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Abstract 

 

This study looks at some of the recent literature on quality of earnings and earnings management 

and debates the propositions that earnings management  (1) is not new, (2) is an expected 

outcome of a GAAP approach to accounting, and (3) is not necessarily detrimental to efficient 

capital markets.  It also offers suggestions for using earnings management in a positive fashion to 

influence the future of the profession. 

 

 

Introduction 

 

ecent accounting scandals have engendered something akin to hysteria in the accounting community 

and led to a mass of new literature on the quality of earnings and the earnings management 

phenomenon.  At least one aspect of earnings management—income smoothing—has been known and 

debated since before Ronen and Sadan’s 1981 Smoothing Income Numbers:  Objectives, Means, and Implications, 

as attested to by their excellent summary of a vast number of empirical studies on the subject up to that time.  In 

addition, general purpose financial statements prepared under GAAP guidelines invite flexibility in reporting 

economic well being that, coupled with market reliance on short-term profitability, makes earnings management 

practically irresistible.  While fraudulent reporting undoubtedly results in capital market inefficiency, earnings 

management within GAAP guidelines has provided a pretty firm foundation for capital allocation for decades.  Still, 

the wealth of new literature suggests that the question “earnings management: friend or foe?” is subject to debate. 

 

Recent Literature 

 

 For a “pre-Enron” summary of the earnings management literature, see Healy and Whalen [1999] in which 

the authors look at studies of specific earnings management tools and the effect of earnings management on resource 

allocation.  At that time, they urged the accounting profession to consider areas where standards could be altered to 

decrease the ability to manipulate earnings—places where it would make the most difference in assuring efficient 

resource allocation.  In another review of earnings management, Dechow and Skinner [2000] contrasted the 

perceptions of academics, practitioners, and regulators, finding that academics are less disturbed by earnings 

management (understating the problem due to the belief in efficient markets and difficulty in modeling earnings 

management) than are regulators and practitioners (who overstate the problem because of the inherent flexibility of 

GAAP, the existence of full disclosure, and the growing number of creative accounting innovations).  In a similar 

vein, McDaniel, Martin, and Maines [2002] juxtapose financial literates with financial experts, finding that literates 

assess earnings quality differently than do experts; experts accent relevance more than do literates, and literates are 

more apt to accent nonrecurring items than are their expert counterparts.  Finally, and most notably, all three of the 

major American Accounting Association publications devoted entire issues to the subject of earnings 

quality/management—The Accounting Review [Vol. 77 Supplement, 2002], Issues in Accounting Education [Vol. 

17, 2002], and Accounting Horizons [Vol. 17, 2003].  Many of the individual essays will be highlighted in the 

following sections on motivations for earnings management and the effect of earnings management on capital 

markets and resource allocation. 

 

 

 

R 
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The Inevitability of Earnings Management 

 

 The initial reaction of both accountants and non-accountants to earnings management is that it is “foe”—

accountants because of their attachment to reliability and non-accountants because of the association with fraud.  

One can make the argument, however, that it is a natural outcome of the flexibility (choices) inherent in GAAP and 

that, exercised with appropriate economic judgment, earnings management actually is “friend” to both accountants 

(who can better reflect economic reality) and non-accountants, including the stockholders whose wealth might be 

better maximized.  In fact, given the financial manager’s theoretical goal of stockholder wealth maximization, 

income smoothing (one form of earnings management) is desirable, because it reduces the variability in future 

expected cash flows, drives down the cost of equity (and debt), and maximizes share price.  In addition, changes in 

compensation structures in recent years towards stock-based compensation have added the inducement to maximize 

short-term stock price.  Matsumoto [2002] associates certain firm characteristics with the incentive to avoid negative 

earnings surprises.  Finally, the capital market’s accent on short-term profitability makes earnings management a 

way of life for the practitioner.  Parfet, in “Accounting Subjectivity and Earnings Management: A Preparer 

Perspective” [2000, p. 483] contends:  “Corporate preparers operate from a sense of obligation to produce 

continuous improvement in operating performance, steadily and reliably increasing financial returns, and long-term 

growth in shareholder value…[creating] a high-pressure working environment.”  He contrasts “bad” earnings 

management (“intervening to hide real operating performance”) with “good” (“reasonable and proper practices”) 

and calls attention to “the context in which decisions are made, where subtle effects from human perceptions and 

peer pressures, the complexity of combined factors, and a high-stakes business environment all impact good people 

who are trying to do their jobs with integrity.” (p. 487) That leads us to the real issue:  Earnings management as a 

continuum, with economic reality as reflected through appropriate GAAP-approved choices at one end and 

intentional revenue/asset overstatement (or expense/liability understatement), i.e., fraudulent reporting at the other.  

At what point on this continuum does earnings management interfere with capital market efficiency? 

 

Earnings Management and Capital Market Efficiency 

 

 While many of the essays contained in the three special AAA issues mentioned earlier speak to the “how” 

of earnings management [Nelson et al, 2003; Sack, 2002; Swain et al, 2002; and Nelson et al, 2002, among others], 

at least one [Arya, Glover, and Sunder, 2003] asks the question, “Are Unmanaged Earnings Always Better for 

Shareholders?”  They contend that “income manipulation is not an unmitigated evil; within limits, it promotes 

efficient decisions” (p. 111) and cite management’s ability to distinguish transient changes in income from 

permanent income better than external users.  (After all, the investing public doesn’t really want to know what a firm 

made this year; they are really only interested in its promise for the future.)  Hodge [2003] finds that, although 

perceived earnings quality has declined over time, the perceived relevance of financial information has actually 

increased.  Thus, on one hand, earnings management seems foe; on the other it is friend.  Clikeman [2002] 

recognizes the problems of measuring earnings for companies in the information age, a situation that, again, invites 

some type of earnings management by insiders who might have an “edge” in valuing a firm’s future promise.  If 

earnings quality is synonymous with repeatability/sustainability, then earnings management might be necessary to 

ensure quality, not in conflict with it.  Finally, Entwistle and Phillips [2003] make laudable arguments for both sides 

of the relevance/reliability tradeoff and the manage-earnings/do-not-manage-earnings implications. 

 

Future Implications 

 

 So how do we often arrive at the other end of the spectrum, where income smoothing and within-GAAP 

earnings manipulation cross the line to inappropriate revenue acceleration/recognition and other accounting 

improprieties?  It is human nature to believe that, if exercising a little flexibility in accounting choices is good, then 

more must be better.  Too many have slid down that slippery moral slope, and suddenly we find that we have lost 

credibility in the capital markets and face a new dawn with laws such as the Sarbanes-Oxley Act.  Smith’s 2003 

editorial “A Fresh Look at Accounting Ethics (or Dr. Smith Goes to Washington)” suggests that the accounting 

profession must return to its traditional ethical values, but how does this relate to the earnings management debate?  

How do we restore “public confidence in [our]…service” [p. 48]?  How do we “summon current and future 

accountants to [their] nobility” [p. 49]?  Perhaps the answer lies not just in raising the ethical bar once more but also 
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in alleviating the pressure Parfet referred to earlier by teaching our students about earnings management (vs. 

manipulation) and better arming them to share that dogma with their financial managers and other superiors.  

Finally, we must also do a better job of “marketing” to the investing public just what earnings management is (and, 

more importantly, is not).  As we become clearer on those distinctions—and perhaps devoting entire scholarly issues 

to the debate is a good start—we will come closer to offering our students and external users a basis for renewed 

faith (and renewed accuracy) in accounting information. 
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Notes 


