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SYNOPSIS: This paper reports descriptive evidence about how managers attempt to
manage earnings, based on a sample of 515 earnings-management attempts obtained
from a survey of 253 experienced auditors (and also analyzed by Nelson et al. 2002).
We classify attempts first according to primary approach: expense recognition, revenue
recognition, issues unique to business combinations, and other issues. Then, within
each of those broad categories, we subclassify attempts by the particular approach
used in the attempt. For each specific approach, we report the accounts involved, the
frequency with which the approach increased or decreased current-period income (and
the frequency of adjustments required by the auditor), and provide descriptions by
auditors of income-increasing and income-decreasing examples of the more frequent
approaches. We also link our findings to recent SEC Accounting and Auditing Enforce-
ment Releases (AAERs) that illustrate extreme versions of the specific approaches
identified by our participants. This experienced-based, example-rich framework and
frequency data should assist investors, auditors, audit committees, and other partici-
pants in the financial reporting process who need to be vigilant for earnings-management
approaches.

INTRODUCTION

arnings management occurs “when managers use judgment in financial reporting and in
Estructuring transactions to alter financial reports to either mislead some stakeholders about

the underlying economic performance of the company or o influence contractual outcomes
that depend on reported accounting numbers” (Healy and Wahlen 1999, 368). We interpret this
broad definition as including earnings management that is consistent with GAAP (e.g., structuring
leases to allow lessors to use capital lease treatment and recognize gross margin at lease inception),
earnings management that is difficult to distinguish from GAAP (e.g., over- or underestimating bad
debt reserves), and earnings management that is clearly not GAAP (e.g., intentionally misapplying
revenue recognition rules).
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18 Nelson, Elliott, and Tarpley

Aggressive earnings management has been of concern to regulators for several years (e.g.,
Levitt 1998), and concern has only intensified following evidence of improper accounting by Enron,
WorldCom, and some other major corporations. Responses include the SEC’s recent guidance about
appropriate revenue recognition (SAB No. 101), expense recognition (SAB Nos. 100 and 102), and
materiality definition (SAB No. 99), the AICPA’s recent requirement that auditors report to clients’
audit committees about waived audit adjustments and clients’ quality of earnings (SAS Nos. 89 and
90), the SEC’s recent requirement that CEOs and CFOs certify the accuracy and completeness of
their annual reports, and the various reforms included in the Sarbanes-Oxley Act. Yet, there exists
relatively little systematic research concerning the specific methods by which earnings management
is attempted (Healy and Wahlen 1999; Dechow and Skinner 2000; McNichols 2000). A better
understanding of how earnings management occurs could help (1) regulators and standard setters
identify the areas most in need of regulatory change; (2) auditors evaluate and report on their clients’
quality of earnings, and train novice auditors about earnings management; (3) CEOs, CFOs, audit
committees, and investors focus attention on those areas of the financial statements where they
should be most skeptical; (4) managers and audit committees anticipate the transactions that inves-
tors will view most skeptically; (5) educators teach students about earnings management; and (6)
researchers focus their analyses on areas of high-earnings-management activity.

This article provides evidence about specific approaches that are used by managers when they attempt
to manage earnings. Results are based on a data set (also analyzed in Nelson et al. 2002) that includes 515
earnings-management attempts identified and characterized by 253 auditors from one Big 5 firm.

Prior research in psychology and accounting suggests that people can best learn about important
types of earnings management by first developing a knowledge framework of common approaches
used to attempt earnings management and then populating that framework with individual examples.
Understanding the approaches used to attempt earnings management, and the frequency with which
these approaches occur, could facilitate future identification of attempts.

