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Where Do Companies Attempt Earnings Management, and
When Do Auditors Prevent It?

Abstract

Research about earnings management (“EM”) is sometimes criticized as insufficiently
useful to standard setters (e.g., Healy and Whalen 1999). Because prior sudies
necessarily focus on those areas of EM that have resulted in SEC enforcement actions or
for which empirica tests are most powerful, little is known about EM with respect to
many accounts. Also, rdatively little research has examined factors that limit EM. For
example, because prior studies focus on pogt-audit financia statements, they cannot
Separate managers attempts to manage earnings and auditors decisonsto waive
adjusgment of earnings-management attempts.

Our study complements prior research by congtructing a database of 526 earnings-
management attempts ("EMAS") that span the issues regulated by SFASs 1-132 and their
precursors. We obtain EMAS by surveying audit partners and managers from one Big-5
firm and dliciting specific experiences they have had with audit clients who they believe
were attempting earnings management. This database dlows us to examine how
managers decisonsto atempt EM and auditors decisonsto waive EMAS are affected
by financid- accounting-standard precision, transaction structuring, current-year-income
effect, maeridity, and/or client Sze. We dso assessthe relative frequency of EMASIn
various accounts, as well as the relative frequency with which EMAs are waived by
auditors to become EM in the audited financid statements.

Regarding managers EMAs, andysesindicate that transaction structuring isinfrequent,
and tends to occur with respect to precise sandards. Of those EMASs that affect current-
period income, 60% are incomeincreasng. EMASs are more likely to increase current-
period income when standards are precise and/or transactions have been structured.
Regarding auditors waive decisons, anayses indicate that auditors are more likely to
waive adjustment of an EMA when it decreases current-year income, is governed by an
imprecise stlandard, is structured (particularly to meet a precise sandard), is consdered
by the auditor to be immaterid, or is attempted by alarge client.

In our database, EMASs occur most frequently with respect to reserves, followed by, in
order of frequency, revenue recognition, business combinations, intangibles, fixed assts,
investments, leases, compensation, and many other areas. While revenue-recognition
EMAs are second most frequent, auditors infrequently waive them, so they are the third
most frequent category of EM. Auditors require adjustment of 43% of EMAs. They
waive adjustment of 22% because they conclude the EMA isdlowed by GAAP, 18%
because the auditor has no convincing evidence that their client’s position is incorrect,
and 17% for another reason (usudly, immateridity).

At the conclusion of our paper we discuss limitations and implications of our results for
earnings- management research, audit practice, and financia-accounting and auditing
regulation.



Where Do Companies Attempt Earnings Management, and
When Do Auditors Prevent It?

I. Introduction

Regulators (e.g., Levitt 1998) have voiced concern that companies are engaging in
(and auditors are alowing) earnings management® (“EM”). In response, additional
regulations have aready been issued,? and further changes are being contemplated (e.g.,
Pand on Audit Effectiveness 2000). To help guide these efforts, research needsto
provide further evidence about where EM is attempted by managers, which standards are
most vulnerable to EM, and the role that auditors play in limiting EM (Hedly and Whden
1999; SEC Call for Research 1999). Our study provides evidence with respect to these
guestions.

We document 526 experiences that Big-5 audit partners and managers have had
with clients attempting earnings management. Included in our survey datafor each
experience is a description of the specific earnings-management attempt (“EMA”), the
financid-accounting standard(s) relevant to that EMA, and the eventua disposition of the
EMA by the auditor (e.g., the auditor could require that their client adjust the EMA, or
could waive adjustment because the EMA fel within GAAP or was immaterid). Some

participants were directed to focus on specific areas of financid accounting (e.g., leases,

! Numerous definitions of EM exist (see, e.g., Schipper 1989; Healy and Whalen 1999; Panel on Audit
Effectiveness 2000). For purposes of this paper we consider earnings management to include the
continuum of behavior that is undertaken intentionally to make the financial statements appear different
from how they would appear if financial-statement effects were not being considered. Thus, we include
behavior that is clearly consistent with GAAP, such as decreasing expendituresto avoid |osses or
structuring leases to avoid capitalization with respect to SFAS 13, aswell as behavior that is clearly fraud,
such as recording fictitious sales or intentionally overstating inventory, as well as a broad range of behavior
in between these two extremes.

2 Examplesinclude SAB 99 regarding materiality judgments (issued 8/99), SAB 100 regarding revenue
recognition (issued 11/99), SAB 101 regarding restructuring and impairment charges (issued 12/99), and
SAS's 89 (issued 12/99) and 90 (issued 12/99) regarding auditors' responsibility to communicate with audit
committees about uncorrected misstatements and quality of earnings.



revenue recognition) to ensure complete coverage of accounting topics; others were not
directed to focus on specific areas to facilitate estimation of relative frequencies. Data
collection occurred in Fall 1998.

Congstent with our predictions, severd factors affect where EMASs occur and
whether they are waived by the auditor. For each EMA, we determined whether the key
finandid- accounting standards give precise, objective guidance (e.g., SFAS 13) or
imprecise, subjective guidance (e.g., SFAS 5) about the appropriate trestment. We adso
determined whether the EMA involved structuring a transaction with respect to a
financid- accounting sandard (e.g., Structuring alease transaction to avoid capital-lease
trestment; timing saes of assatsto alow gain recognition in a particular period).
Anaysesindicate that managers tend not to structure EMAS, but when they do o, they
tend to Structure for precise sandards. Auditors are more likely to waive an EMA that is
sructured, particularly when it is structured for a precise sandard, but are lesslikely to
wave EMAsin generd when standards are precise. Auditors are more likely to waive
EMAsthat they consider to be immaterial. Auditors are more likely to waive EMAS that
are attempted by large clients, even after controlling for whether or not the EMA is
congdered materid.

Further andysesindicate that, of the 429 EMAs for which we could identify an
effect on current-year net income, 60 percent increase income in the current year.
Structured EMASs are more likely to increase current-year income than to decrease
current-year income. Auditors are more likely to waive EMASs that decrease current-year

income, in part because they tend to consider them immeaterid.



To congider how precision of standard, transaction structuring and current-year-
income effect differ between account areas, we compared EMASs that are reserve-related
(the most frequently occurring EMAS in our database) with EMAs that are not reserve-
rdated.® Of the 429 EMAs for which we could identify an effect on current-year income,
133 are reserve-related, and 296 are not. Reserve-related EMAS are never structured,
tend to decrease current-year income (96/133 = 72 percent), and tend to be waived by
auditors (83/133 = 62 percent waived). In contrast, non-reserve-related EMAS are
sometimes structured (66/341 = 19% structured), tend to increase current-year income
(219/296 = 74 percent), and are less likely to be waived (146/296 = 49 percent).

At afiner levd of detail, EMASs involving reserves occur most frequently in our
sample, followed by revenue recognition, business combinations, intangibles, fixed
assts, investments, leases, compensation, accounting for large investments (i.e.,
consolidations and equity v. cost method), trandfers of receivables, accounting changes,
employee retirement benefits, and others. Counter to evidence provided by studies of
SEC Accounting and Auditing Enforcement Releases (“AAERS’), which focus on the
most egregious indances of earnings management, revenue recognition is not the most
frequently occurring EMA or EM in our sample.

In total, auditors required adjustment of 225 EMAS (43 percent). Auditors waived
adjustment of 112 EMAS (22 percent) because they concluded that the EMA was
consistent with GAAP, waived adjustment of 89 EMAS (17 percent) becausethey

believed they had no convincing evidence that the company’ s position was incorrect, and

3 Similar to the Panel on Audit Effectiveness, we use the term “reserve’ to refer to allowances for estimated
losses that are disclosed either asliabilities or as reductions of assets.



waived adjustment of 91 EMAS (18 percent) for some other reason. For 66 of those 91
EMAS, the auditor’ s stated reason for waiving the EMA was that it wasimmeaterial.

Overdl, we predict and find that severd generd factors affect where managers
attempt EM and/or when auditorswaive EMAS. These factors influence the frequency
with which EMAs occur and are waived in various accounts, and therefore affect the
frequency with which EM is observed in audited financid statements. These results can
help regulators, auditors and other participants in the financiad- reporting process predict
where EMAs and EM will occur, and to predict the effects of regulatory changes that
influence the underlying factors we examine. Since we collected data, some additiona
regulatory guidance relative to these factors has already been issued (eg., SAB 99 and
SAS 89 with respect to materidity). Other guidanceis currently being considered (e.g.,
rules desgned to reduce client importance by restricting provison of non-audit services).
Our results can serve as a basdine for assessing the effectiveness of recent regulatory
changes, aswell as serving as an indicator for future changes in regulations or audit
methodologies.

The rest of this paper proceeds as follows. In section 2 we relate our study to
prior research that has examined earnings management and auditors disposition of
proposed financia-statement adjustments, and make predictions about factors that we
believe affect where EM is attempted and whether EMASs are waived by auditors. In
section 3 we describe our method. In section 4 we describe anadyses and results. In
section 5 we summarize our findings, discuss implications and limitations, and suggest

directions for future research.



II. Background and Predictions
Relating Our Approach to Prior Studies of EM and Audit Adjustments.

Thetypicd EM study identifies circumstances where aresearcher perceives an
incentive to manage earnings and specifies an expectations model to estimate what
earnings would have been without any EM. EM isinferred if actud earnings differ from
expected earnings in the direction favored by the identified incentive (see, e.g., Jones
1991; Dechow, Sloan and Sweeney 1995; Kang and Sivaramakrishnan 1995). A
variation of this gpproach isto examine the didtribution of earnings for characteristics
that suggedt it differsin some incentive-compatible way from what would be expected in
the absence of EM (see, eg., Hayn 1995; Burgstahler and Dichev 1997; Burgstahler and
Eames 1998; Degeorge, Patd and Zeckhauser 1999). Other studies document the types
of accounting abuses identified in SEC Accounting and Auditing Enforcement Releases
(“AAER'S’) (e.g., Dechow, Sloan and Sweeney 1996; Beneish 1997; Bonner, PAmrose
and Y oung 1998; Panel on Audit Effectiveness 2000).

