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Abstract

The papers by Subramanyam (1996) and Kasanen, Kinnunen, and Niskanen (KKN,
1996) both consider why managers manipulate accounting accruals. Subramanyam finds
that discretionary accruals are associated with several performance measures, and
concludes that managers’ accrual choices increase the informativeness of accounting
earnings. However, a strong competing alternative is that the ‘Jones model’ systema-
tically mismeasures discretionary accruals, so that they contain a significant non-
discretionary component. Unlike many US studies, KKN find strong evidence of
earnings management in Finland, where Finnish managers set earnings to satisfy the
demand for dividends by keiretsu-like institutional investors.
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1. Introduction

Much accounting research investigates whether managers exercise their ac-
counting discretion to influence reported earnings. Following an impeortant
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paper by Healy (1985), a large number of papers examine managers’ accrual
choices for evidence of ‘earnings management’. However, researchers do not
always agree on how this evidence should be interpreted: while some believe that
their research provides evidence of earnings management, others argue that
research design ambiguities limit the extent to which we can rely on these
studies.! Moreover, even if we take managers’ ability to manipulate earnings as
given, it is still unclear why managers choose to intervene in the reporting
process. While some argue that managers’ accruals choices are ‘opportunistic’,
adding noise to reported earnings, others believe that managers exercise their
discretion to improve the informational value of accounting numbers (Watts and
Zimmerman, 1986; Healy and Palepu, 1993).2

The papers by Subramanyam (1996) and Kasanen, Kinnunen, and Niskanen
(1996, hereafter KKN) both consider why managers choose to manipulate
accounting accruals. This is an important question in at least two respects. First,
financial statement users are interested in how discretionary accruals should be
interpreted — in what settings do these numbers increase and decrease the
informativeness of reported earnings? Second, standard setters tend to act to
reduce managers’ ability to exercise discretion in the reporting process, appar-
ently based on the assumption that managers exercise their accounting discre-
tion opportunistically. If, instead, managers use their discretion to increase the
informativeness of accounting earnings, standard setters may want to rethink
their approach.

Subramanyam finds that discretionary accruals are associated with contem-
poraneous stock prices and future earnings and cash flows, and concludes that
managers choose accruals to enhance the informativeness of accounting earn-
ings. Subramanyam uses the ‘Jones model’ (Jones, 1991) to measure discretion-
ary accruals, and his conclusions depend on how well this model separates
discretionary and nondiscretionary accruals. As a result, the current discussion
assesses the reliability of this proxy for discretionary accruals, along with other
aspects of the Subramanyam study.

The KKN paper addresses a different motivation for earnings management in
an unusual setting. These authors examine whether managers of a sample of
Finnish firms adjust earnings to a target level that simultaneously: (1) is large
enough to allow the payout of a smoothly increasing dividend stream (since
dividends are closely tied to earnings in Finland) and (2) allows managers to
minimize corporate income taxes (since taxes are based on reported earnings).

! These criticisms begin with Kaplan (1985) and continue through recent papers by Hansen (1996)
and Guay, Kothari, and Watts (1996). See Dechow, Sloan, and Sweeney (1995) for a methodological
review of the literature.

2The dichotomy between the opportunism and information arguments is probably too simplistic: at
a minimum, managers make accounting choices for ‘efficiency’ reasons as well.
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The authors find strong support for the idea that Finnish managers set earnings
to satisfy the demand for dividends by their keiretsu-like institutional investors,
although it is not clear whether the results generalize to other countries and
regulatory regimes.

2. Subramanyam (1996) on the pricing of discretionary accruals

The central research question in Subramanyam’s paper is whether managers
choose discretionary accruals to convey information or whether their choices
are opportunistic (so that discretionary accruals increase the noise in reported
earnings). To investigate this question, Subramanyam tests whether his esti-
mates of discretionary accruals help: (1) explain contemporaneous stock price
movements, (2) predict cash flows and earnings, (3) predict dividend changes,
and (4) improve the persistence and predictability of earnings. Subramanyam
finds that discretionary accruals help to do all of these things, and concludes
from this that discretionary accruals are used by managers to increase the
informativeness of accounting earnings. However, to interpret the evidence in
this way, we have to be confident that discretionary accruals are measured
correctly. In particular, an alternative explanation for these findings is that the
‘Jones model’ systematically misclassifies nondiscretionary accruals as dis-
cretionary. Because the measurement of discretionary accruals is crucial for the
interpretation of these tests, the next section discusses the efficacy of the Jones
model that Subramanyam uses to separate accruals into discretionary and
nondiscretionary components.