We develop a two-tiered framework that categorizes earnings-management approaches, and we
provide examples and frequency data about the more common approaches within that framework.
The first level of the framework categorizes attempts by whether they involve expense recognition,
revenue recognition, issues unique to business combinations, or other issues. The second level of the
framework categorizes attempts according to specific approach (e.g., “recognizing too much or too
little asset impairment”), accounting area (e.g., “fixed assets,” “investments,” “intangibles”), and
current-period income effect (current income increasing, decreasing, or no effect apparent or deter-
minable). For each approach we report the frequency with which attempts occurred and the percent-
age for which auditors required adjustment of attempts. For each approach we also provide auditor
descriptions of illustrative income-increasing and income-decreasing attempts, and references to
recent SEC Accounting and Auditing Enforcement Releases (AAERs) that illustrate extreme ex-
amples of that particular approach.

The most important contribution of this paper is the listing of earnings-management approaches,
frequencies, and examples that we provide. However, the paper also provides evidence that comple-
ments and converges with that provided by prior research. For example, similar to studies of SEC
AAERs, our sample includes numerous attempts that involve revenue recognition, but we also
document numerous attempts that involve reserve manipulation and other forms of expense recogni-
tion that appear less frequently in AAERs.

BACKGROUND
Prior studies examine extreme instances of earnings management identified in SEC AAERs
(see, e.g., Feroz et al. 1991; Dechow et al. 1996; Beneish 1997; Bonner et al. 1998; Panel on Audit
Effectiveness 2000; Beasley et al. 2000), or list potential earnings-management approaches based on
personal experience and/or published press accounts (e.g., National Association of Certified Fraud
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How Are Earnings Managed? Examples from Auditors 19

Examiners [NACFE] 1992; Schilit 1993; Mulford and Comiskey 1996). These studies naturally
focus on instances of earnings management that severely biased the audited financial statements and
attracted enforcement by the SEC or public attention. Yet, much earnings management may be
relatively more subtle, and therefore not attract public scrutiny, and much earnings management may
be attempted by managers but prevented by auditors. Therefore, we complement prior studies by
organizing and reporting data from auditors’ descriptions of managers’ earnings-management atfemplts.

We draw on prior research to determine a useful way in which this data can be organized and
communicated. Psychology and accounting studies provides evidence that people tend to organize
their knowledge using “schemas” or “scripts” that relate information in a logical, causal manner (see,
e.g., Alba and Hasher 1983). Such schematic structures affect how auditors organize and process
information about internal controls (Frederick 1991; Tubbs 1992), going-concem risks (Ricchiute
1992), and financial statement errors (Frederick et al. 1994). The types of knowledge structures most
relevant to our study are categories, which serve to identify and organize concepts and classify the
particular instances that are experienced (see, e.g., Smith and Medin 1981; Smith and Minda 1998).

Prior research provides evidence that experienced auditors develop category structures with respect
to financial statement errors that focus on useful causal relationships, such as “audit objective violated”
(Tubbs 1992; Frederick et al. 1994). Such category structures can be taught effectively (Bonner et al.
1997), particularly by conveying a conceptual framework that includes key features and representative
examples (Bonner 1999; Bonner and Walker 1994). The accuracy of future identification and classifica-
tion is enhanced by having a well-defined, example-rich category structure (Bonner 1999).

Prior research also indicates the importance of knowing the relative frequency with which
various types of attempts occur. For example, auditors face higher risk of litigation when they fail to
identify frequently occurring frauds (Bonner et al. 1998), and numerous studies in auditing suggest
that frequency information helps auditors generate hypotheses (Libby 1985), evaluate hypotheses
(Smith and Kida 1991), and plan audit effort (Heiman 1990; Libby and Frederick 1990). Frequency
knowledge could be accumulated by individuals from experience (Butt 1988; Nelson 1993), but it is
difficult for a given individual to experience enough attempts to develop accurate frequency knowl-
edge. An alternative approach is to accumulate frequency information and convey it in the form of
simple facts that are used in subsequent decisions (Nelson 1994). Prior research has assessed the
frequencies with which audit adjustments are proposed (for a review, see Kinney and Martin [1994])
and the frequency with which extreme forms of earnings management are identified (see the afore-
mentioned AAER studies), but none have focused specifically on earnings-management attempts.