Our approach of diciting very experienced auditors experienceswith EMAS
complements these gpproaches by addressng some of their limitations. Firdt,
“unexpected earnings’ studies potentidly lack power due to the difficulty inherent in
identifying EM through large- sample empiricd andyss (Hedy and Whaen 1999). EM
is defined in terms of intent, and intent is difficult to evauate using archiva techniques
(Dechow and Skinner 2000). These studies face the criticism that any EM they identify
actudly may be aresult of an omitted variable, and that any EM they fail to identify
could be detectable with a more refined earnings expectation model or a better proxy for

intent (Bernard and Skinner 1996; Guay, Kothari and Watts 1996; Dechow, et d. 1995;



Kang and Sivaramakrishnan 1995). Our study elicits EMASs from auditors who are aware
of management’ s incentives and the normd disclosure policies, operating history and

other factorsthat are particular to ther client’s Stuation. These auditors are well

positioned to identify instances of EMA.

Second, prior studies focus on circumstances for which empirical researchers
believe they have the best archival data and/or the most powerful tests. Many studies that
examine earnings or accrua proxies cannot identify the specific account(s) in which EM
occurs. Asaconsequence, for many accounts and financia-accounting standards,
relaively little evidence is available regarding EM, and little is known about the relative
frequency with which EM occurs (Hedly and Whaen 1999). AAER studies provide
relative-frequency information, but they focus on only the most egregious instances of
non-GAAP EM where revenue-recognition problems are particularly likely, and thus
cannot address the full continuum of EM behavior. Asking auditorsto identify EMAS
across the range of issues covered by accounting standards alows us to test the extent to
which EMAs are affected by generd factors like financia-accounting- standard precision,
ability to structure transactions, and current-year-income effects. |dentifying such
generd factors hel ps us understand the EMASs that occur presently, and helps us predict
EMA in response to future regulations or transactions. Our approach aso alows usto
edimate the relaive frequency with which EMAs and EMs occur in various accounts.

Third, prior studies focus on EMASs that auditors either did not detect or did detect

but did not prevent (i.e., that became EM in the audited financiad statements). However,



presumably many EMAs are prevented by auditors® For the many studies that seek to
infer alink between managers incentives and their actions, the EMA decison is of
interest, and a focus on EM introduces noise from auditors decisions about whether or
not to waive adjustment. For studies that seek to evauate the extent to which auditors
mitigate EM (e.g., Bradshaw, Richardson and Sloan 1999), the waive decison is of
interest, and afocus on EM undergtates audit effectiveness by ignoring those EMAS that
auditors prevent. Our data dlow usto assess the frequency and circumstancesin which
auditors prevent EM, and to examine the role of financia-accounting-standard precision,
ability to Structure transactions, current-year-income effect, materidity and dient Szein
determining which detected EMAS are waived to become EMs. Audit firms may be able
to use our results to anticipate EMA in preaudited financid statements, to evauate their
gpproach to dedling with EMAs that have been discovered, and to train inexperienced
auditors, thereby helping them to fulfill their respongbilities to consder inherent risk
(SAS 47), identify fraud (SAS 82) and report to audit committees concerning client’s
qudlity of earnings (SAS 90).

Studies of auditors proposed financia-statement adjustments provide some
ingght into auditors waive decisons. Kinney and Martin (1994) identify 18 archiva
audit-adjustment studies as of 1994, and more have been done since (e.g., Wright and

Wright 1997). However, audit-adjusment studies include not only EMAS, but dso

* What is an auditor’ s responsibility to detect and prevent EMAs? An unqualified audit opinion indicates
that the financial statements are presented fairly in al material respects; i.e., are free of material
misstatements. A misstatement is material if knowledge of it would affect a decision of areasonable user
of the financial statements (SFAC No. 2). To the extent amaterial misstatement exists, the financial
statements should be adjusted or the auditor should modify the audit opinion. Proposed adjustments that
are eventually determined to be immaterial or to not violate GAAP can be waived by the auditor (Arens
and L oebbecke 1997). However, recently standards have added requirements that uncorrected immaterial



unintentional errorsthat are not EMAS (e.g., Wright and Wright [1997] consider errors
that are due to mechanical bookkeeping mistakes). Also, many EMAswould not be
proposed as audit adjustments, because they are clearly within GAAP (eg., timing sdes
of operating assetsto occur in particular periods, or structuring leases to obtain particular
accounting effects). Because we focus on EMAS and waive decisons, we can examine
factors that specificaly affect EMAsand EM.

The primary limitation of our gpproach isthat it depends on the vaidity and
nature of the data that participating auditors provided when responding to our survey.
Because auditors participated anonymoudy and in response to indructions by their firm,
we do not believe they intentionaly biased their responses. However, our approach does
limit our study in other ways. Firgt, while we believe auditors are in a good position to
identify EMAS, our analyses do omit any EMASs that auditors didn't identify or couldn’t
remember. Such omissons would affect our andyses of generd factors less than they
would affect the frequencies of individua EMASs that we report. Second, we only have
observations of transactions that auditors considered to be EMAs. Therefore, we cannot
examine auditors identification of EMAS (but only whether they waived those that they
identified), and we cannot examine managers decisions about whether or not to make an
EMA (but only the EMASs they made, conditiona on them deciding to make some type of
EMA). Third, audit-dient-confidentidity conditions prohibit our knowing the identity of
the companiesin our sample. Therefore, we cannot link our results to stock market
performance or to any firm-specific or market variables that we did not dicit. Theseand

other limitations of our study are discussed further in the last section of the paper.

violations of GAAP be reported to the client’s audit committee (SAS 89), and that the auditor report to the



Predictions

We draw on prior EM and audit-adjustment research to identify variables that
might affect the EMA and waive decisons. Our predictions are summarized in Table 1.
Current-Year Income Effect (“CIE”)

Whether a manager decides to attempt EM that increases or decreases current-year net
income presumably depends on the managers' incentives (Healy 1985). Investors
generdly prefer atime series of smoothly increasing income (Barth, Elliott and Finn
1999; DeFond and Jambalvo 1993), so we predict that managers will tend to make
EMAs that increase current-year income.

Auditors incentives are affected in part by their risk of litigation, which auditor-
litigetion studies suggest is highest for overstatements of income and equity. For
example, auditorsrarely if ever are sued when their clients report income or equity thet is
too low (St. Pierre and Anderson 1984). Also, auditors of firms subject to AAERs are
more likely to be sued (Carcello and Pamrose 1994), and AAERs focus primarily on
income overstatement. Therefore, auditing texts encourage an emphasis on detecting
overstatements of current year’'s net income and equity. For example, Arens and
L oebbecke (1997, pp. 592) state:

“If equity investors, creditors, and other users determine subsequent to the

issuance of the audited financid statementsthat owners equity was materidly

overdaed, alawslit againg the CPA firmisfairly likely. Since an overstatement
of owners equity can arise elther from an overstatement of assets or from an
understatement of liahilities, it is naturd for CPAs to emphasize those two types

of misstatements. The probability of a successful lawsuit againgt a CPA for
failing to discover an understatement of owners' equity isfar lesslikdy.”

audit committee about their view of their client’s quality of earnings (SAS 90).



Audit-adjustment studies indicate that auditors tend to propose audit adjustments
that reduce income and equity (Wright and Wright 1997; Kinney and Martin 1994).
However, evidence with respect to auditors waive decisonsisless clear. Archiva
research finds no association between the likelihood of waiving proposed audit
adjustments and the sign of their income effect (Wright and Wright 1997), but
experimenta evidence indicates that auditors are more likely to waive proposed audit
adjustments that decrease income (Braun 2000). Given our understanding of auditors
incentives, we predict that auditors will be lesslikely to waive EMAs that are current-
period-income increasing than they are to waive EMAS that are current- period-income
decreasing.

Financial-Accounting-Standard Precision

Are managers more likely to attempt EM with respect to precise or imprecise
sandards? We have no data concerning the relative frequency of precise and imprecise
sandards that exist in current practice, or the extent to which managers attempt EM with
respect to ether type of standard. Therefore, we make no ex ante prediction asto the
effect of precison on managers EMA decisions (dthough as described later we do make
predictions about interactions of precison with other variables).

Prior research provides more guidance with respect to the effect of precison on
auditors waive decisons. Audit-adjusment studies provide evidence that many
adjustments are proposed in accounts that are subjective in nature (e.g., Houghton and
Fogarty 1991; Wright and Wright 1997). However, this could occur because transactions

in these accounts are less-systematically processed, and thus are more prone to error
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(Houghton and Fogarty 1991) or because of disagreement between auditors and managers
(Wright and Wright 1997), rather than because of intentional EMA by managers.

Severd experimenta studies provide evidence that auditors are more likely to
dlow ther clients to take aggressive accounting positions as the subjectivity of the
relevant standards and/or evidence increases (e.g., Nelson and Kinney 1997; Sdlterio and
Koonce 1997; Mayhew, Schatzberg, and Sevcik 2000). Asaresult, auditors waive
decisons in these experiments are affected sgnificantly by dients incentives when
auditors are dedling with imprecise standards (Hackenbrack and Nelson 1996; Kennedy,
Kleinmuntz, and Peecher 1997; Kadous, Kennedy and Peecher 2000). Analytica
research (Antle and Naebuff 1991) and survey evidence from experienced auditors
(Gibbins, Sdterio and Webb 2000) both suggest that auditors negotiate contentious
accounting issues with their clients. Accounting standards play an important role in those
negotiations (Gibbins, et d. 2000).

Given the evidence above, we predict that auditors will be lesslikely to waive
EMAsthat are made with respect to precise standards.

Structuring Transactions

Managers can justify an EMA by interpreting data or standards aggressively, or
by structuring transactions to comply with standards while producing their desired
accounting outcome (Hedly and Whaen 1999). We cdll the latter approach “transaction
dructuring”, and include in it such actions as employing third-party guarantorsto attain
desired capita-lease status (Pulliam 1988) and undertaking the steps necessary for an

acquistion to quaify as apooling of interests (Lys and Vincent 1995).
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Since we have no basis for predicting whether managers tend to make EMAS
more by structuring or other means, we make no prediction about structuring and the
manager’s EMA decison. However, we do predict that structuring will increase the
likelihood that auditors waive an EMA, because we believe that managers will only incur
the cogts of sructuring if they think they will redize the benefits of having the EMA
waived.

