV 6336 0.198 0.177 0.179 0.000 0.849 0.013 0.316
Log_Assets 6336 3.137 0.816 3.142 0.140 5.606 2.577 3.664
Log_AF 6336 0.711 0.488 0.778 0.000 1.491 0.301 1.114
AQ 6336 0.807 0.395 1.000 0.000 1.000 1.000 1.000

Note: Please refer tabl8.2 for variable definitions.

5.2 Correlation Matrix

Table3.4 presets the correlation among different variables used in our studies. The aim is to
assess the correlation between the explanatory variables; we anticipate a low to moderate
correlation because a strong correlation may imply unreliable and biased resukso@inc

analyses do not employ AEM and REM simultaneousby/pverlooktheir intercorrelation.
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Table 34: Correlation Matrix

Pairwise Pearson and Spearman Correlation

n = 6,336 Abs AEM Abs REM Abs ES PBValue LEV Log_Assets Log AF AQ
Abs_AEM 0.2647*** 0.2834*** -0.3020***  0.0334*** -0.1005*** -0.0905*** -0.0562***
Abs_REM 0.2819*** 0.1632*** -0.2618***  0.0420*** -0.0960*** -0.1386*** -0.0521***
Abs_ES 0.3074*** 0.1643*** -0.2239***  0.1270*** -0.0315** 0.0032 -0.0344***
PBValue -0.0858*** -0.1045%** -0.0706*** 0.0905*** 0.0961*** 0.1962*** 0.0845***
LEV 0.0562*** 0.0625*** 0.1131%** 0.1856*** 0.4822*** 0.2361*** 0.2043***
Log_Assets -0.1027*** -0.0494 x> -0.0682*** 0.0032 0.3986*** 0.5417*** 0.4393***
Log_AF -0.0%69*** -0.1085*** -0.0226* 0.0941*** 0.2154*** 0.5046*** 0.2771%**
AQ -0.0633*** -0.0233* -0.0562*** 0.0361*** 0.1866*** 0.4476*** 0.2709***

Note:

1. *p<0.10, ** p<0.05, *** p<0.01
2. This correlation matrix gives the information about the correlation apba independent variables.

3. The correlation below the diagonal line is Pearson; above the diagonal live is Spearman correlation.
4,

Please refer tabl8.2 for variable definitions.
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Statistically, we observe no significant correlation among the explgnaoables, suggesting

that the predictors in our models do not have a multicollinearity problem, leading us to assume
that our regressions can generate reliable results. We use the variable inflation factor (VIF)
techniqué? for each of our regressionsadesess the robustness of the bivariate-taerelation

or multicollinearity. The findings are identical and display no evidence of substantial

multicollinearity among the explanatory variables, creating questions about model's reliability.

6 Results andDiscussion

Keung et al. (201Q)se different ranges of earnings surprises to analyze the effect on the market
reactions. They findhat the investors are more skeptical when they observe zero or small
positive earnings surprises than large earnings surptiséile this study focuses on the
relationship between the earnings management i.e. quality of earnings announcement and the
marNHW UHDFWLRQ ZKLFK OHDGV WR FKD adljdstedyetirnishvVy VWR
our case study. This study uses the stock returns adjusted against the market instead of abnormal
stock returns. We measure MAR as the difference between thé inGi XDO ILUPVY VWRFN
and the market returns (CRSP). We use MAR with three different windows of short intervals

i.e. 3daysand 2G6D\V 7KH UHDVRQ EHKLQG FKRRVLQJ WKH VKRUW
immediate reaction to the earnings ann@ment. Moreover, we assume the market is perfectly
competitive and it neutralizes the impact of earnings shock (good or bad news) in the future.
2XU VWXG\ XVHV ERWK HDUQLQJY PDQDJHPHQW WHFKQLTXH

earnings managementEM or NEM) to replicateBurgstahler and Eames (200@nd further

52 Results from Variation Inflation Factor show maximum valué.66.

53Shih (2019)IXUWKHUV WKH VWXG\ DQG ILQGY WKDW WKH LQYHVWRUV DUH D
sales surprises. They find lower relationship of abnormal share returns with small positive sales surprises than with
otherranges of sales surprises.
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analysis includes the earnings surprises (good news or earnings shocks) to reproduce studies

from (Graham et al., 2005; Keung et al., 2010)

