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Abstract 

Earnings Management and Institutional Differences: 

Literature Review and Discussion 

Heidi Vander Bauwhede 

Marleen Willekens 

This paper provides a review of the empirical earnings management literature. In particular, it 

presents a review of the factors that induce and constrain earnings management through 

accounting decisions. The consequences of actual or assumed earnings management are also 

discussed. The far majority of the literature focuses on the Anglo-Saxon context. However, 

major differences exist between Anglo-Saxon and continental European countries. This may 

result in differences in the importance of various incentives of and constraints on earnings 

management. In particular, we argue that explicit contracts and a firm's relations with capital 

markets may be less important sources of earnings management in continental Europe. 

Implicit contracts and the political and regulatory process may however be of major 

importance. We question further whether a firm's ownership and internal governance 

structure and the quality of the external auditor can constrain the ability to manage earnings 

in continental European countries. 



Earnings management and Institutional Differences: 

Literature review and discussion 

Heidi Vander Bauwhedel 

Marleen Willekens2 

1. Introduction 

This paper provides (1) a review of the empirical earnings management literature, (2) 

a discussion of the institutional differences between Anglo-Saxon and continental European 

countries and (3) an assessment of the impact of institutional differences on earnings 

management. 

As (accounting) earnings can be considered an important summary statistic of a 

firm's financial performance, one can question whether managers do not "manage" those 

earnings. It is clear that financial, investment and operational decisions can influence 

earnings. However, accounting decisions too can be used to manage earnings in a particular 

direction, for GAAP leave some discretion to managers in reporting the financial position, 

operating results and cash flow of their organization. Examples of accounting decisions that 

can influence earnings are accrual decisions, accounting procedure choices and changes, 

timing of adoption of a mandated accounting change, and the like. 

Earnings management has been researched in the literature both analytically and 

empirically. Analytical models (see, for example, Lambert 1984, Dernksi et al. 1984, 

Verrecchia 1986, Dye 1988, Trueman & Titman 1988, Fudenberg & Tirole 1995, Evans & 
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Sridhar 1996) study conditions under which earnings management can occur, whereas 

empirical studies document instances of earnings management (Schipper 1989). In this paper, 

we limit ourselves to a review of the empirical earnings management literature. 

The review provides some evidence that managers have incentives to manage 

earnings, that they do actually engage in earnings management and that there are factors that 

constrain their ability to manage earnings. Some studies report also on the consequences of 

actual or assumed earnings management. Most empirical studies were performed in Anglo

Saxon countries. Since there exist institutional differences between Anglo-Saxon and 

continental European countries, we argue that the factors that create incentives and 

constraints on earnings management may be different for these environments, and some 

results of Anglo-Saxon studies may not hold in continental European countries. 

The remainder of the paper is organized as follows. The second section presents a 

literature review. The third section discusses the institutional differences between Anglo

Saxon and continental European countries. An assessment of their viable impact on factors 

that create incentives and constraints on earnings management is provided in section four. 

We conclude with a summary. 

2. Literature review 

Empirical studies mainly report on the incentives to manage earnings. Some recent 

empirical studies also examine factors that might constrain earnings management. The 

following paragraphs give an overview of (1) the incentives to manage earnings, (2) the 

factors that might constrain and (3) the consequences of earnings management. 

A first category of incentives examined stems from the contracting literature. In the 

early literature it is often argued that earnings management is induced by the existence of 

explicit contracts, for example bonus plans and debt covenants. The recent literature, 

however, also focuses on implicit contracts, as a source of earnings management incentives. 

The main concern that "drives" these studies, is that, although the flexibility provided by 
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GAAP can improve efficient contracting, managers might use this flexibility to act 

opportunistically. 

A first well established hypothesis in the empirical financial accounting literature is 

that bonus plans based on accounting earnings might induce managers to manage 

(manipulate) earnings through their accounting procedure and accrual decisions, in order to 

increase their cash compensation. More specifically, early studies test the bonus plan 

hypothesis, which states that "Ceteris paribus, managers of firms with bonus plans are more 

likely to choose accounting procedures that shift reported earnings from future periods to the 

current period" (Watts and Zimmerman 1986, p.208). Later studies examined related and 

more refined hypotheses using different measures of earnings management and using other 

datasets. Examples of studies on the bonus plan hypothesis include Healy (1985), McNichols 

and Wilson (1988), Gaver et al. (1995), Holthausen et al. (1995) and Dechow et al. (1996). 

Although the early literature finds evidence that is generally consistent with the bonus plan 

hypothesis (Watts and Zimmerman 1990, p.138), more recent studies document mixed results 

(that is, results differ when other datasets and measures of earning management are used). 

This comes as no surprise, as Watts and Zimmerman (1990, p.139) argue that the early tests 

are not very powerful, because they rely on simplifications of the (contracting) theory. 

