ATHENS UNIVERSITY
OF ECONOMICS
AND BUSINESS

OIKONOMIKO
MANENIETHMIO
AOHNAON

IXOAH
AIOIKHEHE
EMIXEIPHIEQN

SCHOOL OF
BUSINESS

METAMTYXIAKO AOTIZTIKHX &
XPHMATOOIKONOMIKHX

MSc IN ACCOUNTING & FINANCE

EARNINGS MANAGEMENT

by

CHLOMOU GRIGORIA

A Thesis submitted

to the Department of Accounting and Finance

of the Athens University of Economics and Business

as partial fulfillment of the Requirements for the

Master’s Degree

Athens

November, 30, 2017




We approve the Thesis of

CHLOMOU GRIGORIA

[ACADEMIC SUPERVISOR] [SIGNATURE]

TSEKREKOS ANDRIANOS ..,

[CO EXAMINER] [SIGNATURE]

KAVUSSANOS MANOLIS

[CO EXAMINER] [SIGNATURE]

LELEDAKIS GEORGE

[30/11/2017]



CERTIFICATION OF THESIS PREPARATION

“I hereby declare that this particular thesis has been written by me, in order to obtain
the Postgraduate Degree in Accounting and Finance, and has not been submitted to or
approved by any other postgraduate or undergraduate program in Greece or abroad.
This thesis presents my personal views on the subject. All the sources | have used for
the preparation of this particular thesis are mentioned explicitly with references being

made either to their authors, or to the URL’s (if found on the internet).”

[STUDENT’S FULL NAME] [SIGNATURE]

CHLOMOU GRIGORIA



Contents

Chapter 1 : INtrOQUCTION .......cocviiiecic et nns 3
Chapter 2 1 LITEIATUIE ...t 5
Chapter 3 : Theoretical BaCKground............cccooueiiiiieie i e 7
Components in Earnings Management ACHVITIES..........ccovverieieiincieieseseeeeees 7
Thresholds & INCENTIVES .......cviiiiiiiiiesieee s 8
ACCOUNEING REA FIAGS ...t 9
Real management SIratEgIeS .......ccvviveiieiieie ettt 11
Contributing components in real earnings management............ccovevvveeneeresiennenns 13
Accruals management StrateQIES ......cccveveiieriere e 15
DEteCtioN MOUEBIS .....oveeieiee e 15
The Power of Existing Models in Earnings Management Detection................... 15
Models in Accrual Management Detection ..........c.ccoovvvviiieieienc i, 16

Real Earnings Management Estimation Models (Dechow Models).................... 17
Chapter 4 : Data Collection & ANAIYSIS .......cceieiiiiiiiiniee e 21
Data COIBCLION ..o 21
Earnings classification hiStogram ..............cccoveiiiii i 22
Comparison between suspect firms and total sample ..........ccccoovvieiiiiniiiiieenn 23
EStiMation MOGEIS .......ccviiiiiiie e 27
Correlation table between variables..........ccocoviiiiiiii i 30
Testing suspect firm years to the rest sample ..........cccccov i 31
RESIAUAT ANAIYSIS.......ooviiiiiiicee e 33
Indicative Variables in real activities manipulation............cccccccecevveviiiiciiecic e 37
Chapter 5 : ConcClUSIONS & SYNOPSIS ....ccovvrvieieieieiiesiesieseeee e 44
Variables Descriptions & Labels: ..........ccovoiiiiiiiic e 46
R E =T =] 0TSSR 47
TTEPIAHWH ..ottt 51

Chlomou Grigoria / Earnings Management



Chlomou Grigoria / Earnings Management



Abstract

In my analysis, | find evidence which shows that firms in their effort to report
attractive earnings to external parties, make use of earnings management activities.
Firm use both accruals management and real earnings management, in order to distort
earnings, while real earnings management attracts more interest as it is not easily
detectable. For this reason, | concentrate my attention to the effect on production
costs, discretionary expenses and cash flow from operations, as components which
can reveal real earnings management tactics. Also, | find that the level of debt, the
level of current liabilities, the amount of receivables and inventories accounts, and
growth opportunities, are components that affect firm’s decision to manipulate

earnings through real earnings management.

Chapter 1 : Introduction

Creative Accounting is a phenomenon that has been observed and has occupied the
academic community as well as market professionals, investors, regulators, and users
of corporate financial statements worldwide. The term is relatively new, but the
problem of deliberate interference in the company's financial statements is quite old.
However, methods and accounting practices used by financial units to embellish
profits are not always based on illegal actions but most of times they make use of the
accounting standards and laws to manipulate and alter reported financial statements
results.

A number of studies are concentrated on Earnings management which is
becoming a matter of interest the last years. Earnings management methods can be
separated into two main categories. Real earnings management contains all these
business practices that take place during the suspect fiscal year which affect cash
flows. On the other hand, accruals management is taking place after the closing of the
financial statements, as the specific goals of the company have not been reached, up
to this point and contains activities such as delayed write-offs and under-provisioning
for bad debt expenses.

An increased leverage gives motivation to firms to engage in such activities as they

want to improve their picture to debtholders as well as stockholders. A recent study
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has shown that higher leverage induces a preference for real management rather than
accrual management as the second one cannot be easily detected (e.g Seraina C.
Anagnostopoulou- A. Tsekrekos).

According to other studies, the choice of real earnings management or accrual
earnings management it is a complementary decision in high levered firms. The
decision to engage in one form of management is accompanied with the decision to
engage in the second form as the firm wants to reach a specific target. Real
management activities are taking place during the financial year and it is a result of a
pre-specified decision, while accruals management is taking place after fiscal year end
and before the financial results.

As it was mentioned before, real management is not so easily detectable compared
to accrual management manipulation. For this reason the first method of earnings
management is becoming more prevalent as the scrutiny in financial statements
increases for the firm. Also, it seems that accruals manipulation is more penalized by
firm’s interested parties for the reason we have just mentioned. In a short run, real
management seems to result in a greater performance than accruals earnings
management. In a long run, though it may be noticed the opposite effect and real
management manipulation has a result a limited performance. However, the
preference of real earnings manipulation as a method it is explained by another fact
which contains the two different firm’s interest parties. Shareholders and debt-holders
are the main interest parties of the firm with different motives. Shareholders are
interested in maximizing their value while creditors have an interest which regards the
debt repayment. As real management contains activities which affect business cash
flows it offers a better image to debt holders whose main worry is their capital
repayment. From this point of view, such activities result in transfer of risk from debt
holders to equity holders. However, both parties are interested in viewing and facing
the original image of the firm and not the manipulated one from its internal
management. Both parties are penalizing with different ways such activities. From
creditors’ perspective, they force firms to accept more strict covenants and may reject
a further financing by making difficult for the firm to gather additional funds. From
equity-holders aspect, they penalize such activities by reducing the demand on firms
stock and in some cases sell the stock.

Real earnings management, becomes more and more prevalent according to what

we have mentioned until know. The existing studies in earnings management
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bibliography through real activities manipulation is more limited than the accrual
based manipulation. However, it is worth examining more detailed as a strategy as it
is considered more difficult to detect. In this paper, we examine the strategies that are
used in real earnings management and how they can be detected through cash flows
from operations, discretionary expenses and production costs. Moreover, we are in a
cross-sectional level variables that are connected to the use of real management
activities. Size, growth opportunities, debt, current liabilities and inventory and
receivables amount, are some of these variables that have been argued to be connected

in rea management activities.

Chapter 2 : Literature

Bartov(1993) found that firms sell fixed assets to avoid covenant
violations.Accruals management and real management is a joint decision rather than a
substitute decision and it is depend on the comparison of relative cost and benefits of
each method of earnings management (Zang 2012). According to the same research,
the external control increases the cost of engaging in accruals manipulation. Another
point which has highlighted from this research is that the ability to get involved in
upward accruals management the current period, sometimes is limited by accrual
manipulation in previous periods. As the decision to engage in one of these two
methods are joint, the more the manager chooses to engage in the one type, the less he
engages in the other depending on the final earnings target.

A number of studies illustrate that firms use these two ways of earnings
manipulation (upward management) in order to avoid covenant and contractual
violations. However a number of studies (e.g. DeFound and Park 1997, Chung et al.
2005, Lee et al. 2007, Rodriguez-Perez and van Hemmen 2010) suggest that increased
levels of leverage have a negative relation to accruals management. This is justified
by the fact that increased external monitoring control to these firms, makes it easily
detectable compared to other forms of earnings management. The main reason for this
argument is that real management is based on regular firm’s transactions, while
accrual management is based on accounting which is standardized and more

recognizable in firm’s daily activities.
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According to Cohen and Zarowin (2010), accruals management has been replaced
by real management in many cases due to the increased ability of detection in the first
case. As the external monitoring control increases, managers turn from the one
method to the other one as a less costly action for the company. According to the
same research accruals management it is preferable and less detectable as it contains
accounting methods and practices, while real management involves business decisions
and cash flow consequences.

The level of debt plays a major role in earning management as a main driving
force. Leverage has a negative impact on stock market performance and for this
reason, managers have an incentive to offer investors a better picture of firm.(
Bradshaw 2006,Cohen and Lys 2006, Penman 2007, Dimitrov and Jain 2008, Gu
2008, Cai and Zhang 2011)

Prior studies provide strong evidence on the existence of real management. The use
of those tactics by managers is supported by Graham et al. (2004) who surveyed
financial executives about key factors that drive decisions about reported earnings and
voluntary disclosure. They report that 78% of the executives illustrate an intention to
sacrifice economic value to manage financial reporting credibility.

Graham and Cohen support than real management is more costly as a strategy than
accruals management. Also, it is supported that real management is a more harmful
strategy for business performance as the increased earnings today can have the
opposite effect on cash flows in next years. For instance, some sale discounts which
aim at increasing sales today, may result to greater expectations about sales discounts
to customers in future, or even their persistence. This expectation leads to lower sales
and lower profit margins in future sales. According to Graham, managers and
executives give a high importance in meeting earnings targets, commonly zero
earnings targets, or same earnings level as the previous financial year. The same study
shows that managers are willing to engage in real activities manipulation to reach or
beat these targets even thought firms value and performance is at risk of deteriorating.

There are also studies such as that of Bauwhede, Willekens and Gaeremynck
(2003) which examine the effect of different factors such as normalization of profits
the quality of external control and property ownership in the manipulation of
earnings. While Chen, Ken Y., Lin, Kuen Lin and Jian Zhou (2005) using 367
companies in 1999-2002 investigated the correlation between quality of the auditors

and the extent of Earnings Management.
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Corporate governance and its mechanism play an important role to the reliability of
the financial reporting system. According Farber (2005), which has conducted study
in 87 US companies which, companies that engage in earnings manipulation are
characterized by weak corporate governance system in relation to other companies.