2.1. How well does the ‘Jones model’ work?

The key methodological issue in the Subramanyam paper is how well the
Jones model classifies accruals into discretionary and nondiscretionary compo-
nents. This model has been used extensively in the earnings management
literature and may be the best alternative currently available to test for earnings
management. For example, a recent paper by Dechow, Sloan, and Sweeney
(1995) compares five commonly-used models of discretionary accruals, and
concludes that the Jones model (or their ‘modified” Jones model) works best.
Nevertheless, all of the models give fairly similar results. Moreover, Dechow
et al. indicate that none of these models works very well in detecting earnings
management, i.e., the models generally lack power. So it may be that the “state of
the art’ 1s not very good.

The goal of discretionary accrual models is to allow the researcher to separate
total accruals into discretionary and nondiscretionary components. The Jones
model assumes that nondiscretionary accruals depend on the change in revenues
and the level of property, plant, and equipment. The rationale is that a firm’s
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working capital requirements depend on sales, while its depreciation (and
perhaps deferred tax) accruals depend on the level of property, plant, and
equipment. Once the model is estimated (either in time-series or cross-section-
ally), the researcher uses forecasted values to estimate nondiscretionary accruals.
Estimated discretionary accruals then fall out as the prediction error. That is, in
the Jones model, total accruals are (researchers typically deflate the variables by
total assets):

TA; = o + f-(ARevenues,) + vy (PP&E;) + &,

so that nondiscretionary accruals (NDA) are estimated as
NDA;, = & + B-(ARevenues;) + 7+ (PP&E,),

and discretionary accruals (DA) are:
DA, = TA, — NDA,.

By construction, any accruals not treated as nondiscretionary are included as
discretionary accruals. The key question is how well this model works. Sub-
ramanyam estimates the model cross-sectionally by year, using groups of firms
in the same two-digit SIC code industry. Although he does not report the
average explanatory power of the model, he does report some information on
the estimated coefficients and on levels of discretionary accruals, and these
numbers can be used to get an idea of how well the model works.

The estimated coefficients indicate that the model seems to ‘work’ to some
degree, but that its estimation is not very precise, so that some ‘legitimate’
accruals are treated as discretionary. For example, estimates of the f coefficient
have an average value of 0.06, which may be reasonable, but there is a lot of
variation around this number — the standard deviation is 0.37, the range is from
2.68 to —6.30, and the estimated coefficient has the ‘wrong’ sign 27% of the
time. Estimates of the y coefficient show less variation but still vary a good deal:
the average coefficient is —0.07 with a standard deviation of 0.10 and a range of
1.13 to —1.29, and the coefficient assumes the ‘wrong’ sign 7% of the time.

When Subramanyam uses firm-specific time-series data, the estimated coeffi-
cients are even less precise. For example, the average estimate of the f coefficient
is 0.09 (similar to the cross-sectional estimation), but the standard deviation is
now 1.16 and the range of estimates is from 54 to —89! Finally, Subramanyam
reports that the standard deviation of estimated discretionary accruals is 0.108,
which is larger than the standard deviation of net income of 0.096 (both
variables are deflated by total assets). Can it really be that discretionary accruals
vary more than net income? It seems more likely that this result is telling us
something about the noise in the model’s estimates.

Another way of assessing whether the model yields plausible estimates is to
consider some of the accruals that the model will classify as discretionary. First,
the model will identify some true discretionary working capital accruals, which
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is of course the objective. However, the model wiil also treat most nonoperating
gains and losses and other special items as discretionary. While the timing and
magnitude of some of these items are often plausibly viewed as discretionary
{consider large write-downs and restructuring charges), this is not always the
case.® For example, it is much less likely that the gain on the sale of a subsidiary
or that gains and losses from lawsuits are discretionary.