Another well established hypothesis in the contracting literature is that the (1) 

existence of and/or (2) closeness to debt covenants might induce managers to manipulate 

accounting earnings. Early empirical studies that test the covenant based hypothesis use 

leverage as a proxy for (1) the existence of and/ or (2) closeness to debt covenants. In fact, 

they test what is called the debt/equity hypothesis. More specifically, it is hypothesized that 

"Ceteris paribus, the larger a firm's debt/equity ratio, the more likely the firm's manager is to 

select accounting procedures that shift reported earnings from future periods to the current 

period." (Watts and Zimmerman 1986, p.216). Later studies provide "direct" evidence of the 

covenant based hypothesis. DeFond and Jiambalvo (1994) and Sweeney (1994), for example, 

contribute to the literature because they do not use a proxy, but base their study of the 
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covenant based hypothesis on a sample of firms that actually reported to have violated debt 

covenants. Other studies include: Dechow et al. (1996) and DeAngelo (1994). Except for the 

DeAngelo (1994) study, both the early accounting choice studies, which use proxies, and 

more recent research, which circumvents the use of such proxies, document (in general) 

evidence consistent with the covenant based hypothesis. 

The above evidence suggests that explicit contracts have an impact on earnings 

management through accounting decisions. Bowen et al. (1995) and Kasanen et al. (1996) 

examine whether implicit contracts (that is, for example, implicit contracts between the firm 

and its customers, suppliers, short-term creditors, employees, capital providers and other 

stakeholders) do also influence managers' accounting decisions. Both studies find evidence 

which is consistent with implicit contracts inducing earnings management. Moreover, Bowen 

et al. (1995) find that implicit contracts can explain cross-sectional variance in firms' 

accounting procedure choices in addition to traditional variables, for example, the proxies for 

the explicit contracts mentioned above, that is bonus plans and debt covenants. However, the 

literature on implicit contracting incentives is rather new and limited, and so it seems too 

early to draw general conclusions. 

The contracting perspective is not the only way to look at management's accounting 

decisions. An alternative is to address those decisions from a capital market perspective (see, 

for example, Healy and Palepu 1993). In general, research findings provide empirical 

evidence that a firm's relation with capital markets can create incentives to influence 

earnings. Some of those studies expect firms to manage earnings opportunistically 

(Shivakumar 1998, Dechow et al. 1996, Rangan 1998 and Teoh et al. 1998). Other studies 

consider that earnings may be managed in order to communicate private information to 

investors (Subramanyam 1996, Neill et al. 1995). Subramanyam (1996), for example, finds 

supportive evidence of the hypothesis that managers use discretionary accruals to 

communicate information about future profitability, that is the economic value of the firm. 

Also the findings of Neill et al. (1995) suggest that accounting method choice can signal firm 
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value. Dechow et al. (1996) test whether managers manipulate earnings to influence 

investor's perception of finn value in order to be able (1) to raise additional financing on 

more favorable terms or (2) to sell their stockholdings for a higher price. They find that the 

need for external financing seems to be an important motive to explain managers engaging in 

earnings manipulation, whereas insider trading seems to be less important. Some recent 

studies find that earnings are managed prior to or around initial public offerings (Friedlan 

1994, Aharony et al. 1993, Neill et al. 1995) or seasoned equity offerings (Shivakumar 1998, 

Rangan 1998, Teoh et al. 1998). 

The political and regulatory process through, for example, taxes, rate regulation and 

investigations by regulatory agencies may also create incentives to manage earnings (see, for 

example, Watts and Zimmerman 1986). A hypothesis often tested in accounting choice 

studies is the political cost hypothesis/ size hypothesis, which states that "Ceteris paribus, the 

larger the firm, the more likely the manager is to choose accounting procedures that defer 

reported earnings from current to future periods" (Watts and Zimmerman 1986, p.235). Note 

that formulating the impact of the hypothesized impact of the political and regulatory process 

this way, assumes that larger firms are more political sensitive than smaller firms. Recent 

research on the impact of the political and regulatory process on earnings management 

includes Jones (1991), Guenther (1994), Bowen et al. (1995), Hunt et al. (1996), Key (1997) 

and Han and Wang (1998). In general, one can conclude that prior research provides evidence 

consistent with earnings management induced by the political or regulatory processes. 

There exist also some studies that examine whether specific circumstances induce 

earnings management. Liberty and Zimmerman (1986), for example, study the impact of 

labor union contract negotiations on managers' accounting decisions, but do, however, not 

find evidence of earnings management. And DeAngelo (1988) examined whether proxy 

contests create incentives for managers to influence earnings and finds evidence consistent 

with this hypothesis. In particular, it seems that, during the election campaign, managers use 

their accounting discretion to create a favorable picture of their performance. 
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Finally, a recent study (Burgstahler and Dichev 1997) find evidence consistent with 

the hypothesis that earnings are managed to avoid earnings decreases and losses. 