In light of prior research, we provide a causally organized, example-rich categorization frame-
work and related frequency information with respect to the various approaches used to attempt
earnings management. We provide for each approach one or more representative descriptions to
highlight the distinctive features that are associated with each approach (as recommended by Bonner
[1999, 23]). We also provide one or more references to recent SEC AAERs that describe extreme
versions of each approach, both to allow readers to identify more examples of approaches and to
provide evidence that the attempts in our data are of general importance. To highlight the more
frequent approaches used to attempt earnings management, we report the number of times each
approach was used in an attempt (and the percentage adjusted by the auditor) in each accounting area
(e.g., investments, fixed assets, intangibles) in our sample, in total and by current-year income effect.

METHOD
Data Collection

We collected data in Autumn 1998. Survey packets were mailed to 532 audit partners selected
randomly from U.S. offices of one Big 5 firm. The packets included a survey for the partner and
surveys for two senior managers to be selected by the partner. We received 253 responses from
auditors (43 percent partners, 57 percent managers) who had an average of 14.1 years of experience.

Accounting Horizons, Supplement 2003

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



20 Nelson, Elliott, and Tarpley

Although the number of auditors participating in our study is high, the final response rate is only 16
percent (20 percent for partners and 14 percent for managers). This response rate is higher than
response rates of mailed surveys of senior financial managers (e.g., 9 percent response rate by
Graham and Harvey [2001]; 12 percent response rate by Trahan and Gitman [1995}), but it is lower
than the response rates often achieved in mailed survey studies employing auditors as subjects (e.g.,
26.7 percent response rate by Gibson and Frakes [1997]; 32 percent response rate by Ayers and
Kaplan [1998]). Nelson et al. (2002) discuss several factors that may have decreased the response
rate (most notably, the sensitive nature of the topic and the extensive information requested). Nelson
et al. (2002) also provide some evidence against nonresponse bias by showing similarity between
early and late responses and between respondents and nonrespondents.

Each packet contained a cover letter from a prominent member of the main office of the firm.
The letter included the following statements:

Rescarchers from Cornell University are conducting an earnings-management study. The project
seeks to identify the nature of, and circumstances surrounding, attempts at earnings management.
The results of the study will assist our development of an earnings-management training tool for
less experienced auditors. High-quality input from professionals like you will help to make this
study a success.

Please complete the enclosed materials that ask you to document your experiences....Please do
not delegate this task. Also, please ask two senior managers in your office to complete the packets
of materials that are enclosed for them....

No client-specific information will be collected. The data you provide will be kept confidential.

Further instructions asked participants to describe three of the most frequently occurring ex-
amples of attempted material earnings management that they had encountered. To ensure complete
coverage of accounting areas, 80 percent of the packets asked participants to focus on five account-
ing areas that we randomly selected from among 22 accounting areas we judged to be the primary
non-industry-specific issues dealt with in SFAS Nos. 1-132 and the APBs and ARBs that preceded
them.! The other 20 percent of the packets did not focus participants on specific accounting areas.
Since the two groups of participants yielded similar results, they are combined for the remainder of
this paper.?

The survey contained a sequence of 17 questions about “Attempted Earnings-Management
Experience #1,” repeated those questions for attempts #2 and #3, and finished with a short debriefing
questionnaire. Two questions are relevant to this paper. First, participants were asked to explain the
attempt (called “the issue™), including the manner in which accounts were affected. Subsequently,
participants were asked to choose from among four alternatives that described how the attempt
ultimately was treated in the audited financial statements:

1) treated as the company originally desired, because they demonstrated they were complying with

GAAP,

2) treated as the company originally desired, because there was no convincing evidence that the
company’s position was incorrect,

3) treated as the company originally desired, for some other reason (please explain), and

4) treated other than how the company originally desired (please explain).

