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“The process of taking deliberate steps within the
constraints of GAAP to bring about a desired level
of reported earnings.” (Davidson et a, 1987)

“ A purposeful intervention in the external financial
reporting process, with the intent of obtaining
some private gain (as opposed to say, merely
facilitating the neutral operation of the process)”
(Schipper, 1989)

“The practice of distorting the true financial
performance of the company” (SEC, 2000)

?

«Earnings management occurs when managers use
judgment in financial reporting and in structuring
transactionsto alter financial reportsto either
mislead some stakehol ders about the underlying
economic performance of the company or to
influence contractual outcomes that depend on
reported accounting numbers.”

(Healy and Wahlen, 1999)




« Judgement

?

“One or more intentional acts designed to
deceive other persons and cause them
financial loss’

(National Associations of Certified Fraud
Examiners, 1993)

'S VS

GAAP

— management buyout (DeAngel0,1988)

- (Aharony et a.,1993; Teoh et dl.,
1998 )

- (Teoh et al.,1998)
- (Erickson and Wang, 1999)

- (Burgstahler and Eames, 1998
Abarbanell and Lehavy, 1998)

- (Kasznik, 1999)

- ( Healy, 1985; Holthausen et al. 1995;
Gaver et al. 1995; Guidry et al. 1999)

- (Healy and Palepu,1990 ; DeAngelo et al.
1994; Defond and Jiambalvo, 1994; Sweeny 1994)

- (DeAngelo, 1988; Dechow and
Sloan, 1991)

- (Moyer, 1990; Bestty
et a.1995; Collins et al.1995)

- (Petroni, 1992; Adid,

1996 )
- (Watts and Zimmerman,
1986)
- (Key,1997)
- ( )(Cahan,1992)

- import relief) (Jones, 1991)




e Becker et a. (1998)
— 1993COMPUSTAT

e Franciset a. (1999)
— 1975-1994 NASDAQ

¢ Geiger and Raghunandan ( 2002)

— 1996-1998
(audit tenure) ( going-
concern modified opinion)

- ()
()
* Myerset al. (2002)
—1988-2000 53753

Nelson et al. (2002)

. 253
515

35%
15%

* 56%

52%

. 44%

* 21% GAAP
* 17%
* 18%

« Klein (2002)
— 1992-93 S& P 500 692

e Chung et a. (2002)

— 1988-1996 COMPUSTAT
12478

. Leuz et d. (2002)
- @)
1990-1999




) 283
@ 283
® 26.8
@ 251
©® 24.8
® 225
® 216
(10) 205
(12) 195
(16) 183
(20) 148
(23) 838
= - 101 16.1 206
SEC SEC

» Dechow et a (1996)

 Accounting Auditing Enforcement Release
(AAER)

1982-1992 AAER
. 9%

. 40%

—-CEO Chairman of the Board
—-CEO
- (audit committee)

« Palmrose and Scholz (2002); Pamrose et al.
(2002

:1995-1999 452

. 5
17
. 50%
* 62% (core earnings)
. 37%;
21% 11%

. 68% 19%
. 39% (  IPOS)

-18 11% SEC

-38

- 18%

-9.2%
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(Accountability,
Integrity and Ethics)

“Cookbook accounting” cannot prevent or minimize
cooking the books.(




% JF Asset Management

5 JF Asset Management

1

F Asset Management

2

JF Asset Management

3

F Asset Management

4
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Note for the panel discussion
10/19/2002

«C )
- (judgment and estimate)
(structuring transactions)
(purposeful, intentional)
- (Stakeholder)

(Irregularity, Fraud)

Related party transactions

(Accrua Management)
Accounting method choices

restructuring

write-off

Loss Reserve (
(Real Cash Transaction)

Asset Sales( )

Early retirement of debt

1. (opportunistic behavior)

management can choose accounting methods
for its own interest

2. (signaling, Efficient behavior)
for the benefit of the firm

- Accrual Management

(Continuous Spectrum)
(Borderline)
Fraud — Using Non-GAAP Treatment
Aggressive Accounting Choice
Neutral — Fair Accounting Choice
Conservative Accounting Choice
Fraud — Using Non-GAAP Treatment