Structuring x Precision Interaction

Structuring ismore likely to be effective if management has a precise set of
criteria around which to structure. Furthermore, when transactions are not structured,
managers are probably aggressively interpreting Sandards to justify their EMA, which is
done most easily when standards are imprecise. Therefore, we predict that managers are
more likely to structure EMAs with respect to a precise standard.

If atransaction is structured effectively around a precise sandard, the auditor will
tend to waive the EMA, because it precisdy complies with GAAP. “ Substance over
form” isdifficult to argue compelingly when GAAP precisdy states gppropriate
treatment. Therefore, we predict that auditors are more likely to waive an EMA whenitis
structured around a precise standard.

Structuring x Current-Year-Income Effect Interaction, and Precision x Current-Year-
Income Effect Interaction

Anecdota evidence suggests that many types of current-income-decreasing
EMAs are made to enable future income-increasing EMAs. For example, “cookie jar
reserves’ (Levitt 1999) are most useful to managersif they can “take cookies from the

ja’” when they want them. This strategy should be more effective under imprecise
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standards, and when transactions are not structured, as those circumstances allow more
latitude for managers to justify harvesting the excess reserve in the future. Therefore, we
predict more income-decreasing EMAS under imprecise sandards than under precise
gtandards, and more income-decreasng EMASs when transactions are not structured than
when transactions are structured. We have no basis for predicting these interactions with
respect to auditors waive decisons.
Materiality

We have no basisfor predicting an effect of materidity on managers EMA
decisons. Regarding auditors, their primary responghility is to identify and require
adjusment of materia misstatements, and many EMASs could be consdered
misstatements, o it is reasonable that auditors would be less likely to waive
misstatements that they consider material. Thisresult would be conggtent with findings
in the audit- adjustment literature that auditors are less likely to waive errors they consider
materia (lcerman and Hillison 1991, Wright and Wright 1997, Braun 2000). Therefore,
we predict that auditors are less likely to waive EMAS that they consider to be material.
Client Size

We have no basis for predicting an effect of client 9ze on managers EMA
decisons. Regarding auditors, andytical research theorizes that concern over retaining
and atracting client fees affects auditors willingnessto require audit adjustments that
their client’s oppose (for reviews of relevant models, see Lee and Gu 1998 and Zhang
1999). Because audit fees increase with client size (Francis and Simon 1987), this
suggests that the probability an adjustment is waived increases with client Sze, which has

been found in prior audit- adjustment research (Wright and Wright 1997). Therefore, we
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predict that auditors are more likely to waive EMASs as client size increases. Of course,
dl dseequd, an EMA of agiven Szeisless materid asclient Szeincreases. Asa
consequence, tests of our prediction are conditioned on the materidity of the EMA.
III. Data Collection

Participants

Given that our god was to obtain data about EMAS from very experienced
auditors who were involved directly with each case, we limited participation to auditors
of partner or manager rank. Data collection occurred in Autumn of 1998.> We could not
contact audit managers directly, so instead asked each audit partner we contacted to
digribute two additiona instruments to managers of their choice. After pretesting the
survey with two partners and two senior managers, packets were mailed to 532 audit
partners selected randomly from U.S. offices of one Big-5 firm. As each packet included
materids for one partner and two managers, atotal of 1596 surveys were mailed.

We received atota of 278 responses, yielding a response rate of 17%.° Sixteen

responses indicated no experience with EMA, and nine responses were uninterpretable,

® One month prior to data collection, SEC Chairman Levitt made a speech that expressed his concern over
earnings management and highlighted specific techniques that he considered prevalent. It is possible that
press coverage of Chairman Levitt’s speech could have affected our subjects’ responses. Following the
speech, the SEC issued SAB’s 99, 100 and 101, and the ASB issued SAS's 89 and 90, in the hopes of
reducing various types of earnings management. We discuss the potential effect of these announcements
on the generality of our resultsin section 5.

® Several factors probably contributed to our relatively low responserate. First, only 55% of respondents
were managers, but 67% of the surveys were distributed to managers, indicating alower response rate
among managers. This could have occurred because partners who didn’t respond also didn’t encourage
managers to respond, while partners who did respond may have had managers who didn’t respond.
Second, as discussed in section 3.2, most auditors were directed to focus on EMAs with respect to specific
lists of topics. Auditors may not have responded if they had no experiences with respect to those topics,
which is consistent with aslightly lower response rate for managers (who are | ess experienced than
partners) and for “list” surveys (15%) as compared to “no list” surveys (18%). Third, some auditors might
not have responded due to the sensitive nature of thetopic. Asan example of auditors’ concern about the
topic, one subject responded with the statement "I am not now nor have been nor expect to be involved in
any way with earnings management".

14



s0 526 experiences from 253 respondents form our sample. Participants had an average
of 14.1 years of experience; 45% were partners, and 55% were managers.
Initial Instructions and Manipulation of “List” v. ”No List”
Partners received a packet that contained a cover letter from a prominent member
of the main office of thefirm. Theletter incdluded the following Satements:
Researchers from ... Univerdty are conducting an earnings management study.
The project seeks to identify the nature of, and circumstances surrounding,
attempts at earnings management. The results of the study will assst our
development of an earnings-management training tool for less-experienced
auditors. High qudity input from professonds like you will help to make this
study a success.
Pease complete the enclosed materials which ask you to document your
experiences. ... Please do not delegate thistask. Also, please ask two senior
managersin your office to complete the packets of materias that are enclosed for
them. ...

No dlient-specific information will be collected. The datayou provide will be
kept confidential.

Included in the packet were three envelopes, one of which was addressed “Materids To
Be Completed By [partner name]”, and two of which were addressed “Materids To Be
Completed By A Manager Designated By [partner name).”

The Appendix contains the first page of the survey. We stated that we were
interested in learning about participants experiences with companies that attempt
materid earnings manegement. We clarified what we meant by “ attempted material
earnings management”, and then highlighted that earnings management could occur in
such ways as firms structuring transactions with respect to standards or aggressively
interpreting standards or data. While al participants were ingtructed to focus on their

most important experiences, i.e., “the most frequently occurring examples of attempted
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materia earnings management” that they had encountered, some participants were asked
to focus on specific accounting topics, while others were not.

Asour primary purpose was to consder comprenensvely the types of earnings
management that occur in various accounts, 80% of surveys asked “list” participantsto
consder earnings management with respect to alist of five areas chosen from the 22
areas shown in Table 2. These areas cover what we judged to be the primary non-
industry- specific issues dedlt with in SFAS No.’s 1-132 and the APBs and ARBs that
preceded them. Following the first page of the survey, list participants recelved atable
listing five areas and the financia accounting standards related to those areas.” The
ingtructions asked participants to give three experiences for thefirst aress, but if they ran
out of experiences for the first area they could move onto the second area, and so on,
until they supplied atotal of three experiences®

Twenty percent of surveys asked “no-list” participants to provide atotd of three
experiences where companies attempted to materialy manage earnings. No-list
responses provide the cleanest estimate of the relative frequency with which various
types of EMA occur.

Survey Questions
Following the ingructions (for dl participants) and the table of five accounting

aress (for ligt participants), the survey contained a sequence of 17 questions for

’ Between participants we varied whether or not an area appeared on atable, and the 1-5 position of the
areain thetablein which it appeared, whileinsuring that each area appeared in tables an equal number of
times and at each position within the table an equal number of times.

8 Our data-collection approach could result in duplicate observationsif more than one respondent described
the same EMA. Duplication is most likely between partners and managers, as partners would probably
distribute packets to managers with whom they had worked. To discourage duplication of observations, we
ensured that the three surveys mailed to each partner in thelist condition differed from each other in the

16



“ Attempted Earnings Management Experience #1”, repeated those questions for EMAS
#2 and #3, and finished with a short debriefing questionnaire. Included among the
questions were requests that participants explain the EM A (cdled “theissug’), including
the manner in which accounts were affected, and that participants Sate the specific
criteriain financid accounting standards or principles that were most important for
determining appropriate treetment of the EMA. Participants also stated their view of the
manager’ sincentive(s) for the EMA. This helped insure that our sample only includes
gtuations where auditors believed managers incentives were influencing their reporting
decisons.

Participants chose from among four dternatives that described how the EMA
ended up being treated in the audited financid statements:

(1) “trested asthe company originaly desired, because they demondtrated they
were complying with GAAP,”

(2) “trested as the company originaly desired, because there was no convincing
evidence that the company’ s position was incorrect”,

(3) “trested as the company origindly desired, for some other reason (please
explan)”, and

(4) “trested other than how the company originaly desired (please explain).”
Participants rated the materidity of the EMA to the dient’ s financid reporting, with the
dternatives of “Materid by itsdf: (a) in current year (b) in future years’, “Materid in
combination with other issues (@) in current year (b) in future years’, and “Not materid”.
They rated the client’s annua net salesto provide an estimate of dlient size, with the

aternatives of (8) < $50M (million), (b) $50M-$100M, (c) $100M-$250M, (d) $250M-

areas contained on thelist. We also reanalyzed al results reported in the paper using only partner data.
Results are very similar.



$1B (billion), and (€) > $1B. They aso provided additiona data, suchastheyear in
which the EMA occurred and the industry of the client.

Participants aso estimated the number of times they had encountered the EMA in
their careers, and the percentage of timesit had been treated in the audited financia
Satements in a manner cons stent with each of the categorieslisted above. They
classified the EMA as best described as * structuring a transaction to get around a
gandard”, “liberadly interpreting the wording of astandard”, “liberdly interpreting the
data associated with atransaction”, or “other (please explain)”. The survey concluded
with a short debriefing questionnaire. Participants returned the survey in an enclosed,
stamped, addressed envelope.