The model will also treat some nondiscretionary working capital accruals as
discretionary. First, the f coefficient is estimated with sampling error which,
based on the above, may be quite large. Second, true f is likely to vary across
firms within the same two-digit SIC code industry group, since these groupings
are very broad {for example, Dresser Industries (a maker of heavy equipment for
the oil and gas industry), Toro Co. (a maker of lawn mowers), Atari (a maker of
video games), and Gateway 2000 (a maker of personal computers) are all in the
same two-digit industry (35)]. Finally, to the extent that working capital
accruals are driven by factors other than changes in sales, the Jones model omits
variables. For example, receivables that are unrelated to sales (consider a tax
refund), the effect on payables when managers ‘stretch’ out payments to
creditors, and other accruals that are ‘legitimate’ (such as payroll) but which
depend on factors other than sales, will all be treated as discretionary accruals.
In fact, any working capital accrual that is not linear in the change in sales will
be misclassified.

The upshot is that estimated discretionary accruals will likely contain some
nondiscretionary items, and to this extent it is not surprising that measured
discretionary accruals correlate with stock prices, future cash flows, and other
performance measures.

2.2. How does misclassification of discretionary accruals affect the
interpretation?

Mismeasurement of discretionary accruals will at best lower the power of the
research design to detect earnings management, and at worst cause the re-
searcher to conclude that there is earnings management when none actually
exists.* In the Subramanyam study, however, misclassification crucially affects
the conclusions that we can draw about the role of discretionary accruals.

Subramanyam first investigates whether discretionary accruals help explain
stock price movements by regressing stock returns on his measures of operating

3See DeAngelo, DeAngelo, and Skinner (1994) for evidence on the discretionary nature of asset
write-offs and other special charges.

*This is well-recognized in the literature. Tests have low power if there is no relation between the
researcher’s measure of earnings management and economic performance, but are biased (overreject
the null) if the researchers’ partitioning scheme and earnings performance are correlated. See, e.g.,
McNichols and Wilson (1988) and Dechow et al. (1995).
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cash flows, nondiscretionary accruals, and discretionary accruals. The coeffi-
cients on all variables are reliably positive, although the coefficient on dis-
cretionary accruals is smaller than those on cash flows and nondiscretionary
accruals (Table 3).

There are three possible explanations for this result. First, the positive
coefficient on discretionary accruals may indicate that discretionary accruals are
informative, as Subramanyam claims, but that they are less informative than the
other components of earnings. Second, it may be that managers choose dis-
cretionary accruals opportunistically, but that the market responds mechan-
ically to total earnings, so that discretionary accruals are erroneously ‘priced’ by
the market in the current period. This interpretation is consistent with the
evidence in Sloan (1996) that the stock market responds mechanically to total
earnings, and does not appreciate until subsequent periods that operating cash
flows are more persistent than accruals. Finally, if, as argued above, the model
erroneously classifies nondiscretionary accruals as discretionary, the coefficient
on discretionary accruals is overstated, implying that discretionary accruals are
informative when they are not.?

In an attempt to rule out opportunism as an alternative explanation,
Subramanyam also tests whether current-period discretionary accruals help
predict future cash flows, earnings, and dividends. One would expect this to be
the case if discretionary accruals increase the informativeness of current
earnings with respect to future performance. To do this, he regresses these
future performance measures on the three components of current earnings:
operating cash flows, nondiscretionary accruals, and discretionary accruals.
He finds (Tables 7 and 8) that all three earnings components help predict
future levels of performance, and that cash flows are the most useful. This
result is consistent with recent evidence in Sloan (1996) that operating cash
flows are a more persistent component of earnings than accruals. However, if
estimated discretionary accruals actually contain a nondiscretionary compo-
nent, estimated discretionary accruals should be informative with respect to
future performance measures. As a result, we still cannot reliably discriminate
between misclassification and the author’s claim that discretionary accruals are
informative.

In another set of tests, Subramanyam finds that discretionary accruals help
smooth earnings, generating a more predictable and persistent earnings series.
He interprets this as evidence that managers smooth earnings to increase their
signal value. But notice that this finding does not rule out the possibility that

5The coefficients on operating cash flows, nondiscretionary accruals, and discretionary accruals are
1.4, 1.5, and 1.0, respectively. If the true coefficient on discretionary accruals is zero and two-thirds of
the discretionary accruals are really nondiscretionary, this result could be fully explained by
misclassification error.
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managers smooth earnings opportunistically, and that the market reacts to this
artificially smoother series.