Chapter 3 : Theoretical Background

Components in Earnings Management Activities

The Rezaee model (2002) highlights the factors that play a role in financial
statements manipulation. The term CRIME comes from the initials of the words:
Cooks, Recipes, Incentives, Monitoring and Results.

e Cooks: are those persons involved in manipulation of financial statements and
in implementation of Creative Accounting practices .Usually, they are senior
executives of businesses administration. Chief Executive Officers, CFOs (Chief
Financial Officers), directors and presidents. A number of surveys in, have shown
that, at a rate of up to 80% of the cases that firms distorted their true image, top
executives were directly involved. Another results from these investigations is that not
only accountants are involved to earnings manipulation activities.

e Recipes: refer to the potential forms that alteration of financial statements
may take. The most common form is profit management and the most rarely we can
say that they are Accounts Payable. Virtual trading is considered to be the most
aggressive form of creative accounting.

e Incentives: The use of creative accounting and earnings management must
followed by their corresponding incentives. These incentives have economic nature
and are related, most of the times, to new investor’s attraction, liquidity problems, etc.
In his model, Rezaee notes that these motives may also be "psychotic"”, that is, the
manipulation of the financial statements is due to the tendency of some executives to
build up and engage in illegal actions. In motivation we can include the ideological
background of the administration to create a strong prestige that will establish

leadership in the industry.
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e Supervision: It refers to the extent and quality of auditing in the financial
statements, from both of internal control and external control perspective. In addition,
an effort is being made to identify responsibilities of auditors as well as at the
management level.

e Results: describes the impact of financial statements manipulation on the
company's relationship with investors, creditors and financial institutions. The
damage in company's brand name leads to a lack of credibility and consequently to a
decrease in value of the stock and the company's surveillance for a long time. There

are cases of fines as well as imprisonment penalties for the involved executives.

Thresholds & Incentives

Managers usually focus on thresholds of earnings, as external parties usually do in
the process of business assessment. Executives also have incentives to manipulate
earnings for their personal advantage. Bonuses and prestige that is given to executives
are one of the strongest incentives for them to engage in such activities. Also,
earnings reports are important to those people concerned with the firm’s viability and
profitability as part of their investments. Such parties are customers, suppliers,
bankers, and workers. Most of these external parties illustrate what we call a threshold
mentality.

Thresholds are changing over time according to different targets that both external
parties and firm itself poses. Firms that marginally reach the threshold are very likely
to have engaged in upward earnings management. It is proven though that the future
performances of firms’ just meeting thresholds seem to be worse than others which

considered less probable to manage their earnings.

Earnings threshold can be classified into three different categories according to
management targets when reporting earnings.

a. Managers care in presenting earnings above the zero, which means that they are
interested in showings positive profits in financial statements at the end of the fiscal
year.

b. Managers have an incentive to sustain recent performance which means that

they want to achieve at least previous year’s earnings instead of lowering profits.
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c. As analysts have been employed to draw forecasts, managers have the incentive
to reach these expectations or even make it better than forecasted.

Although executives try to report earnings that exceed analysts’ forecasts, analysts
anticipate this behaviour and the incorporate it in reported forecasted earnings.
Managers have an intention to influence analyst’s reports downward as they want to
show to external parties that they performed better or as predicted. In the prospect of
making use of upward earnings management activities to reach predictions, they

prefer lower level of forecasts to avoid making use of these methods in a great extent.

Accounting Red Flags

Under the examination of the credibility of financial statements and results,
auditors and other external parties can detect and spot firms that are suspect for
making use of earnings management activities and creative accounting. Some of these
parameters that can draw analysts and auditors attention are the following categories
which are classified under a red flag. Indicated as "red flags™ companies that:

1.) Perform merger activities 2.) They achieve results consistent with their targets. 3.)
Follow the strategy of the "big bath™. 4.) Which increase earnings per share but total
returns revenue is downward. 5.) They do not respond with conservatism to the
amortization rules of the fixed assets. 6.) They spend large amounts of wages on the
administration. 7.) Recognize the revenues in their statements before their actual
completion. 8.) They report exorbitant profits in one purpose.

9.) High accruals amount. Cash flows are difficult to manipulate, accruals can be
easily distorted as they include subjective estimates and information. High accruals
amount is compared to the total assets and the sales of a company, is an indicator of
earnings management activities.

10.) Big difference in accounting income and taxable income. The taxable income is
calculated according to tax law and there are no opportunities for manipulation.
Accounting profits though, are calculated on the basis of General Acceptable
Accounting Principles (GAAP) that offers the flexibility of accounting controls.

11.) Changes in firm’s administration. When there is a mobility and changes in
financial officers or regular auditors there is a warning of earnings handling which

leads to internal conflicts in business.

Chlomou Grigoria / Earnings Management



12.) Large or frequent transactions with affiliated companies. Trading is probable
existing not in market prices but there is an overpricing or underpricing.

13.) Frequent changes in business policy and accounting standards that they use. The
frequent changes in accounting rules and standards must draw auditors and analyst’s

attention as a possible effort to distort earnings.

Mergers and acquisitions in earnings management.

From the perspective of the acquirer, earning management activities and incentives
to engage in such activities are easily understandable. Acquirer firms use upward
earning management in order to increase the price of the stock and offer an improved
image of its financial position (Erickson & Wang 1999, Louis 2004).

The use of earnings management activities in target companies it depends on many
components. Earnings management can be downward or upward depending on the
incentives that the target firm has. Target firm make use of earnings management
activities according to the following parameters:

a. Friendly or hostile takeover

b. Takeover takes place via auction or negotiations

c. Whether the target is a seeking buyer or not.

It has been found that in case of a hostile takeover, earnings are positively
managed (Easterwood,1998), while in case of friendly takeovers evidence has shown
that target firms earnings are managed downward (Ben Amar & Missioner
Piera,2008; Eddey & Taylor,1998). Also a positive earning management has been
proven in target firms which acquired through an auction rather than negotiations.
Also, target buyers that are characterized as a seeking buyer firms, seem to attract
interest for further investigation. These firms are more possible to engage in earnings
management before the acquisition since they have both time and motivation to make
use of such activities. At this point it, it is worth examining what are the incentives of
announcing the willing of be acquired. Seeking buyer companies, share some
common characteristics. Usually these firms illustrate: a. lower Zscores, b. lower

growth, c. larger size by other firms, d. less profitable firms and e. more distressed.
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In addition to these signs mentioned above, there are more signs that can draw
attention for earnings management actions and financial statements distortion. In
addition to these signs, models have been established in order to detect these actions
like earnings management. Thought, it is worth separating earnings management into

accruals manipulation and real activities manipulation as it has mentioned above.

Real management Strategies

Real earnings management contains all these business practices that take place
during the suspect fiscal year which affect cash flows. Ewert & Wagenhofer (2005)
and Roychowdhury (2006) state that when managers change time and the structure of
their business activities to manage their profits, they deviate from normal business
practices and that may negatively affect the future performance of the business.
Manipulation of real activities brings concrete results. It affects cash flow, and
sometimes even accruals. Nevertheless, the manipulation of operational activities
does not necessarily leads to a significant future decline in its business operating
performance.

If businesses engages in real management activities occasionally and after they
return to the regular business practices in the following years, then a limited use of
real earnings management activities does not necessarily lead to a negative impact on
its future performance business. However, if businesses tend to manipulate their
operations on a continuous basis, a quite possible outcome is a reduction in the

company's future operating performance.

Graham et al. (2004) surveyed financial executives about key factors that drive
decisions about reported earnings and voluntary disclosure. They report that 78% of
the executives interviewed indicated a willingness to sacrifice economic value to
manage financial reporting perceptions.

It is worth examining the implications of real earnings management to the
stakeholders of the firm as well as accounting regulators. According to Ewert and
Wagenhofer (2004) accounting regulations seem to contribute to the increase of real

earnings management activities.
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The most common strategies that have been described in real earnings management
literature are the following:

1. Sales manipulation: Contains strategies like temporary discounts and better
credit terms in order to improve sales margin during the financial year. These methods
lead to lower cash flows from operation in current periods and higher production costs

compared to sales.

2. Discretionary expenditures reduction: These expenditures consist of the
sum of the R&D, SG&A, and advertising expenses. Firms decrease these expenses
expensed in current year in order to manipulate earnings. In this way they increase
reported earnings the current year. These practices are easier because the expenses
mentioned above are not related to immediate revenues. If these expenses are cash
expenses, then the reduction affects positively cash flows from operation. Despite the
fact that in the year that earnings are managed, earnings and cash flows are
represented more satisfactory, the reduction of these expenses may have opposite
effects in future. These expenses happen in order to create earnings and are vital to
firm’s profitability and growth. This is the reason why cutting these expenses is not

something desirable.

3. Overproduction: Higher production lead to lower fixed costs per unit since
fixed overheads are distributed to greater in number units of goods. In this way firms
that want to manage earnings, increase the amount of goods produced. “Costs of
goods sold” is lower and company represents more desirable operating margins. On
the other hand, increased production costs that company bares, are not compensated
from sales during the period. This results to a lower level of cash flows from

operation.

Sales manipulation and overproduction lead to abnormally high production costs,
while discretionary expenses reduction drives to abnormally low discretionary
expenses. The first case has a negative effect on cash flows from operations, while the
second case has a positive effect on cash flows. When more than one of the above

tactics are used it is difficult to forecast the net result in cash flows from operations.
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Contributing components in real earnings management.

We can define some variables that affect the decision of engaging in real
management activities.

a. Industry: Under industry classification we can detect firms that are more prone
to engage in such activities. For instance, manufacturing industries tend to get
involved more frequent in earnings manipulation, due to their ability to increase
production, than other companies that do not produce. That means that
overproduction as a strategy can be applied to manufacturing firms while the other
strategies, which have been mentioned above, can be adopted by firms in different
sectors. It is sensible though to note manufacturing firms as a suspect firm of using

these earnings management methods.

b. Zero earnings target:

Debt: Leverage is one of the most important incentives to manipulate earnings.
Companies with high leverage do not want to present losses to outside parties since
they have some covenants to follow that restrict their activities. In order to avoid
breaching the covenants or meeting more restrictions, firms manipulate their earning
upward to reach a zero threshold. We conclude that high levered firms are more likely
to use earnings management practices and for this reason we treat them as suspect
firms.

Firm’s growth: The P/B ratio reflects the value that market participants attach to a
company's equity relative to its book value of equity. A lower P/B ratio probably
means that the stock is undervalued.This ratio shows whether a company is a growth
company or not. Past studies have shown that growth companies are more prone to
the use of earnings management as a practice. A rational explanation for this is that
stock market is more demanding to growth firms than the others, to meet or beat a
specific earnings level or at least zero level of earnings, instead of present losses. For
this reason growth firms must draw analyst’s attention for altering their real earnings
position.