Coding the Data
EMA description

We paraphrased participants openended (and often quite lengthy) descriptions of
each EMA and coded them according to the broad financia accounting area (e.g.,
revenue recognition) and specific sub-area (e.g., bill-and-hold sales) that they described.
Although no predictions were tied to area of EMA, we wanted to insure consistency of
coding. Therefore, al of the researchers agreed on the coding scheme, the same
researcher paraphrased and coded all EMAS, a second researcher checked the first
researcher’ s interpretation and coding, and the two met to resolve disagreements.
Current-Year Income Effect

The description of each EMA implied the current-year-income effect ("CIE") of
the EMA. We coded CIE as 1 if the EMA increased current-year income, and -1 if the

EMA decreased current-year income. We could not code CIE for some EMAS, elther
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because the EMA by nature has no clear CIE (e.g., capita- vs. operating-lease
classfication primarily affects the balance sheet [Imhoff, Lipe and Wright 1991]), or
because the EMA as described did not provide sufficient information to identify the CIE
(e.g., “Over-accrue reserve for receivable in profitable year and reversein lean year” does
not focus on a particular year). In those cases, CIE was assigned a vaue of O.
Precision of Standard

When participants identified the key criteriain financid-accounting standards or
principles that determined appropriate trestment of the EMA, some participants were
very specific (eg., “FAS 13 capitalization criterion number 4 (90% PV lease payment)”
and others were less specific (e.g., “FAS 13”). When participants were less specific or
did not respond to this question, a researcher identified the key criteria affecting
disposition of the EMA. This identification was checked by a second researcher and
disagreements were resolved. If insufficient information existed to identify the key
criteria, the precison score was coded as missing data.

After the key criteriawere identified, aresearcher coded a precision score with a
“1” if the criteria precisdy indicated how the EMA should be reported (e.g., the 90%
capital-lease criterion in SFAS No. 13), and a“0” if the criteriawere imprecise (eg., the
“probable’ criterionin SFAS No. 5). Criteriadid not necessarily have to be quantitative
to be considered precise. For example, some EMASsinvolved accruing areservefor an
unspecified future loss; thisis precluded by SFAS No. 5, so was coded as Precison = 1.

If multiple key criteriawere present and at |east one was imprecise, the precision score
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was“0".° A second researcher performed the precision-coding task independently, met
with the first researcher and resolved any disagreements. Both researchers coded
precison without reference to data concerning transaction-structuring or current-period
income effect to reduce any chance that precision coding could be influenced by
predictions.
Other

Other datain the form of smple quantitative or categorica responses (e.g., client
size, whether the transaction was structured, EMA materidity'®) were input into a
spreadsheet by aresearch assistant and checked for accuracy by another research assistant
(with additiond spot-checking by one of the researchers). For categorica questions
where participants gave the response of “other”, afollow-up question asked them to
elaborate. These elaborations were either recorded verbatim or paraphrased by one of the
researchers and checked by a second researcher.
Comparison of List and No-List Responses

Before testing our predictions, we compare responses between list and no-ligt
participants. Table 2 contains a comparison of response frequencies, by the accounting

areasincluded in the tables provided to list participants. Totd responses are listed in the

° This approach tends to understate the precision scores assigned to some standards, and thus reduces the
power of our tests. For example, AAER 108 provides alist of characteristics that “bill-and-hold”
transactions should possess to be recognized as revenue, but because some of the AAER 108 criterialeave
much room for interpretation, we assigned these EMAs a precision score of 0.

10 Auditors identified whether each of the EMAs they described was material individually and in
combination with other issues. From this data we developed two materiality measures: Matrat (= 1if, in

any year, the EMA was material individually or in combination with other issues; 0 if not), and Matcur (= 1
if, in the current year, the EMA was material individually or in combination with other issues; 0 if not).
These two ratings are highly correlated (Pearson correlation = .93, p<.0001), and produce the same results
when included in analyses, so results are only reported for Matrat. We also identified 83 EMASsfor which
materiality was explicitly mentioned by auditors, and devel oped a Matsaid measure to capture mention
(Matsaid = 1 if materiality mentioned; O if not). Auditorswere more likely to mention materiality when an
EMA wasrated asimmaterial (e.g., Pearson correlation between Matsaid and Matrat = -.58, p<.0001).
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2" column, no-list responses are listed in the third column, and list responses are listed
separately in the 4™ and 5" columns according to whether or not the response fallsin an
area that appeared on the list provided to the participant. The 6" column reports the total
frequency that participants who reported an EM A in a particular area estimated they had
encountered that EMA during their careers. Each cdl of Table 2 dso parenthetically
reports the rank of that cell among the cdlsin that column.

In generd, ranks of the most frequent EMAs are similar in al columns, regardiess
of whether alist was provided, and regardless of whether or not we focus on the
frequency with which EMAs were mentioned or on estimates of the tota frequency with
which EMAS had been encountered throughout participants careers. The primary
difference isthat list subjects were more likely to identify EMAs in low-frequency aress.
Many responses provided by list participants were not associated with the areasin the list
that had been provided to them. We conclude that prompting list subjects did increase our
coverage of less-frequently-occurring EMAS, but not enough to create very different
EMA frequencies. Therefore, in the remainder of our analyses, we focus on the
frequency with which EMASs were described by participants, and we collgpse list and no-
list responses. Rdative frequencies of EMAS are discussed further in section 1V.

IV. Results
Analysis of Managers’ EMA Decisions

Our EMA results are summarized in Table 1. We begin by andlyzingthe 2 x 2

contingency table formed by crossing precision and structuring (see Tables 3aand 3b).

Structuring occurs for only 66/526 (13%) EMAS. As predicted, precision and structuring
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interact significantly (Chi-square = 13.93; p<.0001):** 64% (42/66) of structured
transactions are with repect to precise standards (Chi-square = 4.78; p<.0144), while
only 39% (178/460) of unstructured transactions are with respect to precise standards
(Chi-square = 23.10; p<.0001).

Before adding current-year income effect ("CIE") to the analys's, we drop those
observationsthat lack a clear CIE (i.e., for which CIE = 0), reducing our sample to 429
observations. Table 4a showsthe resulting 2 x 2 x 2 (precison x structuring x CIE)
classfication table. Analyses are reported in Table 4b. We find the predicted significant
effect of CIE (Chi-square = 19.88; p<.0001), with 60% (256/429) of EMAS increasing
income? As predicted, there is aso asignificant interaction between CIE and
gructuring (Chi-square = 7.92; p<.0025), and between CIE and precision (Chi-square =
2.73; p<.0492). EMAsare more likely to incresse current-year income when transactions
are gructured and when standards are precise. The precison x structuring interaction is
weseker for the reduced sample than it isfor the full sample. Thisfinding is not
surprising, as many of the EMASs that drove that interaction were excluded when we
dropped the observations for which current-year income effect was unclear (e.g., capita-

lease- dtructuring transactions).

1 Analyses of managers EMA decisions were performed vialoglinear models using Proc Catmod (SASv.
7). Analyses of auditors' waive decisions were performed using Proc Logistic (SASv. 7). Asour
predictions are directional, p-values referenced in the text are one-tailed.

12 The significance of CIE in thisanalysisisincremental to the significance of the CIE x structuring and
CIE x precision interactions. However, atest of equal proportionsindicates that the proportion of CIEs that
areincome increasing (60%) differs significantly from 50% (Chi-square = 16.0583; p<.0001). On average,
EMAs occurred 2.7 years prior to data collection (median 2 years), and amost all occurred within five

years of data collection, so it is reasonabl e to assume that on average managers perceived the income-
increasing expectations of the bull market that occurred throughout the 1990’ s and chose EMAs designed
to meet those expectations.
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Overdl, the “manager EMA decison” results are consistent with our predictions.
Managers tend to make income-increasng EMASsin generd, but fully 40% (173/429) of
EMAs for which CIE is determinable are income decreasing. Managers are more likely to
structure transactions with respect to precise standards. Managers are more likely to make
income-increasng EMAs when standards are precise: 65% (109/167) of EMAswith
precise standards increase current income, whereas only 56% (147/262) of EMAswith
imprecise standards increase current income. Managers aso are more likely to structure
transactions to attain an income-increasing effect: 81% (35/43) of structured transactions
increase current income, whereas only 57% (221/386) of unstructured transactions
increase current income. As aresult, income-decreasng EMASs are more likely to occur
with respect to imprecise standards, and when transactions have not been structured.
Analysis of Auditors’ Waive Decisions

Our auditor-walve results are summarized in the rightmaost column of Table 1.
Table 5a shows the percentage of EMAswaived, by precison and structuring.

Comparing managers EMA decisions and auditors waive decisonsisingructive. As
shown in the denominator of the proportions in Table 5a, managers structured against
precise standards 42 times, and structured against imprecise standards 24 times®® EMAs
of these types were generdly waived (in fact, in 10 instances auditors mentioned that

they had been enlisted by the client to help structure the transaction to insure it complied
with GAAP). Managers did not structure against imprecise standards 282 times. This

gpproach aso was generdly waived, reflecting the information asymmetry that auditors

13 Many of these 24 EMAs were structured with respect to standards we classified asimprecise but that
nonetheless contained arelatively high amount of precision, such as“hbill and hold” revenue recognition
criteriafrom AAER 108 and cost/equity method criteriafrom APB 18 and subsequent guidance.



face when questioning their dient’ s treetment of highly judgmentd transactions.

Managers did not structure transactions with respect to precise sandards 178 times. This
goproach falled over hdf of thetime. Auditors commentsindicated that these
circumstances often reflected ignorance on the part of managers about the relevant
accounting standards.

Table 5b shows the results of alogidtic regression of waive (EMA waived = 1)
againg precison, structuring, the precision x structuring interaction, materiaity and sze.
All variables are significant,** and their signs are in the direction predicted. No
interactions other than the precison x structuring interaction were significant.

Before adding CIE to the analysis, we drop those observations that lack a clear
CIE, reducing our sample to 429 observations. Table 6a shows the percentage of EMAS
waived, by CIE, precison and structuring. The EMASs least likely to be waived are
income increasing, ungtructured and involve precise standards (29% waived). No
interactions were significant, so Table 6b contains a reduced logit model.*® Auditors
were sgnificantly more likely to waive if the Sandards were imprecise, if the EMA was
sructured, if the EMA served to decrease current-year income, if they judged the EMA to

be immaterial, and/or if the EMA was attempted by alarger dlient.*

14 Two simple effectsin the precision x structuring interaction are significant. First, when standards are
precise, the proportion of EMAs waived when transactions are not structured (41%) is significantly less
than the proportion waived when transactions are structured (86%; Chi-square = 21.34; p<.0001). Second,
when transactions are not structured, the proportion of EMAs waived when standards are precise (41%) is
significantly less than the proportion waived when standards are imprecise (61%; Chi-square = 17.23;
p<.0001).