There is also an interpretation problem with this evidence if the model
misclassifies discretionary accruals. We know from previous research (and the
economic nature of accruals) that operating cash flows and accruals tend to be
negatively related (Dechow, 1994). Subramanyam reports that discretionary
accruals appear to drive this relation — the correlation between discretionary
accruals and operating cash flow is —0.6, compared to a correlation of —0.1
between nondiscretionary accruals and operating cash flows. Absent misclassifi-
cation, this finding could be interpreted as evidence of income smoothing. But
notice that if operating cash flows are unusually high (low), accruals will
naturally be unusually low (high), and most of these unusual accruals will be
treated by the model as discretionary. Indeed, since our prior is that cash flows
and nondiscretionary accruals should be negatively correlated, the different
magnitude of these correlations could be interpreted as evidence of misclassifica-
tion!

Finally, Subramanyam performs a number of sensitivity tests to support his
interpretation and reduce the likelihood that the misclassification of nondis-
cretionary accruals affects his inferences. Unfortunately, these tests are all based
on the same basic methodology, and thus do little to mitigate the fundamental
interpretational problem. For example, the author reperforms his tests using
time-series estimates of the Jones model as well as the ‘modified Jones model’
(Dechow et al., 1995). As noted above, the time-series estimates are, at least here,
even less precise than the cross-sectional estimates. Moreover, we know from
Dechow et al. that the Jones model and the modified Jones model yield similar
inferences, so it is unclear that this test helps much. Finally, Subramanyam
reperforms his tests after deleting firms for which the Jones model yields
estimates that are ‘unreasonable’ (defined as of the wrong sign or as outlying
observations). However, based on the earlier discussion, there is no reason to
expect that the misclassification of accruals is limited to firms with extreme or
unusual estimates. For example, nonoperating gains and losses are treated as
discretionary for all firms, and there will still be problems in those industries
with a great deal of variation across firms.

2.3. Some conclusions and suggestions

Taken at face value, Subramanyam’s findings suggest that discretionary
accruals are informative, although they are less informative than nondiscretion-
ary accruals or operating cash flows. However, the results are also consistent
with an important alternative explanation: that the Jones model misclassifies
discretionary and nondiscretionary accruals.

The upshot is that it is difficult to draw conclusions about the extent to which
managers use their discretion over accruals to communicate information to
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investors. The misclassification problem is, of course, common to all earnings
management papers, where it generally reduces the power of the tests. In the
Subramanyam paper the problem is much more crucial, and goes to the heart of
how we interpret the results. The only way to resolve this problem is to develop
better specified models of the accruals process. Some useful alternatives may be
as follows. First, researchers could focus on narrower settings where modeling
opportunities are richer, This may mean modeling accruals in particular indus-
tries (as in Beaver and Engel, 1996) or modeling particular components of
accruals (as in McNichols and Wilson, 1988).

Alternatively, researchers might try and use tools from financial statement
analysis to better model accruals, perhaps in conjunction with Compustat data.
For example, some argue that the most important opportunities for earnings
management lie in accrued liabilities, inventories, receivables, and some
nonoperating items. If this is the case, we could start by removing the effects of
the other accruals from discretionary accruals.® Once this is accomplished,
researchers could model the remaining accrual categories in more detail, using
the same ratios an analyst would use to assess whether a balance was unusually
high or low. Finally, researchers could separately analyze the informativeness of
different categories of accruals, given different priors about managers’ ability to
manipulate accruals in each category. Of course, this type of approach moves us
away from the mechanical use of large scale databases, but this may be necessary
if the literature is to progress, so that clear inferences about these important
questions can be drawn.

3. Kasanen, Kinnunen, and Niskanen (1996) on dividend-based earnings
management

In the US, we generally think of corporate dividend policy as reflecting the
firm’s past, current, and perhaps future earnings levels. This view is based on the
idea originally proposed by Lintner (1956) that managers are reluctant to cut
dividends, so that dividend changes represent a lagged response to changes in
earnings. In Finland, however, the reverse seems true — here the demand for
dividends by institutional investors is so strong that dividend policy is effectively
set outside the firm, so that earnings have to be managed to justify the requisite
dividend payout.