Short term Liabilities: (Graham et al. 2005) Short term liabilities are the
liabilities to suppliers, short term lenders and employees. These parties are interested
in firm’s prosperity and economic stability so they can preserve their trust against the

company. If these parties lose their trust for the company due to economic problems
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and losses, they may enforce more strict terms to the firm in order to insure their
payments. More strict credit terms, for instance, can lead the firm in an unfavorable
situation by affecting the operating cycle and some other measurements like cash
conversion cycle and payables turnover. In the effort to avoid this situation, firm may
choose to manipulate its earnings. This is why companies holding a large amount of
short term liabilities are more suspect of making use of earnings management

practices.

c. Flexibility of engaging in earnings management: The ability to engage in
earnings management activities without detection is one of the most important factors
that affect the decision of whether use or not manipulating activities. Some firms have
the ability to use these activities more easily than others, since they are more unlikely
to be detected by the external parties. For example, companies that already have as a
strategy to hold a large amount of stock can more easily hide earnings management
activities. In the same way, firms with a large amount of credit in sales can more
easily to make use of these practices. Firms can propel sales when they hold high
receivables stock, escaping the detection. In general, firms that hold as a strategy a
large amount of inventories, receivables and other current assets are more likely that

they will try to manipulate earnings under the cover of their usual operation.

d. Institutional ownership: The percentage of stock that is owned by mutual
funds, pension funds, insurance companies, private foundations, investment firms and
other large entities which manage funds determines the institutional ownership. Firms,
with presence of institutional shareholders, desire to provide these shareholders with a
good image of a firm by avoiding report of losses. In the presence of losses,
institutional investors could sell their big share in the company which is unfavorable
for the firm. Under these circumstances, companies would like to engage in earnings
management activities but they face a problem that finally deters them. Rajopal et al.
(1999) find a positive relation between earnings quality and institutional ownership.
Institutional investors can easily detect these practices as they have a superior
knowledge and they can use different methods to detect earnings manipulation. As a
result, their presence in the firms capital, acts as a determinant factor to the use of
earnings manipulation methods. The absence thought, of institutional investors is

considered as a favorable for these methods to hold and be applied.
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Accruals management Strategies

Under standard accounting rules, a company must record revenues and payments
when it earns that revenue and when incur an expense (accrued) contemporaneously,
not when it actually receives payment or pays money. These rules act as a benefit for
companies to manipulate their accounts for earnings management purposes.

Accruals management can take place only after the closing of the financial
statements, as the specific goals of the company have not reached up to this point and
contain activities such as delayed write-offs, under-provisioning for bad debt
expenses and sales acceleration. Total accruals can be split into two parts,
discretionary and non discretionary part. The non discretionary part illustrates firm’s
conditions and characteristics like growth and length of operating cycle. Discretionary
accruals contain management decisions and practices. For this reason, if we want to
test for earnings management presence, discretionary accruals is the most appropriate
measure as they do not involve business characteristics and normal business activities
that could explain their presence. The only reason for their existence is management
choices and that’s the reason why discretionary accruals are a good proxy for earnings

quality.

Detection Models

The Power of Existing Models in Earnings Management Detection

There are two types of models that are used to detect earning management
activities, simple models and more sophisticated ones. Simple models use
discretionary accruals as total accruals, while the others separate accruals into
discretionary and nondiscretionary. Which model is more appropriate is given by a
test statistics. Models are evaluated by the component of error that they bare. We
separate the error of estimation model between error of type | and error of type IlI.
When we test for models specification we test for the null hypothesis that earnings are
not systematically managed. Models commit error of type | when the null hypothesis
is rejected when the null is true. In this way models, shows that a firm manipulate its
earnings when in reality does not. On the other hand, models include error of type Il

when a null hypothesis does not rejected while it has to be rejected. The power of
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these models is examined with the frequency that these models commit error of type |
and 1. Another component that has to be taken into consideration is that models seem
to be well specified when performed to a random sample of firm years. Also, all
models are weak in detecting earnings management activities in a scale one to five
percent of total assets. Earnings management detection models, also are affected by
extreme financial performance. In case of extreme financial performance, tend to
reject the null hypothesis and as a result, the frequency of error type | increases. This
can be explained in case that non discretionary accruals that cannot be subtracted

from the model, might be correlated to the performance causing error of type I.

Models in Accrual Management Detection

The most prevalent models that have been used in literature, are trying to estimate
the non-discretionary part of total accruals. After distinguishing between the
discretionary and non-discretionary part of accruals, analysts are able to examine
whether a firm makes use of malicious earnings management activities or not. The
majority of these models need at least one parameter to be estimated during the

estimation period that no earnings management is forecasted.

The most prevalent models that are used in accruals management detections, are:
» De Angelo Model

Jones Model

Modified Jones Model

Healy Model

Industry Model

vV V VYV V

Empirical evidence, find that standard errors of De Angelo Model are the highest
among the other models, in contrast with Jones and Modified Jones models which are
more effective in estimating non-discretionary accruals with a greater precision.
From expense perspective, empirical results has shown that De Angelo Model has
lower power than Healy Model cause the first seem to present higher standard errors.
In this case, Jones and Modified Jones seem to be more powerful than the other

models by offering the lowest standard errors.
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From the revenues perspective of manipulation, Jones Model seems to show the
lowest power in detecting manipulation as it extracts some revenue based factors and
biases downward earnings. From this perspective, Modified Jones Model seems to fit
in better with the data. From margin manipulation perspective, the power of Jones
Model is even lower due to downward biased estimate of earnings. Modified Jones
model and industry model seem in this case to offer better results than the other
models, with the power of industry model significantly above the others. Finally, we
conclude that Jones and Modified Jones Model are better at explaining variation in
accruals. Jones Model though lies behind Modified Jones Model. Industry Model also
offers goods results as it offers lower standard error relative to Healy and De Angelo
Model.

Real Earnings Management Estimation Models (Dechow Models)

Cash Flow from Operation model

This model is expressed as a linear function of sales and change in sales in the
current period. In order to estimate the model parameters a cross sectional regression
is performed every year and industry.

CFOv/At1=ao + a1(1/At1) + b1(S1/At1) + b2(ASY/Aw1) + &t

A1 total assets at the end of period t-1
ASt. (St-St-1) :the difference between sales of year t and year t-1.

CFO/At.1 : Cash flows from operations.

This model is used to detect abnormal accruals which are stated as the difference
between actual cash flows and estimated ones by the industry year model. A scaled
intercept al(1/At-1) is used in literature in order to calculate non-discretionary
accruals. The intercept addition helps in avoiding spurious correlation between scaled
cash flows from operations and scaled sales due to totals asset variation. Also the
simple intercept is added to the model in order to prevent mean abnormal cash flows

from operation, for every industry year, from being different than zero. The use of
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these two intercepts, according to S.Roychowdhury, makes the mean CFO scaled by
total assets for every industry year to be different from zero even though the other

model variables have zero values.

Cost of Goods Sold model

Cost of goods sold is calculated in a similar way. Cost of goods sold are calculated
as a linear function of sales
COGSyAr1= a0+ + b(S1/At1) + &t

Inventory Growth model

In a similar way change in inventory scaled by total assets is calculated as a linear
function of change in sales
AINVY/Ae1 = a0 + a1(1/Ac1) + b1(ASv/Ae1) + b2(ASt-1/At1) + &t

Where AINVtthe change in inventories at period t.

Production Cost Model

PRODv¢At1= ao + a1(1/At1) + b1(St/At1) + b2(ASY/At1) + ba(ASt1/Ar1) + &t
Production costs are given by the equation: PROD= COGS;+ AINV;

Discretionary expenses Model
DISEXPv/At1 = ao + a1(1/At1) + b(St/Ac1) + &, where  DISEXP: discretionary

expenses in period t.

In case of positive sales management, regression can lead to low residuals from this
model even though discretionary expenses do not be reduced. To settle for this
problem the following model can be employed:

DISEXPv/At1 = ao+ a1(1/At1) + b(St-1/At1) + &t

18
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Models Implementations

According to past researches, from these models discussed above which are used in
real management manipulation, we can compare regression results after splitting the
sample of observation into suspect and non suspect years. Conclusions can be drawn
when we compare the mean values for suspect firm years with the total sample of firm
years. Up to this point we have already state which firms are considered as a suspect
firms according to different variables such as growth, industry, institutional ownership
and other variables that are worth examining in our analysis.

Thresholds can be used in our analysis, more specifically zero thresholds is a good
approximation in order to detect the suspect firm years. A number of firms are posing

a zero threshold for earnings to be meat.

According to empirical findings, suspect firm years have lower mean equity to book
ratio than all the sample of examined firm years. Also, suspect firm years present
lower cash flows from operation mean as a percentage of assets than the others and
mean scaled discretionary expenses of the suspect firms are lower that the mean for
the whole sample. Mean production costs have been proven to be similar between
suspect firm year and the total sample. Mean inventory turnover ratio has been found
to be to be lower in years that are considered suspect than the total sample years due
to overproduction as a method of earnings manipulation which causes cost of goods
sold to be inflated. Moreover, the suspect sample exhibits lower mean value in

suspect firm years than the others.

The emergence of real activities manipulation is an option which has prompted
executives to engage in earnings management activities. The executives to a great
extent have substitute accruals management with real activities management. When
executives use interchangeably not continuously this option, then the actions related
to the real activities manipulation of the actual activities do not present negative

impact on the future value of the business.
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Chapter 4 : Data Collection & Analysis

In my analysis | use Datastream to collect the data that | use in next section. I have
concentrated my analysis to the part of real earnings management detection models
cause real earnings management activities are more difficult to track compared to
accruals management which cannot easily escape the scrutiny of external parties. For
this reason | have concentrated in the already existing models and their ability in

detecting manipulated earnings.

Data collection

I have taken data from different firms between 2001 and 2016. For these 16 years |
took data from companies listed in US. All of data elements are counted in US dollars
and for this reason any transformation in exchange rates is omitted for the present
analysis. In my analysis | use annual data from my experimental tests as the primary
focus of my analysis is on the zero target threshold. Zero target is more significant at
the annual level because seasonal effects in business operating cycle causes earnings
to fluctuate between the fiscal year and there is a greater probability of losses be
presented for example in more frequent base. External parties on the other hand are
taking into consideration annual losses during their assessment and this is why
managers are pressured not to report annual losses.

In this analysis | use 32 sectors, excluding banks, financial institutions and
regulated industries. From each sector | have withdrawn the examined financial
elements for 15 firms the period including years from 2001 to 2016. The models for
normal or expected CFO, production costs, discretionary expenses and accruals are
estimated for every industry and year.

As a first step of my analysis | separate firm years between those who are
considered as suspect for engaging in earnings manipulation activities and those who
do not draw analysts’ attention of engaging in such activities. In order to complete the
step, | had to rearrange my data output from datastream with the support of excel, in a
way that each variable is represented in different column regardless the year, the

industry and the firm. At this point it is worth mentioning that the use of programming

Chlomou Grigoria / Earnings Management

21



and data base can render it easier to classify and analyze the data in the way that | do
in my analysis. Also a problem can be shown up because of the restriction imposed by
the data availability. In the case of my analysis | had to exclude 1600 firm years from
my analysis due to this restriction. At the end of this paper, a table is given with the

variable descriptions which have been used and their labels in “Datastream”.