15 The precision x structuring interaction is not significant, which occurs because the process of dropping
those EMAs with CIE=0 reduced the probability of waiving transactions that were structured around
precise standards. This should be expected, as EMAslike structured capital-lease transactions would have
avery high probability of waive, but have an unclear current-period income effect.

18 pearson and Spearman correlation matrices indicate some collinearity (r < .20 but p < .05) between
independent variables (particularly between precision, structure and precision* structure, and between size,
CIE and materiality). Collinearity would tend to decrease incremental significance of variables and
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When auditors consider an EMA to be immaterid, it iswaived 83% (110/132) of
the time; when auditors consider an EMA to be materid, it is waived 48% (190/394) of
the time. These results must be interpreted with caution, because we do not know the
dollar amount of EMAS or the quantitative materidity thresholds againgt which those
dollar amounts were being compared. However, we can conclude that auditors often
identified immateridity as the reason for waiving EMAs. Given that participants
provided EMAS in response to arequest for “experiences where companies attempted to
materidly manage earnings,” they probably believed a some point that the EMAS might
be materid in someway. To the extent that these EMAS actudly were materid, if only
in some quditative sense, this result is consistent with regulatory concern (e.g., Levitt
1998) and recent experimenta findings (Braun 2000, Libby and Kinney 2000) that
potentidly materid EMASs are waived asimméterid.

The ggnificance of dient 9ze should be interpreted in light of the fact that it is
incrementd to the significance of materidity. All ese equd, the materidity of an EMA
of agiven dollar amount probably decreases as company Sze increases. However, our
results indicate that, regardless of whether an auditor considered an EMA to be materid
or immaterid, the EMA was more likely to be waived if it was attempted by alarge
client. Table 7 depictsthe sze effect in more detall. Particularly for income-increasing,
materiad EMAS, waive ismore likely for large dlients than for smdl dients.

Onereason to waive an EMA isif it cdlearly fdlswithin GAAP. Large clients

might have more sophigticated accounting departments that can hdp EMASs to achieve

therefore bias away from supporting predictions, but it could create unstable parameter estimates.
However, all parameters have similar signs and magnitudes regardless of the other variablesincluded in
models, indicating that parameters are stable (Neter, Wasserman and Kutner 1983).



GAAP gatus. However, at the bottom of Table 7, we show that, even after excluding
those EMAs that were waived because they conformed to GAAP, the likelihood of waive
increases with client Sze, particularly when the EMA isincome-increasing and materid.

Overdl, the*auditor waive’ results are consistent with predictions. The
probability that an EMA will be waived increasesif the EMA is governed by imprecise
gtandards, is structured (particularly around a precise standard), is current-year-income
decreasing, isjudged immaterid by the auditor, and/or is attempted by alarge client.
EMA and EM, By Accounting Topic Area

One purpose of this study isto assess the relative frequency of EMAsand EMsin
various accounts. Such frequency information may be useful in a number of ways.
When regulators enforce standards and congider regulatory changes, they may scrutinize
more carefully areas where EMASs occur with high frequency. Investors may consume
information with respect to those areas more skepticaly. Auditors may focus more on
those areas when fulfilling their respongibilities to use the audit risk model in audit
planning (SAS 47), consdering the potentid for fraud (SAS 82), and reporting to their
clients audit committees about the presence of uncorrected misstatements (SAS 89) and
the quaity of clients earnings (SAS 90). Also, because auditors are more likely to be
held liable for failing to detect more frequently occurring frauds (Bonner, et d. 1998),
atending to relaive frequencies may help auditors avoid unnecessary liahility.

Table 8 contains the frequencies with which EMAs and EMs occurred across the
517 EMAs in our sample for which al necessary data were available. Rows are assigned
to each broad financia-accounting topic that had an EMA frequency of a least 5

instances (i.e,, 1% of our sample). Topics are liged in the order of their relative
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frequency. Columnsidentify for each topic the totd frequency of EMAS, the frequency
of each type of waive decision (in totd and by CIE), the percentage that were waived,
and the mean precision and structuring scores.

Per Table 8, auditors required adjustment of 225 EMAS (43%). Auditors waived
adjustment of 112 EMAS (22%) because they concluded that the EMA was consistent
with GAAP, waived adjustment of 89 EMAS (17%) because they believed they had no
convincing evidence that the company’ s position was incorrect, and waived adjustment of
91 EMAS (18%) for some other reason. For 66 of those 91, the auditor’ s stated reason
for waiving the EMA wasthat it was immaterid.

Comparing Reserves and Non-Reserves

We show reserves on three lines of Table 8: “ Reserves and Contingencies’,
“Redtructuring Reserves’, and included in “Business Combinations.” At the bottom of
Table 8, these categories are combined to create a generd “Reserve EMAS’ classification
that totals 176 ingtances (34% of our sample), which is more than twice the frequency of
the next most frequent category.’

Contrasting “reserve EMAS’ with “norntreserve EMAS’ draws together many of
the results discussed previoudy. As shown at the bottom of Table 8, reserve EMAS have
amean precison-of-standard score of .26, while nonreserve EMAS have amean

precison score of .5. Consstent with our finding that transaction structuring occurs more

7 Consistent with prior research, we find frequent EMA with respect to restructuring reserves (e.g., see
Elliott and Shaw 1988, Pourciau 1993, and Francis, Hannaand Vincent 1997), inventory reserves (e.g., see
Guidry, Leone and Rock 1999), loan-lossreserves (e.g., see Ma 1988, Beaver, Eger, Ryan and Wolfson
1989, Moyer 1990, Wahlen 1994, Beatty, Chamberlain and Magliolo 1995, Beaver and Engel 1996, Bhat
1996, Chen and Daley 1996, and Kim and Kross 1998), bad-debt reserves (e.g., see McNichols and Wilson
1988 and Teoh, Welch and Rao 1998), reserves for valuation allowances against deferred-tax assets (e.g.,
see Bauman and Bauman 1999), and insurance claim-loss reserves (e.g., see Petroni 1992, Adiel 1996, and
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often with respect to precise standards, reserve EMAS have a mean structuring score of 0,
while nontreserve EMAS have a mean structuring score of .19. Given that structuring is
intended to increase the chance that an EMA is viewed as congstent with GAAP, we
would anticipate that more non-reserve EMAS than reserve EM As are waived because the
auditor concluded they met GAAP. That iswhat we observe: 45% (81/179) of waived
non-reserve EMASs are waived because of GAAP compliance, while only 27% (31/113)
of waived reserve EMAs are waived because of GAAP compliance. Auditors often
waived reserve EMAS because they didn’t have convincing evidence that their client’s
judgment was incorrect (40 EMAS) or for some other reason (42 EMAS), such as
immateridity (mentioned 33/42 times).

Table 9 focuses on the 429 EMASs for which we could identify aCIE. Reserve
EMASs tend to decrease current-year income (96/133 = 72%), and tend to be waived
(83/133 = 62% waived). Non-reserve EMAS tend to increase current-year income
(219/296 = 74%), and are less likely to be waived (146/296 = 49% waived).'® When
reserve EMAS increase current-year income, they are o less likely to be waived (20/37
=54% waived). These results highlight that EMASs are more likely to be waived when
they involve more imprecise standards and when they decrease current- period income.
Comparing Various Types of Non-Reserves

AAER sudies tend to identify revenue-recognition issues as the most frequently

occurring area.of EM, but in our sample they occur less than half as frequently as do

Gaver and Paterson 1999). More generally, evidence of EM with respect to reservesis consistent with
genera evidence of market mispricing of accruals (e.g., Sloan 1996, Xie 1999, Hribar 2000).

18 The difference in waive percentage between reserve and non-reserve EMAs is even more striking if we
eliminate the 20 reserve EMAs and the 60 non-reserve EMAs that had a determinable current-year income
effect and that auditors concluded had complied with GAAP: 63/113 = 56% reserve EMAs were waived,
and only 86/236 = 36% non-reserve EMAs were waived.
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EMAs with respect to reserves. Next most frequent are EMASs involving business
combinations*® followed by intangibles, fixed assets®® investments *! leases,
compensation, consolidations and equity v. cost method, transfer of receivables,
accounting changes, 22 pensions and other post-retirement employee benefits
(“OPEBs"),?® and others.

Inlight of the waive results discussed previoudy, it is interesting to examine the
frequency with which EMAswere waived by auditorsin different areas. Leases,
consolidations, and equity v. cost method decisons have the highest likelihood of being
structured, and have a high probability of being waived.®* Perhaps because they tend to
increase current-year income, EMAs involving revenue recognition, investments, fixed
assats, and transfers of receivables have less than a 50% chance of being waived. Asa

consequence, these areas are relatively less frequent among EMs than they are among

19 Consistent with findings by Lys and Vincent 1995, some managers structured mergers to qualify for
pooling treatment. The most frequent business-combination EMAs involved reserves, but EMAsinvolving
in-process R& D and goodwill recognition were also frequent.

20 Consistent with prior research, intangibles and fixed-asset EM As sometimes involve depreciation and
amortization policies (see, e.g., Manzon 1992; Bowen, Du Charme and Shores 1995; Teoh, Welch and Rao
1998) and impairments and restructurings (Elliott and Shaw 1988, Franciset al. 1997). The most frequent
EMAsinvolved improper capitalization and deferral.

21 These EMAs are consistent with the results of numerous studies indicating EM with respect to banks'
realization of gains and losses on short-term investments (see, e.g., Barth, Beaver and Wolfson 1990;
Scholes, Wilson and Wolfson 1990; Beatty and Harris 1999; Gaver and Paterson 1999).

22 EMAs involved both the adoption of new standards and change within existing standards. For prior
research regarding adoption of new standards, see Stone and Ingram (1988) with respect to adopting SFAS
No. 87, see Rutledge (1995) with respect to adopting SFAS No. 52, see Lehavy and Revsine (1994), Amir
and Livnat (1996), Amir and Ziv (1997), and D’ Souza, Jacob and Ramish (1999) with respect to adopting
SFAS No. 106, and see Balsam, Haw and Lilien (1995) with respect to adopting various different

standards. For prior research regarding changes within existing standards, see Elliott and Philbrick (1990)
and Moses (1987).