Some studies examine a specific type of earnings management, i.e. income 

smoothing. The hypothesis is that managers might manage earnings to reduce the variability 

of reported earnings or to align reported earnings with expected earnings. Explanations for 

income smoothing include job protection and avoidance of shareholder interference, tax 

avoidance, improving terms of trade and pursuing a fixed dividend pay-out ratio. Studies 

include Eckel (1981), McNichols and Wilson (1988), Hunt et al. (1996), Subramanyam 

(1996), DeFond and Park (1997), Young (1998). The evidence on the income smoothing 

hypothesis is however mixed. 

From the above review it is clear that until now empirical research has mainly 

focused on the incentives to manage earnings. Recent research also examines factors that 

might constrain earnings management. These include prior accounting decisions, ownership 

structure, strength of the internal controls, internal governance (especially the existence of an 

audit committee and some characteristics of the board of directors, such as, for example, 

board size, board composition and separation of the functions of Chairman of the Board of 

Directors and Chief Executive Officer) and quality of the external audit. 

The impact of prior accounting decisions on earnings management was studied by 

DeFond and liambalvo (1991). They found that earnings "manipulation" is more likely in 

firms where the remaining number of income-increasing GAAP possibilities is smaller. 

Moreover, Sweeney (1994), argues that the accounting flexibility available to managers, 

which is influenced by their prior accounting decisions, is an important determinant of 

managers' accounting responses to debt covenant violation. 

The impact of ownership structure on earnings management was examined by 

DeFond and liambalvo (1991), Warfield et al. (1995) and Rajgopal and Venkatachalam 

(1998). Research results suggest a negative relation between (1) managerial ownership 

(Warfield et al. 1995) or institutional ownership (Rajgopal and Venkatachalam 1998) and (2) 
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the magnitude of accounting accrual adjustments (=a measure for the extent of earnings 

management). Earnings "manipulation" was, however, found more likely in firms with 

diffuse ownership (DeFond and liambalvo 1991). 

Further, results indicate that earnings overstatements are less likely in firms that have 

an audit committee (DeFond and liambalvo 1991). However, no evidence was found that 

stronger internal controls reduce the likelihood of earnings overstatement (DeFond and 

liambalvo 1991). 

Studies on the impact of the characteristics of the board of directors on earnings 

management (Dechow et al. 1996, Peasnell et al. 1998 and Beasley et al. 1996) find that at 

least some of those characteristics are related to earnings management. 

Further, several studies examine whether a higher quality audit constrains 

(opportunistic) earnings management more than a lower quality audit. The impact of audit 

quality on both GAAP as well as non-GAAP earnings management was tested. Evidence was 

found of a relation between audit quality and earnings management within GAAP. In 

particular, Becker et al. (1998) found that discretionary accruals for clients of non-big6 

auditors are higher than for clients of big6 auditors. Francis et al. (1997) found that the 

amounts of discretionary accruals of big6 client firms are lower than those of non-big6 client 

firms. The evidence on the relation between audit quality and non-GAAP earnings 

management is, however, mixed. Dechow et al. (1996), do not find that the use of a Big6 

auditor differs between firms that were subject to enforcement actions by the SEC (that is, 

firms that are "suspected" to have engaged in non-GAAP earnings management) and the 

control firms. Higher audit quality was, however, found to reduce the likelihood of errors and 

irregularities (DeFond and liambalvo 1991) and to increase the likelihood of auditor-client 

disagreements over income-increasing accounting methods (DeFond and Jiambalvo 1993). 

Finally, Shivakumar (1998) finds some evidence which, he argues, is consistent with auditors 

limiting managerial discretion over accounting procedures. 
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Some studies do not only examine the factors that induce or constrain earnings 

management, but study also the consequences of actual or assumed earnings management 

(Shivakumar 1998, Dechow et al. 1996, Rangan 1998 and Teoh et al. 1998, Neill et al. 1995). 

This research is, at the moment, limited to the consequences of earnings management induced 

by a firm's relation with capital markets. In particular they document whether firms (or firm 

managers) succeed in their attempt to influence their relations with a specific stakeholder, i.e. 

investors. They provide also some evidence on the long run consequences of earnings 

management. 

