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ABSTRACT

The purpose of this study is to examine the association between free cash
flow(FCF), debt hypothesis and discretionary accruals. According to Jensen(1986,
1989), managers of low growth/high FCF firms are involved non-value-maximizing
activities, that is, there are severe conflicts of interest between shareholders and
managers. Managers in these firms are more likely using discretionary accruals to
manipulate earnings upward. Jensen also argues that debt mitigates the
non-value-maximizing activities. To proxy for growth prospects for each firm, we
calculate a five-year average annua percent increase in net sales. We measure
discretionary accruals by the cross-sectional variation of modified Jones model and
adjusted for extreme operating cash flow. Listed companies in Taiwan from 1997 to
1999 were used as a sample to test our hypotheses by multiple regression analysis.
Empirica evidence shows that the discretionary accruals are higher for high FCF
firms than low FCF firms and the positive FCF/discretionary accruals to be weaker
for low growth firms with high debt than for similar firms with low debt. Sensitivity
tests indicate that the results are robust with respect to different measures of growth
prospects.

Keywor ds: Earnings Management, Discretionary Accruals, Free Cash Flow,
Debt Hypothesis
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