2 These results are consistent with early (pre SFAS No. 87) studies providing evidence of smoothing using
pension-cost recognition (e.g., Dascher and Malcom 1970; Beidleman 1973), aswell as with more recent
evidence that also suggests that pension and/or OPEB adoptions, settlements or assumption changes are
used to manage earnings (e.g., Beatty, Chamberlain and Magliolo 1995, Amir and Gordon 1996, and
D'Souza 1998).

24 perhaps because of the technical nature of these areas, they are also frequently involved when auditors
consult their firms' central research units (Salterio 1994).
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EMAs. EMAsinvolving accounting changes, tax accruas, compensation, and pensions
and OPEBs have greater than a 70% chance of being waived. These EMAS offer
condderable flexibility in assumptions and/or the timing of transactions.
V. Summary, Implications and Directions for Future Research

Summary

Our study examines severd factors that affect managers and auditors decisions
with respect to EMAS. structuring transactions to meet standards, the precision of
accounting standards, the current-year-income-effect of the EMA, the materidity of the
EMA, and the sze (and therefore importance) of the client. We find that managers tend
not to structure transactions to meet standards, but when they do soit isusudly with
respect to precise standards, presumably because precise sandards offer a definite
threshold around which to structure. Managers tend to make current-period-income
increasing EMAS, particularly when they structure transactions or when precise standards
are rlevant, presumably because income-decreasing EMAS often are intended to produce
future income-increasing effects that are harder to redize if future Sructuring is
necessary or if standards precisdy indicate future actions. Auditors prevent many EMAS,
particularly those that increase current-period income and those that are not structured but
are governed by precise accounting standards. Auditors are more likely to wave EMAS
that decrease current- period income, that are governed by imprecise standards, thet are
structured (particularly around precise sandards), that they view asimmaterid, and that
are attempted by large clients.

We bdlieve that these generd factors affect the rdative frequency with which EM

is attempted and waived in various accounts. For example, roughly 1/3 of our sample
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involves reserves, which are governed by relaively imprecise sandards. EMAswith
respect to reserves tend not to be structured, tend to decrease current-year income, and
tend to be waived, often because they are viewed asimmaterid. The other EMASsin our
sample tend to be governed by more precise standards, tend to increase current-period
income, are more likely than reserves to be structured, and are less likely than reservesto
bewaived. Of these non-reserve EMAS, we believe auditors are relatively unlikely to
waive EMAs that involved revenue recognition, investments, fixed assets, and trandfers
of recaivables, perhaps because these are transactions that often increase current-period
income. We bdieve auditors are relatively likely to waive EMAs that involved leases,
consolidations, and equity v. cost method decisions because these are transactions that are
governed by precise standards and tend to be structured to insure compliance with
GAAP. We bdieve auditors are rdatively likey to waive EMASs that involved
accounting changes, tax accruas, compensation, and pensions and OPEBs because these
transactions provide significant |atitude in the estimation of amounts and/or the timing of
transactions.
Implications
Auditors’ Role in Preventing EM

Many EMAsin our sample were not waived (i.e., were prevented) by auditors.
Consgtent with the audit- adjusment literature (e.g., Kinney and Martin 1994), auditors
tended to prevent income-increasng EMA. These results highlight that auditors serve an
important role in preventing EM. Our results probably undergtate that role, as we have
no way of assessing the extent to which knowledge of impending audit deters managers

from even atempting EM.
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Our survey required auditors to choose one of three explanations for waiving an
EMA. These explanations provide ingght into ways in which auditors could be
discouraged from waiving EMAS, should that be desired. In 112 ingtances, auditors
waived an EMA because they concluded that it was consastent with GAAP. We interpret
these waive decisions as Smply reflecting the fact that much EM fdlswithin GAAP. We
do not believe auditors have any responsibility to prevent this sort of EM. We aso think
itisunlikdy that client audit committees would discourage this sort of EM, should it be
reported to them by the auditor as part of the requirements of SAS 90. Rather, the only
way to discourage this sort of EM isto change the underlying GAAP.

In 89 ingtances, auditors waived EM A because they believed they had no
convincing evidence that the company’ s position was incorrect. Seventy-eight of those
89 EMASsinvolved imprecise sandards, reflecting the information asymmetry that
auditors often face when dedling with judgmentd transactions. In these circumstances,
further assessment of client judgment and evidence accumulation may be warranted. For
example, it may be that auditors need to increase the extent to which they develop
independent expectations concerning appropriate balancesin reserves. Although this
approach is recommended by SAS 57 and supported by prior research (see, eg.,
McDanie and Kinney 1995), the Pand on Audit Effectiveness (2000) peer-review data
indicate that it is not in widespread use. In addition, biasin judgmenta accounts might
be reduced if auditors could require the client to demondirate that the auditors estimateis
incorrect, rather than the auditor having to demondrate that the clients estimateis
incorrect. Asnoted by the Pandl on Audit Effectiveness and recommended by the SEC,

further guidance concerning auditing estimates and reserves gppears warranted.



In 91 ingtances, auditors waived EMAS for some other reason, which usudly was
immateridity. Asdiscussed previoudy, current- period-income-decreasing EMAs were
often waived asimmeaterid, even though those EMAS could creete “cookie-jar reserves’
that eventudly could have amateria income-increasing effect. This tendency might be
reduced if auditors focused less on the effects of current-year EMAS on current-year
income, and instead took a more balance- sheet-oriented view of “latent materidity” that
could be accumulated to affect income in any given period. Perhgps fewer EMAswill be
walved due to immateridity under SAS 89 (which requires that waived audit adjustments
be reported to the audit committee), but current research indicates that SAS 89 might not
be effectivein that regard (Libby and Kinney 2000). While SAB 99 might increase
auditors sengtivity to quditative aspects that increase the materidity of quantitatively
amall transactions, it provides no new guidance, o it isnot clear how much change it will
produce. Findly, SAS 89 could be revised to smply require auditors to ing s that thelr
clients book dl audit adjustments that the auditor identifies, regardiess of materidity.

We dso found that auditors were more likely to waive EMAs that were attempted
by large clients, even when the EMA was materid, income increasing, and not believed
by the auditor to clearly comply with GAAP. Thisresult is consstent with prior
theoretica and error-adjustment research, and with concerns expressed by SEC Chairman
Levitt (1998), that audit firms may adlow large clients more latitude with respect to EMA.
Financial Accounting Standard Precision

Referring to Table 5a, we find that accounting-standard precision decreased the
probability that an EMA would be waived, but structuring was more likely for precise

standards (and was usudly waived). Those results have unclear implications for the



policy makers responsible for determining the precison of standards, because some
accounting issues are more amenable to precise standards. For example, it is doubtful
that precise sandards would be possible with respect to contingent losses, given the
inherent subjectivity of these amounts.

Should the precision of a standard be increased, our results suggest two effects.
Firdt, increasing precison may increase the frequency of transaction structuring, and
structured transactions are likely to be waived. However, transaction structuring can be
costly, so the frequency of EMAs in total might decrease, such that it is not apparent that
an increase in EMswould occur. Second, under a more precise standard there islikely to
be alarge decrease in waived EMAS that are not structured. Precise standards appear to
help auditors prevent unstructured EMAS, perhaps because reference to an explicit
gandard is a powerful argument in auditor/client negotiations.

Decisions about the optima precision of financid standards do not depend soldy
on reducing the frequency of EMAs and auditors decisionsto waive EMAs. Policy-
makers must aso consider the benefits associated with imprecise standards, such asless
“standards overload”, alower barrier-to-entry than complex standards creete for analysis
of financid gtatements, an opportunity for managers to communicate their private
information viatheir use of reporting discretion (see, e.g., Dye 1985), etc.

Limitations and Directions for Future Research

Our study issubject to severd limitations. First, we depend on survey datafrom
audit partners and managers, so auditors' willingness to respond and their ability to
perceive and recall EMAs affect our results. Auditors could fail to respond with an EMA

because they did not detect the EMA to begin with, they did not identify the EMA as



such because the transaction clearly fell within GAAP, or they forgot that they
encountered the EMA. Or, auditors could respond with particularly sdient EMAS (eg.,
those mentioned in press coverage of SEC Chairman Levitt's “Numbers Game’ speech a
month prior to data collection), or with EMAs that they recognized only in hindsght.
Such concerns are less likely to influence our tests of generd factors than they areto
affect the relaive frequencies of EMASs and waives that we report. Just as frequency data
from studies of SEC AAERs reflect whatever filters the SEC employs for prosecuting
egregious EM, our frequency data reflect the filters that auditors employ in identifying
and recdling AEMs.

The nature of our data prevents us from addressing some interesting questions.
For example, audit-dient-confidentiaity conditions prohibit us from knowing the identity
of the companiesin our sample. Therefore, we cannot link our results to stock- market
performance or to firm-specific or market variables that we did not dicit. Also, our
sample includes only EMAS (and not nornt EMAS). Therefore, we cannot examine factors
affecting the likelihood managers will atempt EM or auditors will detect an EMA -- our
results are conditioned on EM having been attempted and detected by the auditor.
Findly, because we do not examine data from companies that are not audited, we cannot
asess the extent to which the presence of auditors deters managers from attempting EM.

While some biases may have been introduced by our data- coding process, we
believe the potentid for such biasislow. Firg, transaction structuring, materidity and
client size were provided directly by respondents. Second, CIE was indicated by the
accounting effects of each EMA, which leaves little room for interpretation. Third,

precision scores were assigned without referring to structuring, CIE or walve data to
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prevent bias towards supporting hypotheses. Fourth, any coding that involved
subjectivity was checked by at least two researchers.

The limitations of our gpproach suggest opportunities for future research. 1t may
be possible to get a more complete sample of EMAS by asking auditors to document
prospectively dl EMAS encountered on their engagements. With company identities
known, EMA and waive data could be tied to stock-market variables. Of course, dliciting
EMAsin this manner may change auditor behavior. Asan dternative, workpapers from
prior audits could be examined to identify EMAS, Smilar to prior audit-adjustment
studies and the peer-review andyses performed by the Pand on Audit Effectiveness
(2000). This approach might tend to omit EMAS that were waived due to compliance
with GAAP (as they might not be documented), but would identify most others.
However, to the extent that materid EMA only occurs on a subset of audits, this
gpproach might require much data collection before enough EMASs are identified to yield
powerful anayses.