Earnings classification histogram

After gathering all data the first step is to classify firm years we have collected
based on net income scaled by total assets at the beginning of the year with the
support of the Excel. All variables categories mentioned above, are classified by using
“net income/At1” as an indicative variable by shorting firm years from lowest to
highest value of this variable. In this way we are able to plot histogram. The
histogram which is constructed does not taking into account firm years that lie outside
the range of [-0,075, +0,075]. In order to construct the histogram we have to

separate our data in different earnings intervals. Each interval have a width of 0,005.
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In this way we are creating 30 categories of earning intervals from -0,075 to +0,075.
There is an upward shift at the amount of firm years from left to the right. Interval
16, blue column represented in histogram, contains all the firm years with earnings
scaled by total assets from zero to 0,005. Interval 16 is considered significant in our

analysis since it is generally assumed that firms that illustrate earnings marginally
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above zero are more probable of have been involved in earnings management
activities. This can be verified from the fact that all firms that present marginal to zero
losses, have the incentive to alter their reported earnings to reach or exceed the zero
threshold depending their targets. In our analysis the 16" interval will be used to
identify which firms are more probable to have been involved in earnings
management activities, these firms are considered as suspect and they are used as
comparison measure to the total sample of firms for the different financial elements
we have gathered for each firm year. By highlighting these firms as suspect ones of
making use of manipulation activities in earnings, unintentionally we ignore the
possibility of other firm years outside the interval 16 to have taken part in such
activities. That means that this classification of suspect firm years presents some
possible problems. According to our previous reference about thresholds, every firm
has different thresholds that want to reach according to their targets and their external
parties expectations. In this way zero threshold it is not the only incentive that causes
firms to engage in earnings manipulation. In addition to these firms, some firms
whose earnings are significantly above zero may also manipulate their earnings
downward to report earnings slightly above zero for reasons like decreased taxation or
in order to gather reserves for future needs and plans. That practically means that our
under examination interval, contain firms that have make use of manipulation
activities to reduce their reported earnings rather than increase them which makes us
unable to discrete them. Another problem that is arises is that managers have to

specify and make use of real activities manipulation before the fiscal year ends.

Comparison between suspect firms and total sample

Our previous division between suspect firm years and non-suspect firm years is
used in order to perform comparisons in descriptive statistics of the group of suspect

firm years and the total sample of firms as presented in the table below.

Tablel.
Mean Median Differnece in t- test in difference in means
Statistical
Total Sample | Suspect Firms | Total Sample | Suspect Firms Mean Median P(T<=t) two-tail

Significance

MVE ($) 11.702,13 7.647,65 1.260,79 618,33 4.054,48 642,46 0,084 &

Total Assets ($) | 12.417.940,85 | 18.259.253,48 | 1.502.440,50 | 1.066.973,00 | -5.841.312,63 | 435.467,50 0,346
BVE 36,37 420,84 10,55 8,99 -384,47 1,55 0,006 &
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mTB 1,16 0,30 0,10 0,05 0,36 0,04 0,000
IBEI ($) 643.525,73 45.624,57 52.354,00 888,00 597.901,16 51.466,00 0,000
IBEI/A -0,50 0,00 0,05 0,00 -0,50 0,04 0,161
CFO/A 0,13 0,08 0,12 0,07 0,05 0,05 0,001
CFO ($) 1.600.370,12 1.406.810,66 177.133,00 64.400,00 193.559,47 112.733,00 0,685

Accruals ($) -956.155,06 -1.361.186,09 -119.773,00 -61.500,00 405.031,03 -58.273,00 0,380
Accruals/A -3,759 -0,104 -0,076 -0,065 -3,65 -0,01 0,05
Cost of Good
5.281.438,93 5.302.060,85 839.796,50 566.885,00 -20.621,92 272.911,50 0,990
Sold ($)
Total
729.759,48 876.007,34 96.352,00 36.800,00 -146.247,86 59.552,00 0,639
Inventories ($)
AINV ($) 30.320,80 64.043,23 100,00 19,00 -33.722,43 81,00 0,591
Inventory
7,24 0,17 5,51 6,03 7,07 -0,52 0,086
turnover
Production
5.311.765,07 5.366.104,08 841.374,50 582.609,00 -54.339,01 258.765,50 0,975
Costs (S)
Production
0,43 0,29 0,56 0,55 0,13 0,01 0,231
costs/A
Discretionary
1.542.369,85 1.274.169,57 221.507,00 138.598,00 268.200,28 82.909,00 0,489
Expenses ($)
Discretionary
0,12 0,07 0,15 0,13 0,05 0,02 0,10
Expenses/A
Sales ($) 8.654.830,70 8.263.742,20 1.466.000,00 767.900,00 391.088,50 698.100,00 0,879
Sales/A 0,70 0,45 0,98 0,72 0,24 0,26 0,199
Receivables
19,48 17,84 7,33 6,81 1,64 0,52 0,781
turnover

Table representations: In the table 1, we extract information about some important
statistical measurements of our under examination variables. In the first column there
are the variables discerptions and abbreviations. In the third and fourth column is
given the mean value of each variable for the separate two sample, total sample of
firm years and suspect sample. In the next two columns it is presented the median for
each variable in both samples. Last two columns gather information from the previous
ones. They represent the difference in values between means of the samples. In the
last column it is represented whether this difference is statistical significant or not
according to the following signs:

* 1 Significant at 10% level

**  Significant at 5% level

*** . Significant at 1% level

- . Statistical insignificant
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We perform t- test in order to state whether the difference in means is statistical
significant in different levels. In the table 1, though, I have taken the P-values for each
variable to reach in the same conclusion. P-values and critical t values can be used
interchangeably without altering the results. The test is performed with the following
way:

Ho: means of two samples are equal.

H1: means of two samples are not equal.

By comparing each P-value with the corresponding level of significance (1%, 5%,
10%) we whether reject or accept the null hypothesis. When P-value is smaller than
the corresponding level then null hypothesis is not accepted in favor of the alternative
one. While P-value is greater than the significance level we use to test it, then null
hypothesis is accepted against the alternative hypothesis. According to the difference
levels of significance we have a strong or weak indication of significance as it is

indicated from the symbols above.

From the table 1 we draw the following information about the examined variables:

Market Value of Equity (MVE): The mean market capitalization of firm years that
are considered as suspect is at  $7.647,65 which is which is significantly lower, at
10% level, than the value of the total sample which has market capitalization of
11.702,13. The mean value of market capitalization of suspect years tends to be close
to the half of the value of the total sample firm years as it is indicated from past

research.

Total assets (A): As it is represented in the table, mean total assets for suspect firm
years are interestingly above the mean total assets of the full sample. The difference
thought from a statistical perspective seem to not to be statistical significant.

Market to Book Value of Equity (MTB): The mean value of “market-to-book value
to equity”, seems to have statistically significant difference for the years that are
considered suspect to the full sample of firm years. Total sample have a value of

market-to-book ratio which is larger than the value of the suspect firm years.
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Cash flows from operations scaled by total assets (CFO/A): Scaling cash flows by
total assets it’s similar to using sales as a scaling variable cause these two variables
seem to be correlated. In the table represented above we notice that the mean value of
cash flow from operation scaled by total assets, for the suspect firms, is lower than the
corresponding value of the total sample. Mean CFO for the full sample of firm years
is 13%, the corresponding amount for suspect firms is 5% of total assets, a statistically

significant difference as it is indicated from the table.

Accruals scaled by total assets: The mean value of accruals scaled by total assets is
lower in absolute value for the sample of firm years characterized as suspect, than the
total sample of firm years. The mean of suspect firm years is about 3,7% of total
assets while the mean of total sample is at 0,1%. A difference statistically significant

only at a level of 5% as it is indicated in the table.

Discretionary Expenses scaled by total assets: Suspect firm years present mean
discretionary expenses scaled by total assets smaller in value than the
contemporaneous one for the total sample of firm year observations. Mean
discretionary expenses for firm years that are considered suspect, is at 7% of total
assets, while the same value for the whole sample is at 12% according to the table
which is almost the double and it is found to be statistically significant as a difference

only at 10% level.

Production costs scaled by total assets: We have found that mean production costs
scaled by total assets, are lower for firm years in firm years we have presumed as
suspect than the total sample of firm years. However this difference does not

considered as statistical significant.

Inventory turnover: Inventory turnover ratio illustrates how many times a
company's inventory is sold and replaced over a period of time. Mean turnover ratio
for suspect firm years is statistically smaller than the contemporaneous mean value for
the full sample. According to our previous hypothesis, by making use of real activities
methods such as overproduction, endings year’s inventory must be increased.
Simultaneously, cost of goods sold must be affected downwards according to the

following equation:
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COGS = initial inventory + purchases — ending inventory

As we notice from the table above, mean cost of goods sold for suspect firm years is
slightly above the mean of the total sample which is not consistent with our previous
statement. This result could be possibly explained by the fact that in our analysis we
have include 16 years for every firm and in our analysis we have examined each year
separately and regardless the previous one as we were talking for different firms.
Firms that systematically make use of overproduction as a manipulating method of
earnings, at a specific point of time to illustrate both increased initial and ending
inventory if earnings are manipulated at a sequence of two or more years. In that way
we cannot make sure in which direction costs of goods sold will move, according to

the previous equation.

Receivables turnover: Its shows the ability of the company in extending credit and in
collecting debts on that credit. Mean value of receivables turnover ratio, is statistically
significant greater for the total sample than the firm years which are considered as
suspect. Firm can propel sales when it holds a high receivables stock escaping the
detection. In general, firms that hold, as a strategy, a large amount of inventories,
receivables and other current assets are more likely that they will try to manipulate
earnings under the cover of their usual operation. It is difficult though to relate

earnings manipulation in zero target firms to the receivables amount.

Estimation Models

In this part of my analysis | make use of Dechow model in real earnings
management activities detection. The models have been described in previous section.
The dependent variables in each case are cash flow from operations, discretionary
expenses, production costs and accruals. The regression is estimated then for every
industry firm year. More specifically, firm years are classified according to the
industry they belong to. According to the availability of the data extracted by

Datastream, there are 32 industries that | use in this part of my analysis. | have
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exclude industries that include less than 9 firms. Each industry consists of almost 13
to 15 firms. The analysis that is made is a cross-sectional and it is performed for each
year between 2001 and 2016.

Table 2 presents the mean coefficients across all industry years and in the
parenthesis t-statistics are given. T- statistics have been calculated by using the mean
standard error across firm years and the mean value of the counterpart coefficient of
each variable. Also in table 1 it is given by the representation next to each variable,
which variable is considered significant or not. The adjusted value of R-squared is
used in order to testify whether the regression line approximates well the real data or
not and it is also calculated as a mean value across each regression between years
2001 and 2016. The average across years R? adjusted is about 66% for CFO model
and 96% for production cost model as it is illustrated in the table 2. These two models
seem to have a high explanatory power while the other two models for discretionary
expenses and total accruals seem to have lower power with adjusted R? values of 6%

and 23% respectively.