Shivakumar (1998), for example, finds that, when firms manage earnings prior to an 

equity offering, investors already recognize this at the equity offering announcement date, 

which suggests that investors cannot be "fooled" by managing earnings. He finds also a 

decrease in the stock price response to subsequent earnings announcements, which he 

attributes to earnings management. Shivakumar (1998), Dechow et al. (1996), Rangan (1998) 

and Teoh et al. (1998) find, however, that firms managing earnings do initially succeed in 

their attempt to influence investors' perception of firm value. Dechow et al. (1996) find that 

when earnings management is revealed, increases in the costs of capital follow. Rangan 

(1998) and Teoh et al. (1998) find that the poor (stock and income) performance of seasoned 

equity offerings in the post-offering announcement period, can be explained by earnings 

management around or prior to the equity offering. Neill et al. (1995) find that both offering 

values and underpricing related to accounting method choice. He suggests that this is not the 

result of opportunistic earnings management, but of accounting method choice being a 

credible signal to investors of firm value. 
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3. Institutional differences between Anglo-Saxon and continental European countries 

From our review of the literature (Flower 1997, Ball 1997, J oos and Lang 1994, FEE 

1997, Paisey 1991 and Nobes 1984) it is clear that there exist institutional differences 

between countries along various dimensions. Those are, for example, differences in legal 

systems, in providers of finance (in particular, the importance of capital markets), in 

ownership and corporate governance and in the link between tax and accounting (see, for 

example, Nobes 1984). Such factors may cause the various international differences that can 

be observed in accounting (Nobes 1984, p.3). Differences at the accounting level are, for 

example, a different source of demand for accounting (that is, different goals for financial 

reporting and different key users of financial statements), different conceptual frameworks 

(FEE, 1997) and accounting systems, different sources of accounting rules and degree of 

detail in which they are specified. It seems a logical consequence that those differences will, 

in turn, have an impact on the ability and the incentives to manage earnings. 

In the literature on institutional and accounting differences between countries one 

often classifies countries as either 'Anglo-Saxon' or 'continental European'. We note 

however that such a typology is rudimentary for the following reasons. Some countries on the 

European continent have characteristics of Anglo-Saxon countries along some dimensions. 

There also exist differences between countries belonging to one category or the other, 

especially between continental European countries. And finally, given the creation of a 

European internal market (and the creation of a European capital market in particular) and the 

globalization of the economy in general, various institutional differences are diminishing. In 

the subsequent paragraphs we briefly discuss various institutional and related accounting 

dimensions along which countries differ and which we identified from our review of the 

literature. We hereby use the typology 'Anglo-Saxon' versus 'continental European', 

however bearing the above reservations in mind. 
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With respect to the legal system, Anglo-Saxon countries are characterized by a 

common law system, whereas continental european countries are mostly operating under 

codified law systems. In common law systems there is only a limited amount of statute law as 

only general principles are enacted by the legislator (Flower 1997, pp.38-39). The courts then 

interpret those principles and build up a body of case law. In continental European countries, 

however, the legal system is based on Roman Law, which specifies rules in great detail 

("codified law systems"). The main role of courts in those systems is to enforce the law. 

The major differences in ownership and providers of finance can be summarized as 

follows. In Anglo-Saxon countries, capital markets are in general well developed, the 

majority of companies is listed on the stock exchange and shares are held by a vast number of 

individual shareholders (widespread ownership). In continental European countries, however, 

capital markets are less developed. Only a minority of companies is listed on the stock 

exchange and funds are mainly provided by, for example, banks (this is the case, for example, 

in Germany) and other financial institutions, the state (for example, in France), family 

members or business contacts. Even when firms are listed on the stock exchange, ownership 

is still concentrated (that is, there are few shareholders). 

The above differences in legal systems, providers of finance and ownership have 

several implications on the accounting level. In particular, the differences in ownership 

structures have an impact on the demand for accounting information and the users of 

financial statements. The fact that in Anglo-Saxon countries funds are obtained from a vast 

number of individual shareholders raised through the capital market makes that the financial 

statements are an important means to communicate information to shareholders and that 

shareholders are the main users of the financial information. Companies are also willing to 

provide this information to enhance their ability to raise additional funds through the capital 

market. By contrast, in continental European countries, external providers of finance such as, 

for example, bankers have closer relations to the company (they require, for example, a seat 

on the board of directors), and obtain the information they need through direct contacts and 
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internal financial reports, rather than through published financial information, i.e. the 

financial statements3. In those continental European countries, the demand for financial 

information stems mainly from the government, who needed that information in order to plan 

and control the economy or to raise taxes. As companies were less motivated to make 

accounting information public, governments had to oblige firms to do so (Flower 1997, pAl). 

Differences in ownership structure and related differences in major users of financial 

statements parallel differences in goals of financial reporting. In the UK and US, the 

dominant objective of financial statements is to provide information to capital markets. In 

continental Europe where third party protection (e.g. creditor protection) is paramount and 

demand stems from government, both prudent assessment of distributable profit (to protect 

third parties) and tax assessment (for government) have traditionally been important 

objectives of financial reporting. Although the Fourth Directive4 states that ensuring a good 

level of information is an objective of financial reporting, it also suggests that prudent 

assessment of distributable profit is an important objective. Further, the link between 

financial reporting and tax continues to exist, although the fourth Directive (FEE 1997) 

provided the possibility to separate taxation and accountings. These issues may raise concerns 

about the role of financial statements in providing information in continental European 

countries. 