Cash vs. Accrua Accounting

e Cash Accounting
— No need for judgment and estimate
— Disregard future uncertainty

« Accrua Accounting
— Revenue Recognition
— Matching of Revenues and Expenses
— Usejudgment and estimate
— Use point estimate for future uncertainty

Accrua Management

. (Root of evil)
— Future Uncertainty(Real World Case)

( )

Point Estimate vs. Probability Distribution

Real Cash Transaction

Aggressive 1. Asset Sales(Gains)
Accounting Choice 2. Accelerating Sales

3. Postponing R&D

Neutral
Accounting Choice

Conservative 1. Asset Sales(Losses)
Accounting Choice 2. Delaying Sales
3. Accelerating R&D

(@

. (Insider Trading)
Initia Public & Seasoned Equity Offering
* Management buyouts

« Stock-financed acquisitions

. (Income Smoothing)

*

— dividend covenant
— CEO changes

)

« Capital requirement in banks and insurance companies
— Anti-Trust

Which accruals are managed?

-- abnormal accruals

— bad debt provision

— Lossreserves in banks and insurance
companies:

— Deferred tax valuation allowance




. Gatekeeper and Watchdog
. NY SE1933 85% . ( ) ( )
C )
L] ( ) L]
(Adversary)
. (integrity) Audit Quality -- Unobservable
(reputation capital)

* Integrity — Unobservable
» Theory of Reputation Capita Fails
. Non-Audit Service

Categories of Independence Impairing Undetected Earnings Management

Relationships
 Createsamutual and conflicting interest . -
— Financial interest
 Auditing his or her own work .

— Employment relationships
« Acting as management or an employee
» Being an advocate for the firm




Undetected Earnings Management

« Lack of Independence

« Lack of Integrity

 Lack of Competence

e Lack of Time

 Lack of Money or Cost Pressure
* Price (Fee) Competition

Poor Observability

Implicit Collusion

Agency Costs within the Gatekeeper
“Reputation Capital” Theory Fails
“Deterrence’ Theory Fails

Inherent Limitations on the auditor’s role and
capacity (expectation gap)

» Does stock market see through earnings
management?

« Are accounting numbers used in contracts?

« Are accounting numbers used in regulation?

— Critical Accounting Policies
— Critical Risk Factor

Earnings Management and Corporate
Governance

Empirical Research

Effective audit committees and boards constrain
earnings management activities

1. Audit Committee
independent, full time, financial expertise

2. Board of Directors

experienced, larger board, ownership stakes of non-
executive directors




Enron Case— U.SA.

The Deterrence Explanation
1995 Private Securities Litigation Reform Act
1. Raise pleading standards for securities class actions
2. Substitute proportionate liability for joint and
several liability
Irrational Market Euphoria (Bubble Story)

Increased incentive for short term price
maximization

Restatement
1000
1991 47 1996 58
1992 50 1997 58
1993 32 1998 97
1994 56 1999 204
1995 47 2000 163

2001 150 11/30

Restatement 1977-2001 Restatement

Revenue 404 906
Cost/operating exp. |417

— 109
Acquisition 41 in-process R&D
In-Process R& D 65 47
Reclassification 19

6

others 122
Advantage and Disadvantage of Advantage and Disadvantage of

Financial Statements

« Nicely Summarize Complex Activities of An
Entity ( )

e But Lose A lot of Information

— Like playing Chinese whisper( )
— Only asmall percentage of information survives and
correct

— Information overload vs. alack of crucial information

Financial Statements

— Relevance and Réliability

(uncertainty) (risk)
— The Flaw of Average (depreciation, provision for loss)
— Too uncertain to deal with it (many intangible assets)
— Risk Analysis and disclosure




Characteristics of Good Mechanism

Power and Responsibility

Check and Balance

— Power corrupts and absolute power corrupts absolutely.
Feedback from Stakeholders

Growth and Evolution - Future Change
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