Table 2.
CFO/A¢1 DISEXPt/A:1 PROD:/A¢1 Accrualsi/A:.1
Intercept 0,1386 kA 0,1308 kA -0,2888 ok -0,0668 ok
(22,31) (15,15) (-23,97) (-8,18)
1/Ac1 -5,8263 Hkx -8,7549 Hkx 18,9917 *okx 5,4418
(-2,55) (-2,76) (4,05) (1,88)
St/Ac1 -0,0062 0,0381 LEE 0,9821 WX
(-1,15) (5,09) (94,12)
AS/Ava 0,1895 LEE 0,7114 WX -0,0098
(31,65) (61,31) (-0,25)
ASi.1/Aca 0,0002
(0,38)
PPE/A:1 -0,0461 g
(-2,23)
Adjusted
0,66 0,06 0,96 0,23
Rsquared

* 1 Significant at 10% level , ** : Significant at 5% level,

***  Significant at 1% level
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CFOJ/AL1=ag+ a1(1/At.1) + bl(SllAt.l) + bz(ASt/At.l) + & (1)

PROD{/Aw1= ao + a1(1/At1) + b1(S/Aw1) + ba(ASHAw1) + ba(ASe.1/Ac1) + & 2
DISEXPy/A¢1 = ap+ a1(1/Ac1) + b(St1/Aw) + & (3)
Accrualsy/Ac1= ao+ a1(1/Ac1) + b1(AS/Aw1) + Do(PPEw1/Aw) + & (@)

According to Dechow model theory, the bz coefficient when scaled cash flows from
operation are used as a dependent variable, should be negative and same in number
with the equivalent one when scaled accruals are used as a dependent variable in the
regression. In our results though, presented in the table 2, b, coefficient has a
statistically significant positive value. The same coefficient with total accruals scaled
by total assets as a dependent variable, has a significant negative value. Change on
sales has the reverse impact on cash flow from operations and accruals according to
the Dechow model. However, this statement it does not hold in reality as the
assumption of net income being independent of previous year’s income, does not
happen. In our case b, coefficient for CFO model is found to be equal to 0,1895 and
statistically significant which means that a positive change in sales affects in the same

direction cash flow from operations.
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Correlation table between variables

Table 3
Abno
Abnormal Abnormal IBEI/ CFot/ Accruals/ PROD/ Sales/ DISEXP/
-rmal
PROD Disexp At-1 At-1 At-1 At-1 At-1 At-1
CFO
Abnormal
1,00
PROD
Abnormal
-0,53 1,00
Disexp
Abnormal
-0,30 0,31 1,00
CFO
IBEI/At-1 -0,54 0,38 0,53 1,00
CFOt/At-1 -0,67 0,33 0,51 0,87 1,00
Accruals/
0,57 -0,13 -0,26 -0,35 -0,76 1,00
At-1
PROD/
-0,23 -0,22 -0,12 0,01 -0,06 0,13 1,00
At-1
Sales/At-1 -0,37 -0,06 -0,02 0,13 0,07 0,04 0,98 1,00
DISEXP/
-0,60 0,94 0,30 0,43 0,36 -0,13 0,08 0,24 1,00
At-1

To test for our previous statements, it is worth performing a correlation table
between variables. It is verified that cash flow from operations and accruals illustrate
a negative correlation at the degree of 76%, as it is represented in table 3. This is
consistent with a number of previous studies that have shown that real management
manipulation and accruals manipulation are used alternatively depending on firm
circumstances and opportunities. Net income seem to have a positive correlation with
cash flow from operations but in our analysis negative with total accruals. This result
though, is not consistent with previous analysis that have been performed. A possible
explanation, though is that accruals are separated into discretionary and non-
discretionary accruals, only discretionary accruals are related to accruals management
activities that intend to increase income while the other part is due to business
activities. Accruals have been calculated as the difference between net income and
cash flow from operation. The negative coefficient between net income and accruals
may be explained by the fact that cash flows present a greater degree movement than

net income. Abnormal production cost and abnormal discretionary expenses illustrate
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a negative correlation coefficient, approximately -53% and may be explained by the
simultaneous use of real activities manipulation methods such as overproduction and

reduction of discretionary expenses.

Testing suspect firm years to the rest sample

Yt=a+ bi(SIZE)u1 + b2(MTB)e1 + ba(Net income)t + ba(SUSPECT _NI) + & . (5)

Y. Abnormal CFO, Abnormal Production Costs, Abnormal discretionary expenses

In each different regression.

“SIZE”: 1t is calculated as logarithm of market value of equity at the beginning of the
year.

“MTB”: market value of equity to book value of equity.

“SUSPECT NI” : variable is taking the value of one when the firm year is classified
in the earnings category right of the zero, as we have define suspect firm years in
previous section, and zero otherwise. Firm years that fall into the category which have
net income scaled by total assets among 0 and 0,005, are considered as suspect firm
years.

“SIZE” and “MTB” are considered as control variables for variation in abnormal
values. Also “Net income” is used in order to eliminate errors which have positive
correlation with performance. From the literature it is known that models that are
using non-discretionary accruals in the calculation of abnormal values illustrate this
type of error.

The abnormal values of CFO, discretionary expenses and production costs, are
calculated as deviations from their corresponding normal values. The coefficients
calculated by the table 2 regressions are used to calculate the expected values of CFO,
discretionary expenses and production costs respectively. After their calculation, we
use the real sample values to find deviations from normal values calculated by the
models above. Abnormal values give evidence of earnings manipulation activities.
Any deviation from normal levels of production costs, CFO and discretionary

expenses respectively, illustrates that such activities are used to affect earnings.
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Table 4

Abnormal CFO Abnormal Disexp Abnormal PROD

Intercept -0,0741 *x -0,1150 ok -1,0990 ok ok
(-2,39) (-2,52) (-4,26)

size 0,0141 ok 0,0247 ok 0,1574 *Ax
(2,12) (2,52) (2,12)

MTB 0,0000 0,0000 0,0146 *Ax
(-0,89) (0,34) (4,16)
NET INCOME 0,0000 Hokx 0,0000 * 0,0000
(3,56) (-1,59) (0,04)

SUSPECT_NI -0,0477 *okx -0,0936 oAk 0,2630 ok
(-2,70) (-3,60) (1,95)

* . Significant at 10% level , ** : Significant at 5% level,

*** : Significant at 1% level

Note that these numbers have been rounded. Eg. MTB coefficient has a very small positive
value that has been rounded to zero.

In table 4, the results from 16 cross sectional regressions are represented.
Coefficients for each model, have been calculated as a mean value of coefficients for
each independent regression. In parenthesis, t statistic values are given.

In this table it is worth focusing on “SUSPECT NI coefficient values, as it gives
evidence to our previous assumptions in our analysis. Suspect firm years illustrate
lower abnormal cash flow from operations and abnormal discretionary expenses than
the other firm years. The coefficient of “SUSPECT _NI” variable is negative when of
abnormal CFO and discretionary expenses are used as a dependent variable in the
regression model. On the other hand the same coefficient seem to have positive value
when “Abnormal PROD” is used as a depended variable. As it is indicated from the
table results, these coefficients are statistically significant at 5% level according to the
table results. According to the table, suspect firm years have abnormal CFO that is
lower by 4,7% of assets than the rest sample of firm years (-0,0477). Also, according
to table 1 the median CFO scaled by total assets is about 5% for the total sample of
firm years. That shows that the previous difference (4,7%) compared to (5%) is
economically large. Similarly, when the dependent variable is abnormal discretionary
expenses, the “SUSPECT NI” coefficient has a negative value (-0,0936) which
illustrates that suspect firm years present lower discretionary expenses at 9,3% of total

assets than the rest firm years that are not considered as suspect for earnings
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management activities. According to previous results, the median of discretionary
expenses is 15% of total assets for the total sample of firm years. The difference in
discretionary expenses between suspect and non-suspect firm years (9,3%) compared
to the value of 15% which represents the total sample, is considered a significant
difference.

The coefficient of “SUSPECT NI” variable, when abnormal production cost are
used as a dependent variable, has a positive and statistically significant value of
0,2630. This value illustrates that mean abnormal production costs for the years that
are considered as suspect, is greater (+26%) than the rest firm years that we have
assumed as non-suspect. As we can mention, 26% is a significant difference, bearing
in mind that the median in production costs scaled by total assets is about 56%

according to tablel.

Residual analysis

In addition to our previous analysis, it is worth examining whether the results we
have observed in previous sections about suspect firm years, are indicative of earnings
management activities. More specifically, despite the significant results that have
been found for suspect years cash flows from operations, discretionary expenses and
production costs, it is important to omit other components like economic
circumstances that may affect this results.

In the following diagrams, residuals have been plotted in respect to net income
scaled by total assets intervals. | have use 14 intervals at this point of my analysis in
order to observe more carefully the patterns of the residuals across these income
categories.

Each category have a width of 0,01 and the total sample of firm years | have took, is
between -70% and +70% of total assets. Category 8 is the earning interval right of the
zero which up to now is examined as suspect.

In the first diagram residuals are withdrawn from the following regression:
Abnormal CFOw= a + b1(SIZE)t-1 + b2(MTB)t-1+ bs(Net income): + &t (6)
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The mean residual CFO, as it is indicated from the diagram, it is more negative for
the two intervals right and left of the zero (7,8). More specifically, it seems that
interval left to the zero present more negative average residual CFO compared to
other intervals. Despite that, interval 8 which contains all the suspect firm years, has
the next more negative and significantly larger value than the rest earning intervals.
These two intervals though, are linked to zero earnings thresholds rather than any bad
economic conditions.

In a similar way, residual production costs are defined from the following regression:
Abnormal PROD:t = a + b1(SIZE)t1 + b2(MTB)t-1 + bs(Net income): + &t @)

After we have collected residuals from the regression, we plot the following
diagram in a similar way to the previous one, taking only firm years between intervals
[-0,07,+0,07].
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By observing the diagram, we can notice that the average residuals of production
costs have a positive value. Intervals 8 and 4 seem to have the greatest value
compared to the rest earning intervals. Interval 8 contain all these firms that have been
defined as suspect according to zero threshold targets. Mean residuals of production
costs in interval 8, seem to have relevant value to our previous assumption that these
firms manage their earnings in order to avoid reporting losses. Interval 4 thought
cannot be described by the same firm behaviour and it is worth examining.

As in the previous two cases, we gather residual discretionary expenses from the
following regression:

Abnormal DISEXPt= a + b1(SIZE)t1+ ba(MTB).1 + bs(Net income): + & 8)

On average, residual discretionary expenses are negative, according to the diagram
below, with intervals 4 and 8 representing the higher negative value of residual
discretionary expenses. The results are similar to those of production costs. Interval 8
have mean residual discretionary expenses more negative than all the other intervals
with the exception of interval 4. However, it seems that our assumptions that firms
have an incentive to engage in earnings manipulation to exceed zero thresholds, holds

and it is validated from the diagrams.
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It is worth testing though, the statistical significance of these figures by running a
regression including only the sample of firm years between the selected intervals

[-0,070,+0,070] excluding the extreme values. In this way, our under examination
variables are not affected that much by an extreme performance.