Differences in objectives of financial reporting result in different accounting 

frameworks, that is, "the fundamental concepts which lie behind the accounting law or 

regulation" (FEE 1997, p.3). The FEE (1997, p.8) reports that, in Anglo-Saxon countries the 

3 Consequently, it seems that in continental European countries financial reporting is a less important 
element in the system of corporate governance of a business. In fact, there are also differences in 
systems of corporate governance. In continental European countries, providers of finance (and other 
stakeholders to the company) are more directly involved in corporate governance, while in Anglo
Saxon countries, corporate governance relies more on external board members and on monitoring by 
external providers of debt and equity capital (Ball 1997, p. 8). 
4 The fourth council Directive on the annual accounts of limited liability companies. The philosophy of 
this Directive was to require companies to prepare annual financial statements complying with basic 
accounting principles and disclosure requirements (FEE 1997, p.3). 
5 Note, however, that tax is more generally linked to individual financial statements (FEE 1997, p.13). 
And a difference can be observed between consolidated accounts and individual accounts. The former 
(i.e. consolidated financial statements) are more aimed to provide information (FEE 1997, p.9) 
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most important principles seem to be the substance over form and the matching principles. In 

those continental European countries where creditor protection is considered a particular 

important objective of financial reporting (like, for example, in Germany), special attention is 

given to a conservative application of the prudence and historical cost principles. In those 

continental European countries where tax assessment seems to be an important objective of 

financial reporting, it is difficult to identify any dominant concepts. 

Finally, differences in legal systems as well as different users of financial statements 

are related to different sources of accounting rules and the degree of detail in which they are 

specified. Nobes (1984, p.16) reports that in continental European countries accounting rules 

are mainly to be found in company laws, commercial codes and tax regulations, that is, 

accounting rules are law-based (law-based accountancy). Those codes usually also specify 

detailed rules for accounting and financial reporting. In Anglo-Saxon countries, however, it is 

the accounting profession itself which effectively governs accounting practice, which 

resulted in detailed accounting standards (profession-based accountancy). Those standard 

still permit considerable flexibility and the use of judgement. Under common law systems 

only general principles are enacted, and company law does not prescribe detailed rules on 

how companies should publish their financial statements. 

4. Discussion of the impact of institutional differences on incentives for, opportunities of 

and constraints on earnings management 

In section 2 we gave an overview of (Anglo-Saxon) research findings on incentives 

for, constraints on and consequences of earnings management. Given that there exist 

institutional and hence accounting differences between Anglo-Saxon and continental 

European countries, we expect that the importance of alternative incentives for earnings 

management investigated in the Anglo-Saxon literature may be different within a continental 

European setting. We also expect this to be the case for factors that constrain earnings 

management. In order to examine earnings management in continental Europe, it is important 
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to assess first in general which incentives and constraints may be different in such a 

continental European setting. 

Our views with respect to incentives for earnings management are the following. 

First, we believe that earnings management induced by explicit contracts might be less 

important in a continental European setting. The reason for this is the following. Widespread 

ownership in Anglo-Saxon countries result in more pronounced problems with respect to 

conflict of interest and information asymmetry as compared to continental European 

countries6 where ownership is concentrated. With concentrated ownership explicit contracts 

(such as bonus plans and debt covenants) which fulfill the role of alleviating agency costs 

which parallel the conflict of interest problem are less effective. 

Second, we believe that the incentives to manage earnings created by capital markets 

(in particular, earnings management in order to communicate private information to 

investors, or earnings management in view of raising new funds on capital markets at more 

favorable terms) do not apply for the majority of companies in those countries. The reason is 

that only a minority of firms are listed on the stock exchange in continental european 

countries. 

Third, we believe incentives to manage earnings created by the political and 

regulatory process to be especially important in those continental European countries where 

the demand for disclosure of financial information stems mainly from the government and 

where there is a pronounced link between financial and tax reporting (see, for example, also 

the fact that regulation cannot only be found in company laws and commercial codes, but also 

in tax codes, and the fact that tax assessment is in many countries the most important goal of 

financial reporting). 

Fourth, in contrast to explicit contracts, we expect that implicit contracts could be 

6 Note however, that whereas in continental European countries, concentrated ownership reduces the 
conflict of interest problem between owners-managers resulting from the separation of ownership and 
control, it creates another conflict of interest problem to become important, i.e. conflict of interest 
between small and large shareholders. 
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important in creating incentives to manage earnings in continental European countries. The 

fact that ownership is more concentrated could, for exampie, create impiicit contracts 

between a firm and its major shareholders, who have often a seat on the board of directors. 

Kasanen (1996), for example, finds that implicit contracts on dividends with institutional 

shareholders can be important in creating incentives to manage earnings. 