Our empirical analysis is twinld; in the first stage, we measure the earnings management by
usingequations 1 through 4¢e section 4]2In the second stage, we run the regressions on
equations 5 and 6 to test our hypothesee [section 4]2The second stage of our empirical
analysis is further threfld, which includes the primary analysis witAreings management,
alternative specification with earnings surprises and robustness check by using beta instead of

MAR to proxy for capital market reaction to stock returns.

6.1 Primary Analysis

Our primary analysis includes the multivarigteoled OLS het®scedasticityconsistent
standard errors regression on equation 5 for the earnings management as the explanatory
YDULDEOH RQ WKH J{daysRwhtlow $tartidd- Wéind one day before the earnings

announcement to one day aftet,[+1P*

Table 35 indudes the results for our primary analysis. Our results are consistent with
Burgstahler and Eames (2006)ho believe that the firms manage their earnings in order to
avoid the severe economic consequences. The magnitudenofgs management (AEM and
REM) has significant positive relationship with the MAR. This means that the firms, which
involve themselves into these discretionary activities, benefit from the positive market reaction
with better stock returns. Our resulte &n line with hypothesis H1 of this study, which states

that, the magnitude of the earnings management is positively associated with MAR.

54The results are consistent from remaining twaegs windows i.e. Table 3.8 and 3.9 in the appendix.
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Moreover, as described earlier, our study furthers the literature and divides the firms based on
their attitude towads the earnings managementaldflour study says that the firms with PEM

attitude should realize better stock returns and vice versa in case fufritie NEM firms®.

Our results consistently show that the firms with PEM (P_AEM or P_REM) have positive
rHODWLRQVKLS ZLWK WKH ILUPVY 085 :KLOH WKH ILUPV ZL
negative relationship. In cases of N_AEM and N_REM, we do not find significant coefficients

but they show negative signs, as we expect and are in line with our hypothe$siHdontrol

variables, except PBValue, show accurate signs in consistence with the prior literature and

significant coefficients except AQ and LEV.

Table 35: Multivariate Pooled OLS regression for Earnings Management

Accrual Earnings Management (AEM) | Real Earnings Management (REM)
Market Adjusted Returns (Window -1 +1 days around Earnings Announcement)

Variabl es

Abs_AEM 0.250**

P_AEM 0.380*

N_AEM -0.167

Abs REM 0.061***

P_REM 0.058**

N_REM -0.051
PBValue (+) -0.004*** -0.003 -0.005*** -0.004*** -0.003 -0.004***
LEV (+) 0.118** 0.092 0.126 0.115** 0.110 0.151*
Log_Assets (?) -0.143***  -0.143*** -0.141*** -0.144%** -0.145%** -0.143***
Log_AF (+) 0.096***  0.068** 0.114*** 0.100*** 0.064** 0.144***
AQ (+) 0.019 0.040 0.011 0.018 0.016 0.006
Constant (?) -0.576*** -0,552*** -1.158*** -0.564***  -0.482*** -1.134%*=
Industry Control Yes Yes Yes Yes Yes Yes
Year Control Yes Yes Yes Yes Yes Yes
Observations 6,336 2,633 3,703 6,336 3,496 2,840
R? 5.6% 6.2% 5.8% 5.6% 6.7% 5.7%
Adjusted R? 5.07% 5.00% 4.98% 5.11% 5.79% 4.64%
Note:

4. **p<0.01, ** p<0.05, * p<0.10
5. Please refer tabl&.2 for variable definitions.