In the next table, suspect firm years are compared to firm years in the other

intervals.
Table 5.
Abnormal Discretionary Abnormal Production
Abnormal CFO
Expenses Costs
Intercept -0,0354 -0,1221 *Ex 0,0136
(-0,47) (-3,26) (0,13)
SIZEt-1 0,0056 0,0240 Ak -0,0030
(0,37) (2,88) (-0,13)
MTBt-1 0,0000 0,0000 0,0000
(-0,26) (-0,61) (0,78)
NET
0,0000 0,0000 0,0000
INCOME
(0,73) (-1,19) (0,30)
SUSPECT_
-0,0275 ok -0,0208 ok 0,0343 *
NI
(-1’75) (-2110) (1!53)
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Yt =a+ b1(SIZE)t1 + b2(MTB)t1 + ba(Net income): + ba(SUSPECT _NI)t + &t

* . Significant at 10% level , ** : Significant at 5% level,
*** : Significant at 1% level

According to the table results, the coefficient of “SUSPECT NI” variable is
negative (-0,0208) and statistical significant at 5% level (t-test = -2,10), when
abnormal discretionary expenses is used as a dependent variable. The suspect interval
has a mean abnormal discretionary expenses significantly more negative than the
mean across the other intervals. The coefficient of “SUSPECT_NI” when abnormal
production costs are used as a dependent variable, is found positive (0,0343) but
statistical significant only at 10% level (t-test= 1,53). Suspect interval has mean
abnormal production costs that are higher than the mean of all other intervals. Also
the same coefficient with cash flow from operation as a dependent variable, is
significantly negative, according to the table (-0,0275 , t-test= -1,75). Mean abnormal
cash flows from operation are significantly more positive than the mean of all other

intervals.

Indicative Variables in real activities manipulation

Other variables, can also be examined from the incentive perspective that they
provide managers to engage in real earnings manipulation activities. The variables
that | have used in my analysis determine debt, current liabilities of firm, accounts
receivables, inventories, market to book ratio and the size of the firm as an indicators
to earnings management.

In our models we can use binomial or dummy variables in order to test which are
the main causes behind the decision to engage in earnings management manipulation.
Such variables contain business characteristics like whether a firm is a manufacturing
or not, if the firm has any short term or long term debt etc. Other variables can take
the form of a binary rank. For example, they take the value of one if the industry year
adjusted variable is above the median of the corresponding year and the value of zero
in different case. In order to examine rank variables we have first to define their

corresponding continuous ones that are expressed as deviations from their industry
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year means. The most common used variables that correspond to each business factor
are the following:

HASDEBT: a variable that illustrates whether a firm has a short term or long term
debt outstanding. When there is a debt outstanding at the end or at the beginning of
the year, it takes the value of one, otherwise the value of zero.

MTB_RANK: it is a binary rank variable that takes the value of one if market to book
ratio is above the median value for the corresponding year and the value of zero in
different case.

CL_RANK: a rank variable that illustrates if current liabilities (excluding short term
debt) scaled by total assets, are below or above the median value for the examined
firm year. When it is below the median it takes the value of zero and the value of one
in other case.

INVREC_RANK: a rank variable that illustrates if the sum of industry year adjusted
inventories and receivables as a percentage of total assets are above or below the
median value for the year we examine. It takes the value of one when it is above and

the value of zero otherwise.

SIZE_RANK: the size of the firm is expressed as the logarithm of the market value of
equity. As the other rank variables, it takes the value of one if it is above the median
value of the year examined, and the value of zero otherwise.
These variables are worth examining for whether they have any substantial relation
with production costs, cash flows and discretionary expenses, in order to testify for
earnings management activities.

In this part | use my total sample of firm years. The variables I use in this part are:
a) HASDEBT b) MTB_RANK, ¢) CL_RANK, d) INVEC_RANK and SIZE_RANK
whose definition is given above.

As a part of this analysis, it is worth determining the relation between the variables
that I examine by finding correlation coefficients between them as it is presented in

the next two tables.
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Table 6.

HASDEBT MTB CL INVREC SIZE
HASDEBT 1,00
MTB -0,01 1,00
CL 0,02 -0,08 1,00
INVREC 0,01 -0,12 -0,18 1,00
SIZE -0,01 0,46 -0,05 -0,62 1,00
Table 7.
CL_RANK MTB_RANK | INVREC_RANK | SIZE_RANK | HASDEBT
CL_RANK 1,00
MTB_RANK 0,01 1,00
INVREC_RANK 0,16 -0,26 1,00
SIZE_RANK 0,06 0,43 -0,47 1,00
HASDEBT -0,04 0,04 -0,01 0,04 1,00

In the first table, are presented correlation coefficients when continuous variables

are used, while in the second case their respective binary rank variables are presented.

Table 8.

Intercept

NET INCOME

HASDEBT

MTB_RANK

CL_RANK

INVREC_RANK

SIZE_RANK

HASDEBT*SUSPECT
_NI

CL_RANK*SUSPECT _
NI

INVREC_RANK*SUS
PECT_NI

Abnormal CFO

-0,0140
-1,31

(+)0,0000

4,50
-0,0053
-1,05
0,0111
1,45
0,0062
1,03
0,0059
0,86
0,0030
0,44

-0,0206
-2,29
0,0049
1,55
-0,0203

-1,16

*

%k k

% %k %

Abnormal DISEXP

-0,0116
-1,21
(+)0,0000
0,41
0,0067
1,42
-0,0126
-1,08
-0,0032
-0,28
0,0068
0,54
0,0109
1,12

-0,0235
-1,77
-0,0004
-0,12
-0,0071

-0,78

%k %k

k%

Abnormal PROD
-0,0365 *k
-1,99
(10,0000
-3,83
-0,0096
-1,12
0,0003
0,02
-0,0064
-0,44
0,0316
1,90
0,0174 *

1,43

* %k

k%

0,0571 *
1,57

-0,0266 *
-1,33

0,0118 *

-1,56
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SIZE_RANK*SUSPEC

T_NI 0,0103 0,0091 0,0094

0,84 0,71 0,42

* . Significant at 10% level , ** : Significant at 5% level,

***  Significant at 1% level

Y: = a+ by(Net income), + by(HASDEBT)i1 + bs(MTB_RANK)w: + bs(CL_RANK); + bs(INVREC RANK).; +
bs(SIZE_RANK).1 + b7(HASDEBD)(SUSPECT_NI); + bg(CL_RANK)(SUSPECT_NI); + bs(INVREC_RANK).
1(SUSPECT _NI); + byo(SIZE_RANK)1(SUSPECT_NI); + &

Where Y; = (Abnormal CFO, Abnormal PROD, Abnormal DISEXP)

*Note that these numbers have been rounded. Some of them are presented like they have zero values but in reality they
have been rounded to zero, their actual sign though is given in parenthesis.

It has been proven by the past research that when a company has short term or long
term debt the coefficient between HASDEBT variable and discretionary expenses,
with the latter as a dependent variable is negative. The coefficient with production
cost as a dependent variable it is though positive. In practically, that means that firms
with short term or long term debt outstanding are more prone to engage in earnings
manipulation as it is illustrated by the decrease in discretionary expenses and the

increase in production costs.

From the table results we found evidence of an existing relation between
outstanding short-term, long-term debt and earnings manipulation activities. This is
what b7 coefficient illustrates. This coefficient seem to have a negative value, when
abnormal discretionary expenses are used as a dependent variable, equal to (-0,0235)
a statistical significant value at 5% as it is illustrated by the t-test value of (-1,77).

An explanation to this is that years defined as suspect for engaging in real activities
manipulation, indeed they seem to engage more frequently in earnings management
actions. Discretionary expenses for firms that have short term and long term debt
outstanding seems to be lower for the suspect firm years, possibly as an action of
earnings manipulation in these years.

On the other hand, b7 coefficient has a positive value when the dependent variable is
abnormal production costs (0,0571) , but statistically significant only at a level of 1%
(t-test : 1,57). Suspect firm years with debt outstanding seem to affect positively

production costs as an overproduction strategy of earnings manipulation. We verify in
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this way that there is a positive relationship between the debt outstanding and real
manipulation activities.

The same coefficient, b7, when abnormal cash flow from operation, is used as a
dependent variable, it is found to be significantly negative (-0,0206). Cash flows from
operation though, seem to be affected in two different directions. Overproduction as a
strategy of earnings manipulation, seems to decrease cash flows from operations. On
the other hand the reduction of discretionary expenses as a strategy, increases the cash
flow from operations the corresponding year. Our results found a statistically
significant direction to overproduction as a strategy. Suspect firm years in presence of
debt, illustrate a behaviour that verifies that an earnings manipulation activity exists.
The fact that the net effect of these activities is negative in cash flows from
operations, gives a possible evidence, that these companies make use of
overproduction as a strategy to alter earnings.

Inventories and receivables as a percentage of total assets presents a positive
correlation with abnormal production cost as a dependent variable. A firm with a
higher amount of inventories and receivables in its accounts is more possible to make
use of earnings management strategies as they are given the privilege to hide their
activities considering the stock of inventories and receivables under their usual
operation of taking high receivables and inventories account. This is what a higher
production costs and a lower discretionary expenses presents in companies that are
suspect for manipulating earnings. In our analysis though only be with abnormal
production costs if found to be statistical significant at 10%, while do not find
evidence for discretionary expenses response to this variable. The relationship thought
it has to real activities manipulation is given by the next table.

Current liabilities also show a positive correlation to earnings management tactics.
More specifically, CL_RANK*SUSPECT _NI variable which have mentioned above,
has a negative correlation coefficient with abnormal discretionary expenses as a
dependent variable which is found to be statistically significant at 10% level. Also, we
expected to find positive relation to abnormal production cost as a dependent variable.
Interestingly we find a negative relation between abnormal production and the level of
current liabilities. Some other factors that we fail to incorporate in our analysis may
affect this result. This factor could be the nature of current liabilities which may
discourage firms sometimes of making use of earnings management activities. The

external parties that are connected to current liabilities accounts, may bare a superior
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knowledge that discourage firms to use overproduction as a method of earnings
alteration. The net effect on cash flow from operation seem to be significantly positive
at 10% level (0,00491, t-test= 1.55 ). In general, firms with high current liabilities as a
percentage of assets exhibit a higher possibility of making use of earnings
management activities.

Market to book variable has been proven to have a negative correlation with
abnormal discretionary expenses as a dependent variable and a positive correlation
with abnormal production costs. That practically illustrates the fact that companies
with growth opportunities (high market to book value) are more likely to engage in
earnings manipulation at a certain time as lower discretionary expenses and higher
production costs illustrate. However, cash flows from operation seem not to have any
significant correlation to growth. That fact can be attributed to the different activities
that whether increase or decrease cash flows from operations. However in the results
of the table above does not prove a significant relationship for the suspect firm years
and their market to book value and for this reason it has excluded by the model.

The next table is performed by using the continuous variables and not their

corresponding binary rank that we have defined above.