Our data suggest other opportunities for future research. The relative frequencies
of EMAs that we document may better focus archiva and experimenta researchers on
the areasin which EMA ismost prevalent. Because our data provide a basdine of EMA
and waive behavior prior to the recent flurry of EM -related speeches, SAB’sand SAS's,
afuture replication could refer to this basdline to assess change. Our results could guide
creation of auditor training materials or decison ads that help auditors identify EMAS
and consider whether or not they should be waived. Findly, we hope our results
facilitate discussion among policy makers as they seek continued improvement in the

qudlity of financid reporting.
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Appendix
Instructions

Note: The bracketed text varied between versions of the survey. “No list” participants
received a version that included the first bracketed sentence as the first sentence of the
next paragraph. “List” participants received a version that included the second
bracketed paragraph and a table listing five accounting issues and related financial
accounting standards.

The purpose of this study isto learn about your experiences with companies attempting
materid “earnings management”. We interpret “earnings management” broadly to
include al efforts to influence accounting measurement, recognition and/or disclosure
that are intended to affect the view of an entity obtained by a person using thefinancid
datements. We interpret “meaterid” to indicate an amount that could affect financia
datement users judgments. We focus on attempted earnings management to include al
experiences where the company attempted to manage earnings, whether or not the find
audited financid statements gppeared as the company initidly desired.

Since audited financid statements must conform with GAAP, companies who wish to
manage earnings must do so within the condraints of the relevant financid accounting
standards. Ways in which earnings management can be attempted include:

Structuring transactions in amanner that gets around a tandard to achieve a
desired accounting effect.

Aggressvey interpreting the wording of astandard in away that justifiesa
desired accounting effect.

Aggressvely interpreting the data associated with transactions in such away
that, when compared to the standard, it justifies a desired accounting effect.

[In the pages that follow, we ask you to list atotal of three experiences where companies
attempted to materidly manage earnings]

[In Table 1 on the next page, we list five broad accounting topics that have been

addressed by accounting standards. 1n the pagesthat follow Table 1, we ask you to list a
total of three experiences where companies attempted to materialy manage earnings with
respect to those topics. Thefird topic is the one for which we most need to learn about
your experiences, S0 if possible, we would like you to ligt three experiences with

attempted earnings management that are related to Topic 1. However, it may be that you
have fewer than three experiences with attempted earnings management that are related

to Topic 1. If so, please document those Topic 1 experiences (if any) that you have had,
and turnto Topic 2. If documenting your Topic 2 experiences dlows you to reach atota
of three experiences across Topics 1 and 2, stop; if not, please turn to Topic 3, and so on.]
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In al cases, please focus on those experiences that you fed are most important, in the
sense of being the most frequently occurring examples of atempted materia earnings
management that you have encountered. Please consider al of your experiences of this
nature, regardless of (1) whether or not the transaction was eventudly treated in the
manner preferred by the company, and (2) whether standards have been revised
subsequently to more effectively address that sort of earnings management.

Company and auditor confidentiality is assured because we are not asking for the
identity of companies or auditors. Y our responses will be anonymous. This study has
been cleared with [firm name] to be sure that Firm policies and professional
standards are upheld, and to be sure that the results of this project are very useful
to [firm name].
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Table 1

Analyses of Factors Affecting Where Managers Attempt Earnings Management and
When Auditors Waive Earnings Management

PREDICTIONS and RESULTS
Sign of Effect on Sign of Effect on
Frequency of Probability Auditor
Variable Managers’ EMAs Waives an EMA
Prediction Result Prediction Result
Current-Period Income Effect (CIE) + + - -
Precison of Standard (P) - -
Transaction Structuring (S) + +
P X SInteraction + + + +
P X CIE Interaction + +
S X CIE Interaction + +
Materidity - -
Client Sze + +

EMA = earnings-management attempt.
CIE = 1if current-year-incomeincreasing; -1 if current-year-income decreasing.
Precison of standard = 1 if standard precise; 0 if standard not precise.
Transaction structuring = 1 if transaction structured; O if transaction not structured.
Materidity = 1 if materid in current or future year individualy or in combination with
another issue; O if never materid.
Client Sze=1if annua sales < $50M, 2 if $50M<sales<$100M,
3if $100M<sades<$250M, 4 if $250M<sades<$1B, 5if sdes> $1B.
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Table 2

Frequency (Rank) of EMA Responses, By Instruction Conditions

# of EMASs Described Estimate of
List Provided, Total
No | Response Was: Frequency
List Not EMA
Issues Pro- On On Encountered
Total | vided List List in Career
Contingencies and Reserves 136 (1) |45(1) |24(2 67(1) |834(1)
Revenue Recognition 81(2) |25(2) |31(1) |25(3) |365(2)
Business Combinations 72(3) |13(3) |19(3) |40(2) | 340(3)
Fixed Assets 324 (91 12(6) |12(6) | 127 (6)
Non-R&D Intangibles 324 |75 9(8) 16 (4) | 172(4)
Investments 28(5 [3(7) 13(5) |12(5) | 138(5)
Leases 23(6) |[3(7) 14(4) | 6(8) 80 (9)
Accounting changes, prior period 20(7) | 4(6) 9(8 7(7) 60 (12)
adjustments, and operations
Compensation 19(8) | 2(8) 107) | 7(7) 68 (11)
Taxes 16(9) |3(7) 7(9) 6 (8) 106 (7)
Consolidations and equity/cost 15(10) | 1(9 10(7) |40 |76(10)
method of accounting
Tranders of Receivables 11(11) | 2(8) 9(8) 0 49 (13)
Cash Flows and Working Capitd 10(12) | 4(6) 3(11) |3(11) |31(19)
Long Term Debt 6(13) |0 4(10) |2(12) | 19(16)
Pensons 514) |0 4(10) |1(13) | 23(15)
Other Post- Retirement Benefits 4(15) |0 4(10) |0 15 (17)
Segment Reporting 3(16) |0 3(11) |o 13 (18)
R&D 3(16) [1(9 2(12) |0 11 (19)
Foreign Currency 2(17) |0 2(12) |0 2(21)
EPS 1(18) |0 1(13) |0 1(22)
Related Party Disclosures 1(18) |0 0 1(13) | 10(20)
Nonmonetary transactions 1(18) |0 0 1(13) | 2(21)
Other (not one of 22 topics listed) 5(14) |0 0 5(9) 105 (8)
Tota 526 122 190 214 2647

EMA = earnings- management attempt.

“Ligt provided” participants received arandomly-sdlected list of five of the 22 areas
shown above, dong with aliging of the financid-accounting standards relevant to each
of thefive areas. Their responses are categorized according to whether or not they
related to an areaincluded on the participant’slist. “No list provided” participants did

not receive alist.
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Table 3a:
Manager EMAS, by Precision and Structuring

Manager Structured Transaction?
No Yes Total
Precision of Low 282 24 306
Relevant Accounting | High 178 42 220
Standard Total 460 66 526
Table 3b:

Manager EMAs: Analysis of the Effects of Precision and Structuring

Maximum Likelihood Analysis of variance

Source DF Chi-square Pr > chisq
PREC 1 0.13 0.7157
struc 1 204.61 <.0001
PREC*struc 1 13.93 0.0002**

EMA = earnings-management attempt.

Prec = 1 if standard precise; O if standard not precise.

Struc = 1if transaction structured; O if transaction not structured.
**n<.05 with respect to one-tailed test of directiond prediction.
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Table 4a:
Manager EMASs, by Current-Income Effect, Precision and Structuring

Structure =0 Structure =1
Precision =0 | Precision =1 | Precision =0 | Precision =1 Total
Income
Increasing 129 92 18 17 256
Income
Decreasing 112 53 3 5 173
Total 241 145 21 22 429
Table 4b:

Manager EMAs: Analysis of the Effects of
Current-Income Effect, Precision and Structuring

Maximum Likelihood Analysis of variance

Ssource DF chi-square Pr > Chisq
CIE 1 19.88 <.0001**
PREC 1 3.19 0.0739
struc 1 139.61 <.0001
PREC*struc 1 2.12 0.1455
CIE*PREC 1 2.73 0.0983%**
CIE*struc 1 7.92 0.0049%*

EMA = earnings-management attempt.

CIE = 1if current-year-income increasing; - 1 if current-year-income decreasing.
Prec = 1 if standard precise; O if standard not precise.

Struc = 1 if transaction structured; O if transaction not structured.

**p<.05 with respect to one-tailed test of directiond prediction.
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Table 5a

Percentage of EMAs Waived by the Auditor,

By Precision and Structuring

Manager Structured Transaction?

Precision of
Relevant Accounting
Standard

No Yes Total
Low 172/282 = 61% 19/24 = 79% 191/306 = 62%
High 73/178 = 41% 36/42 = 86% 109/220 = 50%
Total 235/460 = 51% 55/66 = 83% 290/526 = 55%

Cdl formats are: # EMAswaived / totd # EMAs= %.

The dependent variable in the logit iswaive (waive = 1, not waive = 0).

Table Sb:

Auditor Waive Decision: Logit of Precision and Structuring

Variable

Intercept
precnum
struc
psint
matrat
size

DF

1
1
1
1
1
1

Parameter Standard

Estimate Error
0.9745 0.3628
-1.0366 0.2224
1.0066 0.5363
1.4590 0.7276
-1.8205 0.2767
0.2965 0.0722

EMA = earnings-management attempt.
Precnum = 1 if standard precise; O if standard not precise.
Struc = 1if transaction structured; O if transaction not structured.
Psint = interaction between precnum and struc.
Matrat = 1 if materid in curent or future year individudly or in combination with
another issug; O if never materid.
Size=1if annud sdes< $50M, 2 if $50M<sales<$100M,
3if $100M<sales<$250M, 4 if $250M<sdes<$1B, 5if sales> $1B.
**<.05 with respect to one-tailed test of directiond prediction.

wald
Chi-square

7.2163
21.7242
3.5235
4.0206
43.2934
16.8452

Pr > Cchisq

0
<
0
0
<
<

.0072
.0001%*
.0605%*
.0449%%
.0001%*
.0001%*

43




Table 6a
Percentage of EMAs Waived by the Auditor,
by Current-Income Effect, Precision and Structuring

Structure =0

Structure =1

Precision =0 Precision =1 Precision =0 Precision =1 Total
Income
Increasing 69/129 = 53% 27/92 = 29% 13/18 = 72% 12/17 = 71% 121/256 = 47%
Income
Decreasing 71/112 = 63% 29/53 = 55% 3/3 = 100% 5/5 = 100% 108/173 = 62%
Total 140/241 =58% | 56/145 = 39% 16/21 = 76% 17122 = 77% 229/429 = 53%

Cdl formats are # EMAswaived / total # EMAS = %.