5 Whether the firms, which understate the earnings, still meet or beat the earnings targets and have positive
earnings surpres (good news), is not part of this study. We assume that the firms understating their earnings will
have done it to create reserves or overstating their earnings will not have generated desired results or achieve
targets.
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6.2 Alternative Specification

Similarly, we now run multivariatpooled OLS bteroscedasticitgonsistent standard errors
UHJUHVVLRQ RQ HTXDWLRQ IRU HDUQLQJYV VXUSULVHV DV

with all three short interval-8ays and Zlays windows-1, +1], [0, +1] and{L, O] respectively.

Table3.6 preserd the results for the hypotheses H2, Bi2d H2 of this study. Hypothesis H2
VWDWHYVY WKDW WKH PDIJQLWXGH RI WKH HDUQLQJV VXUSUI
MAR. Since magnitude uses the absolute values, that means tireegative values, &expect

positive linear relationship. The results in table support our hypothesis H2, which show the
significant positive coefficients of absolute values of earnings surprises (Abs_ES) with MAR

across all three windows.

Our results are consistent withe literature and our hypothesisHRIAR increases when we
use the positive earnings surprises i.e. E{pbarbanell and Lehavy, 2003; Burgstahler and
Eames, 2006)We also observéhe symmetric negative relationship of negative earnings
surprises i.e. ESnve on MAR across all windows which is in line with our hypothesanH?2

is consistent witiGraham et al. (2005We see positive relationship of ESpve with MAR,
except in2-days window {1, 0], only that coefficients are insignificdhtThese results are
partially consistent with thEeung et al. (2010)Keung et al. suggest that the investors have
gotten skeptical about the zero or small positive earningsisespovertime. Their study is
divided into 3 periods and only in the last period i.e. 2002investors show skepticism. While
ZH REVHUYH QHJDWLYH DVVRFLDWLRQ RI EDG QHZV HDUQL
MAR, which is consistent witisraham et al. (2005 he results are significant except the 2

days window {1, 0]. One of the possible reasons might be very low numbédrsareations,

%6 The 2days window {1, O] has ery small number of observations, which might have played the role in
contrasting sign. Because most of the results do not have significant coefficients, we believe that further extensive
study is required to provide robust statistical evidence.
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which diminishes the statistical power of the regression analysis. Control variables, except
PBValue, consistently show accurate signs in accordance with the prior literature and

significant coefficients except AQ.

6.3 Robustness Check

We use thalternate proxy of the stock returns i.e. beta. Beta is the systematic risk or volatility

of a stock against the market index. The beta describes the movement of the stock relative to

the market. If the beta is higher, the stock can generate highersrbtuirit also poses higher

risk. Table3.7 presents the results from multivarig@oled OLS heteroscedasticitpnsistent

standard errors regression. Magnitude of earnings management (Abs_AEM and Abs_REM)

and magnitude of earnings surprise (Abs_ES) havé®@ LILFDQW SRVLWLYH UHODW/|
beta returns, which is consistent with hypotheses H1 and H2. Similarly as our primary results,
P_AEM and P_REM (N_AEM and N_REM) have positive (negative) relationship with beta
returns, this provides statisticevidence to support hypothesesatdhd HL. While earnings

surprises i.e. good news (bad news) also similarly affect the beta returns positively (negatively).

These results are in line with the hypothesesd#@ H2 of this study.

We conduct additionaksts using a technique usedRighardson (2000p measure earnings
management (AEM and REM) using a time series methoddlogfe findings (shown in
appendix) are consistent with our primary approach of measuringEheand REM using

crosssection industrywise regressions.