Table 9.
Abnormal CFO Abnormal Disexp Abrormal Prod Costs
Intercept -0,1502 *kk -0,4344 *kk 0,1110 *
-2,54 -6,37 1,33
NET INCOME (+)0,0000 | *** (-)0,0000 Ak (-)0,0000 Ak
2,46 -3,61 -3,14
HASDEBT -0,0016 -0,0048 ok -0,0017
-0,52 -1,98 -0,34
MTBt-1 0,0000 Ak 0,0000 * 0,0000
2,47 -1,26 -0,27
CL 0,0531 * 0,0528 ok -0,4950 *Ex
1,34 1,99 -5,04
INVREC 0,0036 ok 0,0086 ok -0,0147 *
1,69 1,94 -1,54
size 0,0282 ok 0,0910 HEx -0,0035
2,24 6,39 -0,18
MTB*SUSPECT_NI -0,0007 * -0,0006 * 0,0006 ok
-1,44 -1,43 2,19
INVREC*SUSPECT_NI -0,0028 * -0,0056 * 0,0137 *
-1,41 -1,39 1,48
SIZE*SUSPECT_NI 0,0171 0,0118 -0,0029
0,94 0,83 -0,59
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Y: = a+ bl(Net income)t + bz(HASDEBT)H + bs(MTB)t.l + b4(CL)t + b5(|NVREC)t.1 + bs(S|ZE)t.1 + b7(MTB)t.
1(SUSPECT_NI); + bs(INVREC).1(SUSPECT_NI); + be(SIZE).1(SUSPECT _NI); + &

Where Y: = (Abnormal CFO, Abnormal PROD, Abnormal DISEXP)

*Note that these numbers have been rounded. Some of them are presented like they have zero values but in reality they
have been rounded to zero, their actual sign though is given in parenthesis.

According to table results, “MTB*SUSPECT_NI” coefficient has a weak
statistically significant value of (-0,0006, t-test= -1,43) when abnormal discretionary
expenses are used as a dependent variable and a statistically significant positive value
of (0,0006, t-test=2,49) when abnormal production costs are used as a dependent
variable. This results verifies our previous statements that we failed to give evidence
with the previous table. The same coefficient has a negative and significant value at
10% when abnormal CFO is used as a dependent variable. The net effect on abnormal
cash flow from operations is found to be negative in our case, equal to (-0,0007) but
statistically significant only at 10% level.

In addition to the results of the previous table, this table has come to prove evidence
that the previous one failed to give. “INVREC*SUSPECT_NI” coefficient with
abnormal production costs used as dependent variable, has a weak - significant
positive value (0,0137). Also, the same coefficient with discretionary expenses used
as a dependent variable, is significantly negative (-0,0056) at 10% level. This verifies
our previous assumptions that firms which hold receivables and inventory accounts as
a firm policy, are more probable engaging in earning management activities. A firm
with a higher amount of inventories and receivables in its accounts is more possible to
make use of earnings management strategies.

The size of the firm thought, have been proven not to have any significant
correlation with abnormal production costs but a negative correlation with
discretionary accruals. The size of the firm plays a role in the decision to make use of
earnings management. Firms that are larger in sizes seem to be more prone to engage
in earnings management activities as they are more pressured to meet specific targets
by the external parties. However in my analysis, the coefficient of size variable for the
suspect firm years, it does not present statistical significant values. However the
“SIZE” variable itself validates what we have discussed until now.

In addition to my analysis institutional ownership as an additional variable

probably would give evidence for more results in real activities manipulation
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attempts. Institutional ownership on the other hand has been proven not to have any
significant relationship to production costs and discretionary expenses as well. That
may be explained by the fact that the presence of institutional owners on the one hand
gives the pressure to present attractive and satisfying earnings, but on the other hand
because of their expertise they are more likely to detect malicious activities and
earnings management tactics. In addition the use of a variable that determines whether
the company is a manufacturing or not would give evidence of whether a company

that is manufacturing is more prone to make use of earnings management activities.

Chapter 5 : Conclusions & Synopsis

This analysis has given evidence to prior studies which have been made in the field
of earnings management activities and their detection. Earnings management is
becoming more and more a matter of consideration in a continuous effort to eliminate
distortion in financial statements. It is difficult thought to detect activities that distort
the real firm’s picture as they consist of a combination of strategies which are used by
firm’s management in an effort to disguise them. The final result in financial
statements and results is a combination of strategies, rather than an independent
strategy.

As it is suggested by the paper, firms usually engage in two different ways in
earnings management activities according to their incentives and their opportunities.
Accruals management is the most examined and discussed by the existing literature as
a way to manipulate earnings to improve company’s picture. However real earnings
management, presents a great interest and is worth focusing as it more difficult to
track into business regular operation. Firms use both accruals and real earnings
management activities and their final use is a substitute decision.

The substitution between the two forms depends on the business circumstances and
their convenience in distorting reported earnings. Prior studies have shown that real
earnings management is more difficult to detect under a strict external control. That is
why the present paper concentrates in the part of earnings management which is

related to real activities manipulation.
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The use of real activities strategies, affect discretionary expenses, cash flows from
operations and production costs, in a way that can draw analysts attention when their
values are not consistent with their normal values. By calculating their deviations
from normal levels, with the use of Dechow model, we were able to define some other
variables that possibly are connected to the decision and the motives to engage in real
activities manipulation. After defining suspect firm years according to zero threshold,
have clarified a pattern to those companies that are more probable of making use of
manipulation activities. According to our results, suspect firm years present a
significantly negative deviation, from normal values in discretionary expenses and
CFO, and a positive significant deviation in production costs. That practically reveals
that these firms make use of strategies like discretionary expenses reduction and
overproduction that affect these variables in a great extent.

In addition, we have found evidence that some components like firm’s size, the
level of firm’s current liabilities, debt presence and growth opportunities, are closely
related to the real management activities. These results are consistent with previous
analysis that have been made.

Further, it would be worth examining in future studies, other variables that may be
indicative of real management activities and that could help in earnings management
detection and prevention. Another part that is worth examining, are the effects of real
earnings management in firm’s future growth, future stock price and the stock market
reaction. Moreover a great field worth analysing, has to do with accruals and real
activities management as a substitutes and complementary ways to manipulate
earnings. At which extent each form is used and at which point of time, are also

important components in earnings management detection.
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Variables Descriptions & Labels:

Vi.

Vii.

viil.

Xi.

Xii.

Xiil.

Net income before extraordinary items: extracted from datastream for each
firm. (Label “net income before extraordinary items™)

Cash Flows from Operation: extracted from datastream for each firm. (Label
“EBIT & DEPRECIATION”)

Total assets: extracted from datastream for each firm. (Label “TOTAL
ASSETS”)

Market Value of Equity: extracted from datastream for each firm. (Label
“MARKET VAL BY CO.”)

Book Value of equity: extracted from datastream for each firm. (Label
“BOOK VALUE-OUT SHARES-FISCAL”)

Market Value of Equity to Book Value of Equity: Market Value of
Equity/Book Value of equity. Divide items iv by v items.

Sales: extracted from datastream for each firm. (Label “NET SALES OR
REVENUES”)

Accruals: are calculated by subtracting CFO from income before
extraordinary items. (IBEI — CFO)

Inventory: extracted from datastream for each firm. (Label “TOTAL
INVENTORIES”)

Costs of Good Sold: extracted from datastream for each firm. (Label “COST
OF GOODS SOLD”)

Production Costs: is calculated by adding the change in inventory to costs of
goods sold. (COGS+AINV)

Discretionary expenses: R&D, Advertising, Selling General and
Administrative expenses are added to calculate discretionary expenses. In
datastream | found available only SG&A expenses (label: “SELLING,
GENERAL & ADMINISTRAT” so I exclude the other expenses from the
calculation of discretionary expenses.

Inventory turnover ratio: we use items found above to calculate this ratio.
We divide the Cost of goods sold with the average of the beginning and
ending inventory of the year. (COGS/[(Beginning inventory+Ending
Inventory)/2]
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xiv.  Receivables turnover ratio: In a similar way we calculate receivables
turnover ratio by dividing sales of year with the average of beginning and
ending gross receivables.
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MEPIAHWH

H Aoywotikn yepaydynon tov kepdmdv amotelel (TMUo eVOOQEPOVTOS TO
tedevtaio gpdvia KaBmG 01 OIKOVOLIKEG TOVG GUVETEIEG GTO EGMTEPIKO Kol EEMTEPIKO
neptPaAlov g emyeipnong eivon peydieg. H pedétn avtn, €pyeton vo cupPaiiet
oV Non vrdpyovca Piprloypagio peretdvIag TG HEBOOOVE  YEPAYDYNONG
AOYLOTIKOV KEPODV.

Ot péBodot yelpay®@ynons TmV KEPOMY UTOPOVV VO, SoY®PLETOVV G€ dV0 KOPLEG
Katnyopieg oouemva pe tn tpéyovoa Pifioypapio. H dwyeipion mpaypotikmv
KEPOMV TEPEYEL OAEC EKEIVES TIC EMYEPMUOATIKES TPAKTIKEG OV AaUPdvouy ydpa
Katé T O1dpKELD TNG OKOVOUIKNG YPNoNG Kot emnpedlovy TG TOUEOKEG PoEc. AT
™V GAAN TAELPE, M YEPAYDYNON TV OES0VAEVUEVOV TPAYLOTOTOLEITOL UETO TO
KAEIOWWO TV  OWKOVOUKAV KOTOOTAcE®Y, KoODC dgv  €yovv  emitevybel ot
GUYKEKPLLEVOL GTOYXOL TNG ETOUPELRG HEYPL KELvN TN YpoviK oTyur. H ypnon tovg
neplopPavel dpacTnPlOTNTES OTMS KABLGTEPNUEVES OLOYPAPES ATOLTNGEDY TTOV OEV
TPOKELTOL VO EI0TTPOYOOVV KO 1 ATOPLYT OVOYVAOPLIONG EMCPUADY OTOLTGEDV Y10,
NV 0ToeLYN avayvoplong nuiog €1g PApog TmV AOYIGTIKGOV KEPIDV .

2O0ppove pe Mon LVIAPYovoEG UEALTEG TOPATNPEITAOL TPOTIUNGN T®V YPNONS
OPUCTNPOTNTOV  YEWPOYDYNONS TOV  TPUYUATIKOV — KEPODV,  EVOVIL  TOV
dedoVAELEVDV, GE EMYEPNGELS OV eRPavifovy puoyAevon amd davelspd. Ormg Exet
VIOGTNPLYTEL, Ol EUMEPOL OVOALTEG KOl TIOTMOTEG TOV EVOLAPEPOVTOL Yo TNV
OTOTANPOUN TOV ¥PEOVG, Etvan o€ BEom Vo eVTOTILOVY GTPATNYIKES YEPAYDYNONS TOV
dedovAevpévev og peyodlutepo Badud amd 0Tt TV TPAYUOTIKOV KEPODY. AdY® NG
OVOKOALNG EVTOTIGUOD TOVG PECO OTIC EMLYEPTUOTIKES OPACTNPLOTNTEG, X EMAEEEL
Vo 0pOoc1O®d GTO TPOKTIKO KOUUATL TNG AVAAVONG LOV GTN YEPAYDYNOT HECH TOV
TPOYUATIKOV KEPODV.