Fifth, a review of the earnings management literature shows that income smoothing 

may be an important incentive to manage earnings. In general, explanations for income 

smoothing are job protection, maximization of compensation and avoidance of shareholder 

interference. These incentives may however be less important in continental Europe, where 

other incentives are playing a major role. These include tax avoidance, improving terms of 

trade and pursuing a fixed dividend payout ratio. 

Institutional differences may also create different opportunities and constraints on 

earnings management. First, one can question whether the opportunities to manage earnings 

are perhaps more limited in continental European countries due to the fact that the law 

specifies accounting rules in great detail (law-based accountancy) in these countries. In 

Anglo-Saxon countries the role of judgement is more important (profession-based 

accountancy) which may leave more room for earnings management. 

Second, the opportunities to manage earnings may be different due to differences in 

ownership structure and corporate governance. Prior Anglo-Saxon research reported that 

these factors acted as constraints on earnings management. However, the direction of the 

impact of ownership and corporate governance on earnings management in the continental 

European setting is not clear. Concentrated ownership and hence closer monitoring by 

shareholders (see, for example, Burkart et al. 1997, p. 694) can, for example, be hypothesized 

to constrain the possibility of earnings manipulation. However, the result can also be that 

firms have less incentives to publish value relevant information to investors, which in tum 

increases the likelihood of earnings manipulation. Moreover, in continental European 

countries (some) stakeholders (e.g. large shareholders) have access to internal information so 
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that they do not have to rely on published financial statements. As a result earnings can be 

manipulated in order to transfer wealth between them and those users of financial statements 

(small shareholders and government) who have no access to internal financial information. 

Therefore, concentrated ownership may no longer function as a constraint on earnings 

management. 

Third, we question whether audit quality may still function as a constraint on 

earnings management in continental European countries. From Anglo-Saxon studies there is 

evidence that higher quality ( i.e. big6) audits constrain earnings management more than 

lower ( i.e. non big 6) quality audits. Unlike the U.S., stock markets are less developed in 

continental European countries and auditing is mandatory for companies (even closely held 

companies) who meet certain legal form and size criteria. A result may be that many firms 

(especially closely held firms) only demand auditing because it is compulsory and less so for 

agency or signaling reasons. If this holds to be true, firms will try to fulfill this requirement as 

cheaply as possible and demand a level of audit quality as low as possible (but that still 

fulfills the legal requirements). A consequence is that the supply of high quality audits is no 

longer price competitive in continental European countries and all audit firms (thus also the 

big6) will supply an equal (low) level of audit quality. 

5. Summary 

This paper presented (1) a review of the empirical earnings management literature, 

(2) a discussion of the institutional differences between Anglo-Saxon and continental 

European countries and (3) a critical assessment of the impact of institutional differences on 

earnings management. 

The empirical earnings management studies examined the incentives for, constraints 

on and consequences of earnings management. Explicit contracts (such as bonus plans and 

debt covenants) as well as implicit contracts were found to induce earnings management. 

Evidence also suggests that earnings are managed (1) to communicate private information to 
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investors about future firm value, (2) to sell stock for a higher price or (3) to raise additional 

financing on more favorable terms. Further, the political and regulatory process, and some 

specific circumstances (such as labor union contract negotiations, proxy contests, and 

earnings decreases or losses) induce earnings management. The evidence on earnings 

smoothing is mixed. 

There is some evidence that prior accounting decisions, ownership structure, audit 

committees and internal governance (especially some characteristics of the board of 

directors) constrain earnings management. Audit quality was found to constrain within 

GAAP earnings management. Evidence on its impact on non-GAAP earnings management is, 

however, mixed. 

There is conflicting evidence on whether investors can be "fooled" by earnings 

management in the short run. Even if so, (1) the cost of capitai increases or (2) stock 

performance declines once earnings management is revealed. Also the informativeness of 

accounting earnings may be reduced. 

The review shows that most earnings management studies focus on the Anglo-Saxon 

institutional environment. However, major differences exist between continental European 

and Anglo-Saxon countries. Results of Anglo-Saxon studies might therefore not hold in 

continental Europe. In particular, we argue that earnings management induced by external 

contracts or a firm's relation with capital markets may be less important, whereas incentives 

created by the political and regulatory process and implicit contracts may be especially 

important. Also income smoothing is claimed to be important in continental Europe, but the 

incentives may be different. Further, we question whether in continental Europe, a firm's 

ownership structure and the quality of its auditor may constrain earnings management. 

Further research in continental Europe is needed to test these views. 

16 



References 

Aharony, J., c.-J. Lin and M.P. Loeb (1993). Initial Public Offerings, Accounting Choices, 
and Earnings Management. Contemporary Accounting Research VoLlO No.1 (Fall): 
61-8l. 

Ball, R., S.P. Kothari and Ashok Robin (1997). The Effects ofInstitutiona1 Factors on 
Properties of Accounting Earnings: International Evidence. Working paper. 