5 The reslts from timeseries earnings management are presented in table8.23.th appendix.
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7 Conclusion and Limitations

7KLV VWXG\ LQYHVWLIJDWHY WKH OLQN EHWZHHQ ILUPVY LC
its stock returns. Achieving financial targets drives firms to maragje ¢arnings, which in

turn affects the stock market performantevitt Jr (1998)says that achieving Wall Street
Journal forecasts is one of the most important financial targets for the fibaghanell and

Lehavy (2003)discuss how firms are motivated to meet or beat the earnings expectations.
Extant literature deals with the effects of small negative earnings surprises on economic
implications(Graham et al., 2005)nvestor relationgFrankel et al., 201nd effects of small

positive earnings surprises on abnormal stock retyKeung et al.,, 2010) earnings
managemeniBurgstahler and Eames, 2006)ur study contributes to the extensive literature

in using the stock returns adjusted against the market and beta returns instead of using
LQGLYLGXDO ILUBNafinarmaRstobk rdttrivg XeUi@ dther words alpha returns. We

add to the literature by using the 3 different short interelihg windows of the market
DGMXVWHG UHWXUQ ‘H QRWH WKDW UHVHDUFKHUV SODFH
(PEM and NEM) to analyze the effects on stock market performance. We observe researchers
investigate earnings surprises (good news or bad news) separately. This study covers all these
aspects of the literature and provide the robust results. Our resultstexthsisupport our
hypotheses and the existing literature from different empirical tests. We provide statistical
evidence that the firms use discretionary powers to manage their earnings to meet or beat the
Wall Street Journal earnings expectations ordases®. They do so to improve the stock market
performance i.e. stock returns and avoid any severe consequences in the capital markets. The
results are consistent with the earnings surprises, with good news or positive earnings surprises

to improve the stk returns and vice versa in case of bad news or negative earnings surprises.

58 Although our regressions do not show significant explanatory power (adjudtdsliRtheir Fstatistics (not
shown) is positive and significant across our empiacellyses.
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Where this study contributes to the literature on few fronts, there are limitations also. There is
more work required on the use of PEM and NEM and earnings surprises. NERleatitot
synonymous to bad news and this study does not differentiate between the NEM firms with
goods news and bad news. The other limitation of this study is the use of US market only, which
limits the sample size. This study includes 80.7% firms atithyebig four firms, this represents

the number of big sized firms, limiting the wider application. Future research can help to

overcome these limitations and expand the reach of the literature.
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Table 36: Multivariate Poded OLS regression for Earnings Surprise
Market Adjusted Returns (Window in days around Earnings Announcement)

Variables Window [-1 +1] Window [0 +1] Window [-1 0]
Abs_ES 0.314** 0.496*** 0.366**
ESpve 0.574 0.300 -0.086
ESnve -0.226* -0.503*** -0.268
PBValue (+) -0.004*** -0.001 -0.005*** -0.003* -0.000 -0.004** -0.004 0.001 -0.008**
LEV (+) 0.109** 0.011 0.150** 0.196*** 0.299*** 0.151* 0.208** 0.165 0.183
Log_Assets (?) -0.141*** -0.167*** -0.126*** -0.192%** -0.219*** -0.178*** -0.106*** -0.090** -0.122%**
Log_AF (+) 0.094*** 0.147*** 0.063** 0.052** 0.146*** -0.004 0.048 0.100 0.032
AQ (+) 0.019 0.024 0.014 0.011 -0.030 0.033 -0.008 -0.109 0.034
Constant (?) -0.557*** -0.524*** -1.167*** -0.578*** -0.434*** -1.015%** -1.403** -1.592%** -1.306***
Industry Control Yes Yes Yes Yes Yes Yes Yes Yes Yes
Year Control Yes Yes Yes Yes Yes Yes Yes Yes Yes
Observations 6,336 2,341 3,995 6,026 2,186 3,840 2,519 894 1,625
R? 5.6% 8.3% 5.0% 5.9% 7.6% 6.0% 6.4% 6.9% 7.6%
Adjusted R? 5.10% 7.06% 4.27% 5.39% 6.20% 5.20% 5.18% 3.52% 5.76%
Note:

1. **p<0.01, ** p<0.05, * p<0.10
2. Please refer tabl8.2 for variable definitions.
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