KKN provide strong evidence that managers set earnings to justify dividend
payments in Finland. The nature of this evidence is described further in Section
3.1, while Section 3.2 discusses some of the implications of the KKN study.

¢DeAngelo, DeAngelo, and Skinner (1994) analyze accrual components separately, arguing that
some accruals are more likely to be affected by economic performance than others.
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3.1. Institutional features and evidence of earnings management

There are several important features of the Finnish market that create
a demand for managers to adopt a policy of smoothly increasing dividends.
First, Finland is similar to some other countries (most notably Japan) in its
keiretsu-like ownership structure: stock ownership is dominated by large institu-
tional holders (banks and insurance companies) and cross-holdings are
common. Because this structure makes equity markets relatively illiquid, and
because these institutions are reluctant to dilute their holdings, it is expensive for
institutions to sell even part of their stockholdings. In addition, Finnish regula-
tions are such that only realized income (i.e., dividends) may be included as part
of the capital base of these institutional stockholders, which includes regulatory
capital for banks and insurance companies. As a result of these factors, institu-
tions demand relatively large dividend payments, and so it is not surprising that
dividend receipts are a large part of the income of these institutions. For
example, KKN indicate that dividend receipts for the average Finnish bank
represent 46% of operating income before depreciation.

In addition to this institutional demand for dividends, managers of Finnish
firms are restricted by law to paying dividends out of earnings, including
retained earnings. This provides managers with an incentive to report earnings
that are sufficiently high to justify the required dividend. However, since Finnish
taxes are based on reported financial income, managers have an incentive to
minimize reported income subject to the dividend constraint. KKN refer to the
resulting income level as ‘target’ income for Finnish managers.

Finally, managers of Finnish firms have an unusual amount of flexibility in
the reporting process. KKN report that there is sufficient slack in the reporting
system so that the range of income available to managers averages nearly five
times the level of reported income (see their Fig. 1). Consequently, managers
have both the means and the incentive to manage earnings, and that is what
KKN find.

The behavior of reported earnings is strongly consistent with the authors’
predictions. This is clearest in their Fig. 2, which plots the level of reported
earnings, dividends, and ‘unmanaged’ (IAS) earnings for the sample period
(1970-1989). Reported earnings track dividends very closely, especially before
1984, consistent with the authors” argument. After 1984, however, these firms
appear to report earnings in excess of dividends, which implies that these firms
pay taxes unnecessarily. Indeed, many things change around this time, with
unmanaged earnings and dividends both increasing sharply in the later sample
years. This may reflect the fact that the institutional features necessary for the
authors’ argument to hold began to break down during the 1980s, in which case
the authors’ interpretation is strengthened.

There is another clear implication of the fact that reported earnings and
dividends track each other so closely (at least before 1984). Since dividends can
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be paid out of both current and retained earnings, this result suggests either that
managers of these firms pay out all of their earnings as dividends, or that
managers only pay dividends out of current period earnings. It would be
interesting to know which of these explanations holds. At one point the authors
indicate that ‘.. there seems to be a tendency not to tap retained earnings but to
pay out dividends from current earnings (in our sample, 80.1% of cases)’ (p. 13).
Unfortunately, the authors do not follow this up or explain why it is. For
example, it would be interesting if Finnish dividend payout ratios were very
high, since this would imply that these firms — given the availability of debt
financing from within their keiretsu — are not concerned about having to retain
funds within the firm to fund investment opportunities.’

KKN measure target earnings as the minimum earnings that would allow
target dividends to be paid.® They report two measures of target earnings:
TAREAR] assumes that dividends may only be paid out of current earnings,
while TAREAR?2 assumes that dividends may be paid out of both current and
retained earnings. The authors report results based only on TAREAR2, but
indicate that the results are ‘virtually the same’ when they use TAREARI. This is
expected since the regressions are estimated in changes form, and retained
earnings will largely change because of changes in current earnings (the correla-
tion between changes in these variables is 0.8). Of more interest would be some
data on how often retained earnings are sufficient to pay dividends (so that
target earnings are zero), and what the payout rates are for sample firms.