Beasley, M.S. (1996). An Empirical Analysis ofthe Relation Between the Board of Director 
Composition and Financial Statement Fraud. The Accounting Review Vol.71 No.4: 
443-465 

Becker, C. L., M. L. DeFond, J. Jiambalvo and K.R. Subramanyam (1998). The Effect of 
Audit Quality on Earning Management. Contemporary Accounting Research VoLl5 
No.1 (Spring): 1-24. 

Bowen, R.M., L. DuCharme and D. Shores (1995). Stakeholders' implicit claims and 
accounting method choice. Journal of Accounting and Economics 20: 255-295. 

Burkart, M., D. Gromb and F. Panunzi (1997). Large shareholders, monitoring, and the value 
of the firm. The Quarterly Journal of Economics. August: 694-728. 

Burgstahler, D. and I. Dichev (1997). Earnings management to avoid earnings decreases and 
losses. Journal of Accounting and Economics 24, No.1 December: 99-126. 

DeAngelo, L. E. (1988). Managerial Competition, Information Costs and Corporate 
Governance: The Use of Accounting Performance Measures in Proxy Contests. 
Journal of Accounting and Economics. January: 3-36. 

DeAngelo, L. (1988). Discussion of Evidence of Earnings Management from the Provision 
for Bad Debts. Journal of Accounting Research. Vo1.26 Supplement: 32-40. 

DeAngelo, H., L. DeAngelo and D.J. Skinner (1994). Accounting choice in troubled 
companies. Journal of Accounting and Economics 17: 113-143. 

Dechow, P.M. (1994). Accounting earnings and cash flows as measures of firm performance. 
The role of Accounting Accruals. Journal of Accounting and Economics 18: 3-42. 

Dechow, P.M., R.G. Sloan and A.P. Sweeney (1996). Causes and Consequences of Earnings 
Manipulation: An Analysis of Firms Subject to Enforcement Actions by the SEC. 
Contemporary Accounting Research Vo1.13 No.1 (Spring): 1-36. 

DeFond, M.L. and J. Jiambalvo (1991). Incidence and Circumstances of Accounting Errors. 
The Accounting Review Vol. 66 No.3: 643-655. 

DeFond, M.L. and J. Jiambalvo (1993). Factors Related to Auditor-Client Disagreements 
over Income-Increasing Accounting Methods. Contemporary Accounting Research 
Vol.9 No.2 (Spring): 415-431. 

DeFond, M.L. and J. Jiambalvo (1994). Debt covenant violation and manipulation of 
accruals. Journal of Accounting and Economics 17: 145-176. 

DeFond, M.L. and C.W. Park (1997). Smoothing income in anticipation of future earnings. 
Journal of Accounting and Economics 23: 115-139. 

Demski, J., J. Patell and M. Wolfson (1984). Decentralized Choice of Monitoring Systems. 
Accounting Review 59: 16-34. 

Dye, R. (1988). Earnings Management in an Overlapping Generations Model. Journal of 
Accounting Research 26: 195-235. 

Eckel, N. (1981). The Income Smoothing Hypothesis Revisited. Abacus VoLl7, No.1: 28-40. 
Evans III, J.H. and S.S. Sridhar (1996). Multiple Control Systems, Accrual Accounting, and 

Earnings Management. Journal of Accounting Research Vol.34 No.1 Spring: 45-65. 
Federation des Experts Comptables Europeens (1997). FEE Comparative Study on 

Conceptual Accounting Frameworks in Europe. 
Flower, J. (1997). Introduction. In: Flower, J. and C. Lefebvre (Eds.). Comparative Studies in 

Accounting Regulation in Europe. Acco Leuven: 21-48. 

17 



Francis, J.R., E.L. Maydew and H.C. Sparks (1997). The Role of Big Six Auditors in the 
Credible Reporting of Accruals. Forthcoming in: Auditing: A Journal of Practice & 
Theory. 

Friedlan, J.M. (1994). Accounting Choices of Issuers ofInitial Public Offerings. 
Contemporary Accounting Research VoUI No.1-I (Summer): 1-31. 

Fudenberg, D. and 1. Tirole (1995). A Theory ofIncome and Dividend Smoothing Based on 
Incumbency Rents. Journal of Political Economy vol. 103 no.l: 75-93. 

Gaver, J.J., K.M. Gaver and J.R. Austin (1995). Additional evidence on bonus plans and 
income management. Journal of Accounting and Economics 19: 3-28. 

Guenther, D.A. (1994). Earnings Management in Response to Corporate Tax Rate Changes: 
Evidence form the 1986 Tax Reforms Act. The Accounting Review. Vol.69 No.1, 
January: 230-243. 

Han, J.C.Y. and S. Wang (1998). Political Costs and Earnings Management of Oil Companies 
During the 1990 Persian Gulf Crisis. The Accounting Review. Vol. 73, January: 103-
117. 