Table 6b:
Auditor Waive Decision: Logit of Precision, Structuring, CIE and Materiality
Parameter Standard wald
variable DF Estimate Error Chi-square Pr > chisq
Intercept 1 0.9759 0.3962 6.0667 0.0138
precnum 1 -0.8922 0.2361 14.2811 0.0002%*
struc 1 1.6830 0.4127 16.6316 <.0001%**
CIE 1 -0.2585 0.1153 5.0298 0.0249%*
matrat 1 -1.8254 0.3003 36.9560 <.0001**
size 1 0.2605 0.0801 10.5742 0.0011**

The dependent variable in the logit is waive (waive = 1, not waive = 0).
EMA = earnings-management attempt.
CIE = 1if current-year-income increasing; -1 if current-year-income decreasing.
Precnum = 1 if standard precise; O if standard not precise.
Struc = 1if transaction Structured; O if transaction not Structured.
Matrat = 1 if materid in current or future year individualy or in combination with
another issug; O if never materid.
Sze=1if anual sales < $50M, 2 if $50M<sales<$100M,
3if $100M<sales<$250M, 4 if $250M<sdes<$1B, 5if sales> $1B.
**n<.05 with respect to one-tailed test of directiond prediction.




Table 7
Percentage of EMAs Waived by the Auditor,
by Size, and by Size, Current-Income Effect, and Materiality

Size (Annual Net Sales)
$50M - $100M - | $250M -
<$50M | S$100M $250M $1B > $1B Total
Full Sample 36/91=| 29/54= 46/94 = 85/138= | 96/134= | 292/511=
40% 54% 49% 62% 2% 57%
CIE = 0 dropped
Income 11/48=| 1127 = 15/41 = 24/55 = 16/28 = 77/199 =
Increasing 23% 41% 37% 44% 57% 39%
Material Income 9/17 = 712 = 12/28 = 18/28 = 14/28 = 60/113 =
Decreasing 53% 12% 43% 64% 50% 53%
Income 6/9 = 1/2= 5/5 = 14/18 = 14/16 = 40/50 =
Not Increasing 67% 50% 100% 78% 88% 80%
Material Income 37 = 33= 9/11 = 5/6 = 25/27 = 45/54 =
Decreasing 43% 100% 82% 83% 93% 83%
Total (CIE = 0 dropped) | 29/81= | 22/42= 41/85 = 61/107 = | 69/100= | 222/417 =
36% 50% 48% 57% 69% 53%
GAAP Waives dropped 21/76 = | 22/47 = 30/78 = 46/99 = 62/100 = | 181/400 =
28% A7% 38% 46% 62% 45%
GAAP Waives and CIE = ( dropped
Income 4/41 = 8/24 = 9/35= 4/42 = 11/23 = 43/165 =
Material Increasing 10% 33% 26% 26% 48% 26%
Income 5/13 = 5/10 = 723 = 8/18 = 10/24 = 35/88 =
Decreasing 38% 50% 30% 44% 42% 40%
Income 5/8 = 1/2= 4/4 = 11/15= 10/12 = 3141 =
Not Increasing 63% 50% 100% 73% 83% 76%
Material Income 37 = 3/3= 7/9= 3/4= 18/20 = 34/43 =
Decreasing 43% 100% 78% 75% 90% 79%
Total (GAAP Waives 17/69= | 17/39= 2771 = 33/79 = 49/80= | 143/338=
and CIE=0 dropped) 25% 44% 38% 42% 61% 42%

EMA = earnings- management attempt.
Cdl formats are: # EMAswaived / totdl # EMAS = %.
“Full sample’ containsadl EMASs for which dl datawas available.
“CIE = 0 dropped” removes from “full sample’ those EMASs that neither increased nor
decreased current-year income.

“GAAP Waives dropped” removes from “full sample” those EMASs that auditors waived

because they concluded that the client had met GAAP.
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Table 8
Relative Frequency of EMAs and EMs, By Accounting Area, Auditor Waive Decision and Current-Year Income Effect

Auditor Required

Auditor Waived Adjustment Because:

Adjustment Conformed to Evidence Didn’t Some Other
Total EMA’s (Did Not Waive) GAAP Contradict Client Reason Total Waived

CIE CIE CIE CIE CIE total waived | CIE of waived | Mean| Men
Topics And Specific Areas  |total| -1 | 0 | 1 |total| -1 | 0 [ 1 |total| -1 | O | 1 |total | -1 | O | 1 |total| -1 (0|1 | (/total EMAs=%)| -1 | 0 [ 1 |PREC|SIRUG
Reserves and contingencies | 110( 67| 13| 30| 35| 18| 4| 13| 18| 12[ 4| 2| 28 18| 3| 7] 29| 19 2| 8 75(/110=68%) 49 9| 17] .196] O
Revenue recognition 81| 14| 2| 65| 47/ 7| 0| 40] 13| 3| 1 9 1| 3 1 71 100 1] 0 9 34 (1 81=42%) 7] 2| 25| .481] .148
Business combinations 7| 27| 27 17] 28] 10 9 9] 18 11| 3| 4 13 51 5] 3] 12| 1(10] 1 43 (/71=60%)( 17| 18| 8| .431] .069
Intangibles 35| 6] O 29] 16| 2| oOf 14} 9] 3| 0 6 9 O o 9 1 100 19 (/ 35 = 54%) 4] 0 15| .143] .057
Fixed assets 3 11 1] 19] 20; 9| oOf 11 3 2 0O 1 51 0 O 5 3 0 12 11 (/31 = 35%) 2| 1| 8| .25] .063
Restructuring reserves 29[ 21| 71 1] 14| 12| 1] 1 8 4/ 4 O 4 3 1| 0o 3 210 15 (/29 = 51%) 9] 6 0] .517] .034
Investments 28/ 6| 6| 16] 16| 3| 3| 100 4/ o 1] 3 4 21 1| 1 4 1 1| 2 12 (/ 28 = 42%) 3] 3 6].393 .25
Leases 23] 1| 8 14 9 oOf 2[ 71 10 Of 4| 6 2l 0 1 1 2 1110 14 (/ 23 = 61%) 1| 6 7] .783] .565
Compensation 191 3 71 9 3| 1 1] 1 5 0 3 2 4 21 1 1 7 0 215 16 (/ 19 = 84%) 2| 6| 8] .579] .158
Consol. and equity/cost 15| 1| 4| 101 4| O 0 4| 6 0 4| 2 1 0 0] 1 4 1] 0] 3 11 (/15 =73%) 11 4| 6] .467] .733
Transfer of receivables 1M 1| 2| 8 77 0 0 7 2 Of 20 O 11 Of Of 1 11 1] 0] O 4 (/11 =36%) 11 2[ 1] .636] .182
Accounting changes 10, 5/ Of 5 o0 O o0 O 5 2 0 3 20 1 of 1 3| 2[ 0f 11 10(/10=100%) 5 0f 5| 4 O
Pensions and OPEBs 9 3 0 6] 2 1 of 1 2 0 0 2 11 Oof Of 1 4 2| 0 2 7(/9=178%) 2| 0] 5| .667] .222
Taxes 77 3 1 31 1 0 0 1 20 0 0 2 20 1 11 0o 2 2[00 6(/7=18%) 3| 1| 2] .571 0
Other accrued liabilities 6 2 1 31 4 20 0 2 1 0 1 0 of o o O 1 0] 0 1 2(16=33%) o 1 1] .833] .167
Long-term debt 6f o 1 5 5 0 1 4 0 0 oOof O 1 0 0] 1 0 0f of 0 1(/6=33%) 0 of 1].833] 0
Classification 51 0 21 3 4 0 2 2 0 0 of O of o o O 1 0] o 1 1(/5=20%) 0 of 1].833 0
Other 21 1) 11 9] 10 Oof 2 8 6 Of 5 1 11 Oof 1 O 4/ 1] 30 11 (/ 21 = 52%) 1 9 1
TOTAL 517|172| 93[252| 225| 65| 25|135| 112 37| 32| 43| 89| 35 15 39| 91| 35/21|35] 292 (/517 =56%) 107 68| 117
Total reserve EMAs @ 176| 94| 46| 36| 63 33| 13| 17| 31| 17 11| 3| 40| 23| 9| 8| 42| 21|13| 8] 113(176=64%)] 61| 33| 19] 26] O
Total non-reserve EMAs 341| 78| 47216 162| 32| 12|118| 81| 20| 21| 40] 49| 12| 6| 31| 49| 14| 8|27 179 (/341=52%)| 46| 35 98] .5 .19

CIE = 1 if current-year-income increasing; -1 if current-year-income decreasing, 0 if no effect on current-year income or if effect is unclear from description of EMA.
EMA = earnings-management attempt. Prec = 1 if standard precise; 0 if standard not precise. Struc = 1 if transaction structured; 0 if transaction not structured.
@ “Reserve EMAs” includes data from reserves and contingencies (110 EMAs), reserves established in business combinations (37 EMAs), and restructuring reserves (29 EMAs).
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Table 9

Percentage of EMAs Waived By Auditor,

By Reserve/Non-Reserve and Current-Year Income Effect

Reduced Sample
Type of EMA
Reserve Non-Reserve Total
Income Increasing 20/37 = 54% 101/219 = 46% 121/256 = 47%

Income Decreasing

63/96 = 66%

45/77 = 58%

108/173 = 62%

Total

83/133 = 62%

146/296 = 49%

229/429 = 53%

EMA = earnings-management attempt.

Cdl formats are: # EMAswaived / total # EMAs = %.
“Resarve EMAS’ includes data from reserves and contingencies (110 EMAYS), reserves
established in business combinations (37 EMAS), and restructuring reserves (29 EMAS).
“Nonreserve EMAS’ include dl other EMAS.
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