The authors’ tests are straightforward. They regress changes in reported
earnings on changes in both target earnings (TAREAR2) and unmanaged (IAS)
earnings. They find that the coefficients on both variables are positive and
strongly significant. The significance of target earnings variable is consistent
with their predictions, while the significance of unmanaged earnings indicates
that there is at least some reliable ‘signal value’ in reported earnings.

3.2. What do we learn?

KKN’s results provide strong evidence of earnings management, in contrast
to earnings management studies on US data, where researchers typically
struggle to find enough power to detect earnings management. The difference is

"Interestingly, Dewenter and Warther (1996) indicate that the dividend policies of Japanese firms,
and especially keiretsu-member firms, are affected less by agency and information asymmetry
problems than are their US counterparts, which is broadly consistent with the KKN evidence.

8Target dividends are measured as actual dividends paid. The authors indicate in Section 7 that the
results are essentially unchanged when they use forecast dividends based on the long-run growth
rate in dividends (the correlation between forecast and actual dividend payments is 0.96, which is
testimony to the smoothness of the dividend series).
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the institutional setting. In Finland managers have both strong incentives to
manage earnings and a great deal of accounting discretion. The large amount of
flexibility available to Finnish managers raises the question of whether outside
investors can rely on financial statements prepared under Finnish accounting
rules. In fact, there is evidence in the paper that outside investors do not rely on
Finnish financial statements. KKN report that financial analysts in Finland
calculate and publish ‘adjusted earnings’, which are apparently purged of the
tax- and dividend-motivated manipulations. In addition, beginning in the mid-
1980s, around half of the sample began voluntarily disclosing two sets of
financial statements: one based on Finnish accounting rules and the other based
on IAS rules (the authors’ measure of nonmanaged earnings). Finally, Finnish
accounting rules were tightened considerably in 1993, perhaps reflecting the
changes that were taking place in the financial markets (KKN indicate that the
relative importance of outside equity holders has been increasing over the last
ten years or so).

The bottom line is that alternative reporting mechanisms allow Finnish man-
agers to respond freely to the incentives that the institutional setting provides. So
it may not be too surprising that we see strong evidence of earnings management.
Indeed, we might even argue that it would be surprising if we did not observe
earnings management. The situation is somewhat analogous to how managers in
the US respond to the different incentives that tax and financial reporting rules
provide. Because two accounting systems are available, managers are able to
respond freely to their incentives in one system (say to reduce taxes) without
regard to the financial reporting consequences.” So we expect that US managers
act to minimize taxes. The same may be true for Finnish financial reporting,

Overall, the Finnish situation provides an interesting experiment, but it may
be hard to generalize these conclusions to other countries. The authors argue
that the results will also hold in other ‘debt-dominated’ financial markets with
concentrated ownership structures and income taxes tied to reported earnings
(examples include Germany, France, and Sweden). However, this will not be
true unless these markets are also characterized by liberal financial reporting
rules and a strong linkage between earnings and dividends. The authors also
argue that the results may extend to ‘equity-dominated’ markets like the US,
because there may be some implicit obligation on the part of managers to pay
dividends. However, even for firms whose ownership is concentrated in a few
institutions, there is little reason to expect that managers have to pay out
dividends or manage earnings in a particular direction. The institutional link-
ages are just not that strong.

“There is some tension between tax and financial reporting systems in the US. Mills (1996) reports
that IRS scrutiny is more likely for firms that report large differences between accounting and
taxable income.
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4. Conclusion

Both papers discussed here provide evidence on managers’ choices of
accounting accruals. Researchers have generally specified these choices as re-
flecting either informational or opportunistic incentives, so that managerial
discretion increases or decreases the ‘signal value’ of accounting earnings. Why
managers make particular accrual choices is an important question for ac-
counting researchers, for users of financial statements, and for accounting
regulators, because it goes to the heart of how we interpret accounting earnings
numbers. However, to progress, the literature must move forward methodologi-
cally: we need more reliable ways of measuring earnings management.'® The
problem, of course, is that managers have an informational advantage over
researchers as well as incentives to camouflage earnings management. The
traditional response to this problem has been to rely on sophisticated statistical
techniques applied to large databases to try and offset this informational
disadvantage. A potentially fruitful alternative, proposed here, may be to ana-
lyze financial statements in more detail, much as analysts do, in the hope of
uncovering more convincing evidence about how and why managers exercise
their accounting discretion.
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