Healy, P.M. (1985). The effect of bonus schemes on accounting decisions. Journal of 
Accounting and Economics 7: 85-107. 

Healy, P.M. and K.G. Palepu (1993). The Effect afFirms' Financial Disclosure Strategies on 
Stock Prices. Accounting Horizons Vol.7 No.1, March,:1-11. 

Holthausen, R.W., D.F. Larcker and R.G. Sloan (1995). Annual bonus schemes and the 
manipulation of earnings. Journal of Accounting and Economics 19: 29-74. 

Hunt, A., S.E. Moyer and T. Shevlin (1996). Managing interacting accounting measures to 
meet multiple objective: A Study of LIFO firms. Journal of Accounting and 
Economics 21: 339-374. 

Jiambalvo, J. (1996). "Causes and Consequences of Earnings Manipulation: An Analysis of 
Firms Subject to Enforcement Actions by the SEC". Contemporary Accounting 
Research. Vo1.l3No.l (Spring): 37-47. 

Jones, J.(1991). Earnings Management During Import ReliefInvestigations. Journal of 
Accounting Research, Vol. 29, No.2, Autumn 1991: 193-228. 

Joos, P. and M. Lang (1994). The effects of Accounting Diversity: Evidence from the 
European Union. Journal of Accounting Research, Vo1.32, Supplement: 141-168. 

Kasanen, E., J. Kinnunen and J. Niskanen (1996). Dividend-based earnings management: 
Empirical evidence from Finland. Journal of Accounting and Economics 22: 283-312. 

Key, K.G. (1997). Political cost incentives for earnings management in the cable television 
industry. Journal of Accounting and Economics 23: 309-337. 

Lambert, R. (1984). Income Smoothing as Rational Equilibrium Behavior. Account Review 
59: 604-618. 

Liberty, S.E. and J.L. Zimmerman (1986). Labor Union Contract Negotiations and 
Accounting Choices. The Accounting Review Vol. LXI No.4 October: 600-620. 

McNichols, M. and P. Wilson (1988). Evidence of Earnings Management from the Provision 
for Bad Debts. Journal of Accounting Research. Vol. 26 Supplement: 1-31. 

Neill, J.D., S.G. Pourciau and T.F. Schaefer (1995). Accounting Mehod Choice and IPO 
Valuation. Accounting Horizons Vol.9 No.3: 68-80. 

Nobes, C. (1984). International classification of financial reporting. Croom Helm London. 
Paisey, C. (1991). EC Financial Reporting Harmonisation. The mask of comparability. The 

Institute of Chartered Accountants of Scotland. 
Peasnell, K.V., P.F. Pope and S. Young (1998). Outside Directors, Board Effectiveness, and 

Earnings Management. Working Paper, University of Lancaster. 
Rajgopal, S. and M. Venkatachalam (1998). The Role ofInstitutional Investors in Corporate 

Governance: An Empirical Investigation. Working paper, University of Washington/ 
Stanford U ni versity. 

Rangan, S. (1998). Earnings management and the performance of seasoned equity offerings. 
Journal of Financial Economics 50: 101-122. 

18 



Schipper, K. (1989). Commentary on Earnings Management. Accounting Horizons December 
1989: 91-102. 

Shivakumar, L (1998). Market reaction to seasoned equity offering announcements and 
earnings management. Working paper, London Business School. 

Subramanyam, K.R.(1996). The pricing of discretionary accruals. Journal of Accounting and 
Economics 22: 249-281. 

Sweeney, A.P. (1994). Debt-covenant violations and managers' accounting responses. 
Journal of Accounting and Economics 17: 281-308. 

Teoh, S. H., 1. Welch and TJ. Wong (1998). Earnings management and the 
underperformance of seasoned equity offerings. Journal of Financial Economics 50: 
63-99. 

Trueman, B. and S. Titman (1988). An Explanation for Accounting Income Smoothing. 
Journal of Accounting Research. Vol.26 Supplement: 127-139. 

Verrecchia, R. (1986). Managerial Discretion in the Choice Among Financial Reporting 
Alternatives. Journal of Accounting and Economics 8: 175-195. 

Warfield T.D., J.J. Wild and K.L. Wild (1995). Managerial ownership, accounting choices, 
and informativeness of earnings. Journal of Accounting and Economics 20: 61-91. 

Watts, R.L. and J.L. Zimmerman (1986). Positive Accounting Theory. Prentice-Hall. 
Watts, R.L. and J.L. Zimmerman (1990). Positive Accounting Theory: A Ten-Year 

Perspective. The Accounting Review (January 1990): 131-156. 
Young, S. (1998). The Determinants of Managerial Accounting Policiy Choice: Further 

Evidence for the UK. Accounting and Business Research, vol.28, No.2, Spring: 131-
143. 

19 