[Mopdra avtd 1 gp1oN TV 0VO TOKTIKOV GTH YEPOYDYNOT TOV KEPODV YIVETOL GE
oLVOLAGUO Yo TNV EMITEVLEN TOL EMBVUNTOV AMOTEAEGUATOC KOL YU OVTO GE QLTI TNV
avéivon €xel aplepmBel Eva LiKpO KOUUATL GTO TOV LOVTEAD XPTGLLOTOIOVVTOL GTOV
EVTOTIGUO TNG YEPAYDYNONG TOV OEO0VAELUEVOV, TEPO TOV TPAYUOTIKGOV KEPODY. H
amOPOCT] VO GCUUUETAGYEL N EMYEIPNON GE Lo LOPPT SLXEIPIoNG GLVOIEVETOL O

™V omOQAcT] VO GUUUETACYEL oTn OgVTEPT Hoper kabdc M Béhel va emtHyet
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OLYKEKPIUEVOVG oTOYoVS. H  yepaydynon tov TPayHaTIKOV JpacTnploTHTOV
TPOYLOTOTOIEITOL KATO TN OIIPKED TOL OWKOVOUIKOD £TOVLG Kol £ivol OmoTéEAECUO
TPOKOOOPIGUEVNC amdPAcNg €V 1 OEIPION TOV OEOOVAELUEVOV  OATOVOV
TPOYUATOTOEITOL HETO TO TEAOG NG YPNONG Kol 7PV omd TO  OWKOVOUIKE
OTOTEAECLLOTAL.

210 mAaicto ¢ e€étaong ¢ alomoTiog TOV 0IKOVOUIKOV KOTAGTAGE®MY Kol TOV
OTTOTEAECUAT®V, Ol EAEYKTEC Kol AALO EMTEPIKA UEPT) UTOPOLV VO AVIXVEDGOLV KOl
VO EVTOTICOVV TIC EMYEPNOELS TOL &ivol VTOMTEG Yol XPNOT OPACTNPLOTHTOV
dwayeipiong kepddV Kot ONUOVPYIKNG AOYIOTIKNG. Oplopéveg dpactnploTnTeS TOL
pmopel vo YapoKINPoTOV MG VIOMTEG €lval M €VOAAOYN] AOYIGTIK®OV TPOTOHTWV,
oVYVEG OAAOYEG TN GVGTOOT TNG O0IKNONG Kol TOV EAEYKTIKOV HEADV, UEYOAES
Spopéc Hetald QoporloyNTEOL KOl AOYIOTIKOD €1GOONUOTOC, KOOMC Kot GAAES Un
oLVNOELS EMYEPNUATIKES OPACTNPLOTNTES.

H ypnon otpamykdv xepaydynong mpoyLoTik®v dpacTnploTToV ennpedletl Tig
OLOKPITEG OATAVEG, TIG TOUEWKES POEG OmO TIG OpaoTNPOTNTEG Kol TO KOGTOC
TOPAYMOYNG, KATO TPOTO TOV UTOPEL VO TPOGEAKDGEL TV TPOCOYN] TWV OVOALTOV OTAV
ot a&iec Tovg deV GLUPOVOVV LE TO KOVOVIKO emimedo TipdV. Me Tov vtoAoyiopd TV
AMOKAICEDV TOVG amd TO. KOVOViKG emimeda, pe tn ypnon tov poviédov Dechow,
UTopEcape Vo opicovE KATOEG AALES HETAPANTEG TOV EVOEXOUEVMOS GLVOEOVTOL LE
™V omdQAcT Kol To KIvTpo TOV ETYEPNCE®V VO EUTANKODV CE YEPOYDYNON
TPOYUATIKOV dpactnplotitev. Emmiéov and v tpéyovca Piioypapio, Exet yivel
aVaPOPE GTO «UNOEVIKO KATDOQAL TO 0010 BETOVV MG GTOYO O1 EMYEPNOELS KOTA TNV
TOPOVGINOT) TOV AOYIGTIKOV TOLG KEPO®V. H pedétn avt emainfedet to Kivntpo tov
EMYEPNOEDV VO TOPOLGLAGOVY UNOEVIKA €lTe EAaPP®G BeTIKA KEPOM HE TN XpNoM
LeBOO®MV AOYIGTIKNG YEPOYDYNONG.

Apycd opioTnKov To «OTOTTOY ETOPIKA £T1), HE PACN TO UNOEVIKO KATMOTATO
Oplo, Yo TN YPNOT TPOKTIKOV YEPAYDYNONG AOYICTIKOV KEPODV. ZOUPMOVO LE TO
OMOTEAECUOTA HOG, TO «OTOTTO» £TN TOPOVGLALOVY GNUOVTIKN OPVNTIKY OTOKAIoN
amo TIG KOVOVIKES agleg oTa SloKPLTIKA TOVG £E000 KOl TIG TOUELNKES POES OO TIC
AELTOVPYIKEG dPACTNPLOTNTES, KOOGS KOt o OETIK ONUAVTIKY OTOKALGT GTO KOGTOG
TOPAYOYNG. AVTO TPOKTIKE ATOKAAVTTEL OTL Ol EMYEPNOES ALTEG YPTCUYLOTOLOVV
OTPOTNYIKES OT®G 1N LEI®ON TOV SOTOVAOV KOl 1) VIEPTOPAY®YN TOL €MNPedlovy o€

peydaro Babud avtég Tig petaAnTéc.
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[Mapaxdto, dSomotdcape 0Tt opiopéva ototyeio Ommg To péyehog g emyeipnong,
TO EMIMEDO TWV TPEYOVCMV VIOYPEDCEMV TNG EMYEIPNONG, N TAPOLGIN TOV YPEOVS Ol
evkaipieg avamtuéng, to eminedo tv PpayurpdOecumY VIOXPEDGEWV KAOMS Kol TO
enMinedo TV amofetldTOV KOl TOV EICTPOKTEOV AOYOPLUCUMY, GLUVOEOVTOL GTEVA LE
TIG TPAYLATIKEG OPAGTNPLOTNTES dlaXEIPLONG.

SOUPOVO [LE TO OTOTEAEGLOTA TG OVAALONG, EMYEPNOELS LEYOADTEPES GE HEYEDOC
Eyouv meplocdTEpE KiviTpo Kot givarl mo mOavO Vo GUUUETEXOVV GE TPAKTIKEG
aAloiwong amotelecpdtov o€ oxéon He GAAEG EMIYEPNOELS WIKPOTEPOL peyEBovc.
Avtd ovpPaivel d1OTL O1 EMYEPNOES AVTEG EPYOVTOL OVTILETMMES UE UEYOADTEPES
TEGEIS VO EMTVLYOVV TOVS GTOYOLG TOVG, KAOMG M UN TPAYUOTOTOINGT) TOVG ,TOVG
QEPEL AVTIHETMTOVS LE AVTIOPAGELS TV ETEVOVTMV.

EmutAéov, emyelpnoelg o1 omoieg ypNOLLOTO00V SAVEIGHO €1TE £XOVV HEYOAN TOGA
BpayvmpodBeopuwv vroypedoemv mpog mpoundevtés, epyalopevoug kAm. , givarl mo
mBovd vo KOAVOLV YPNOT TEXVIKOV YEPUYDYNONG TPOYUATIKOV KEPODV. AVTO TO
OTTOTEAEG O, TTPOKVTTEL OO TIG TEGELG TOV OEYOVTOL OO TOL EEMTEPIKA EVOLAPEPOUEVOL
pHépN yw TV THPNOoN KAmowov 0pwv (Covenants) otn mepinT®on TOV SUVEIGHOV, Kot
oTN STNPNON GYECEMV EUTIGTOCVVIG LLE OVTOVG TOVG EEMTEPIKOVG GLVEPYATEG,.

Alhog évag mapdyovtag mov GULUBAAAEL GTN YXPNOTN TPOKTIKOV YELPOYDYNONG
KePOMV, &lvar or evkaipieg moOv €xel M EMEIPNON VO GUUUETAGYEL OE OVTEG
dwpedyovtag tov evromopd. o mapddetypo, ol gtoipeieg mov €xovv ¢ Taylo
OTPATNYIKN TN OTPNON UEYAANG TOGOTNTOS OMOOEUATOV UTOPOoHV VAL KPOWYOLV TTLO
€0KOAO OpAGTNPLOTNTES YXEPAYDYNONS KEPODV. Me ToV 1510 TPOTO, Ol EMYEIPNCELS e
HEYAAN THOTOON OTIC TOANCELS UTOPOLV MO EVKOAN VO KAVOLV YP1OT OLTOV TOV
TPOKTIKOV. Ot EMYEPNOELS UTOPOVV V. TPO®ONCOLV TNV TPOMPT OVOYVOPLOT| TOV
TOAGEDV OTAV KATEYOVYV VYNAL TOGEH EIGTPAKTEMV AOYAPLICUDV OTOPEVYOVTAS TNV
aviyvevon.

Téhog o1 evkoupieg avdmruéng g emyeipnong eivor évag mopdyovtog mov
emmpedler v amdeoaon ypnong HeBOdmV AoYIoTIKNG YeWpaydynons kepdwv. Ot
aVamTUCCoONEVES eTOpeieg elvar mo emppeneic otn ypnon g Olayeipiong twv
Kepd®V. Mo Aoyikr] €€nynon yu' avtd ivar OTL 1 YPMUOTICTNPLOKY ayopd gival o
OTOLTNTIKY YO TIG OVOTTUGGOUEVEG EMYEPNOELS OO TIG GAAEG, OTO VO EMITUYEL M
emyeipnon €vo GUYKEKPIUEVO EMIMESO EICO0ONUATOC 1 TOVAAYIOTOV £Vl UNOEVIKO

eMINEdO AMOOOYMV, OVTL TV ELPAVIong CnUdV.
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ErtutAéov, a€ilel va e€etaotoUVv o PHEANOVTIKEG MEAETEG, AAAEC HETABANTEC TTOU
eVOEXOUEVWG VA Elval EVOELKTIKEG TIPAYUATIKWY Sdpaotnplothtwy Slaxeiplong Kat
nou Ba umopouvoav va Bonbroouv otnv avixveuon kot tnv mpoAndn tng Staxeipong
Twv KeEPSwv. Eva dA\o pépog mou afilel va e€eTaoTtel elval Ta amoteAEéopATA TNG
TIPAYHOTIKNG Slaxeiplong Twv kepdwv ot HEAAOVTIKN avATTUEN TNG EMIXELPNONG, TN
HMEANOVTIKN) TLUA TWV HETOXWV KOL TNV aviidpaon TNG XPNUATLOTNPLAKAG OyOPAg.
ErmumtAéov, €va peydlo medio mou afilel va avaAuBei, €xeL va KAVEL PUE TN XPOVLKA
OTLyUr oTnVv omola yivetatl n xpron auvtwy Twv PeBOdwv Kat n evaAlayn Toug Kol o

ouvdUaOoUOC TOUG UE TN Xpron LeBodwv xepaywynong 6e60UAEUHEVWV.
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