1 Between-participants we varied whether an area appeared on a table, and the order in which the arca was presented (1-5
position) in the table, whilc insuring that each area appeared in tables an equal number of times and at each position
within the table an equal number of times.

2 Qur data-collection procedure could result in duplicate observations if partners distributed surveys to managers who had
experienced the same attempts. To discourage duplication of observations, we ensured that “list” survey partners (80
percent of our sample) received three surveys that differed from cach other in the accounting topics that participants were
asked to consider. Results are very similar when based on only partner responses.
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For purposes of this paper, a response of (1)—(3) is treated as “not adjusted,” and a response of (4) is
treated as “adjusted.” Participants returned the survey in an enclosed, stamped, addressed envelope.

Data Coding

We categorized attempts at two levels. First, we grouped attempts according to whether they
primarily involved expense recognition, revenue recognition, issues unique to business combina-
tions, and other issues. We selected this broad categorization because it captures important first-
level differences between attempts. Revenues and expenses differ fundamentally in the accounting
principles being applied. Business combinations are one-time decisions that often involve unique
incentives, income effects, and balance sheet effects.

Second, we categorized attempts by earnings-management approach (e.g., “Recognize too much
or too little asset impairment”) and the financial-accounting area in which the attempt occurred (e.g.,
“investments”). We focused on earnings-management approaches, rather than some other categori-
cal structure, because prior research suggests that experienced auditors use similar audit-objective-
based causal structures to facilitate identification and diagnostic reasoning with respect to financial
statement errors (Tubbs 1992; Frederick et al. 1994; Nelson et al. 1995). To develop categories of
approaches, we surveyed the literature to identify existing earnings-management taxonomies or lists
(e.g., NACFE 1992; Schilit 1993; Mulford and Comiskey 1996; the AAER studies identified previ-
ously) and adapted categories as necessary to distinguish between the approaches in our sample. To
insure consistency of coding, all authors agreed on the coding scheme, one author coded all re-
sponses, a second author checked the first author’s interpretation and coding, and the two met to
resolve disagreements. We repeated this process to accommodate previously unanticipated differ-
ences between attempts that we identified during the coding process.

We also coded attempts to identify their current-year income effect (CIE). We coded CIE as “+”
if the attempt increased current-year income and “~” if the attempt decreased current-year income.
We coded CIE as “0” if the attempt had no clear CIE (e.g., accruing large reserves in a purchase-
method acquisition) or because the attempt as described did not provide sufficient information to
identify the CIE (e.g., “Over-accrue reserve for receivable in profitable year and reverse in lean
year” does not focus on a particular year). The CIE variable was also used by Nelson et al. (2002) to
test directional hypotheses, so it was also coded independently by two coders who were CPAs with
an average of 3 years of public-accounting experience (1.5 and 5.0 years, respectively). Intercoder
agreement was high.? Following independent coding, coders and the coding author met to resolve
disagreements and create a consensus coding for each variable. We report results based on the
consensus coding. Results are similar if based on any coder’s individual codes.

For each approach with a frequency of at least five instances, an author identified one represen-
tative income-increasing example and one representative income-decreasing example, a second
author checked the first author’s selections, and the two met to resolve disagreements. Whenever
possible, while preserving confidentiality, each example was recorded in the auditor’s own words;
when not possible, a close paraphrase was used.

RESULTS
Table 1 presents an overview of main categories of earnings-management attempts. The number
of attempts for which auditors required adjustment is shown in parentheses. Our sample includes 515
attempts, 272 (53 percent of sample) of which increase current-year income, 159 (31 percent of
sample) of which decrease current-year income, and 84 (16 percent of sample) of which have no

3 Pairwise Kappas were .78 (coder! to coder2), .80 (coder] to author), and .77 (coder2 to author). In general, Kappas of .8
indicate cxcellent agreement (Stokes et al. 2000).
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TABLE 1
Summary of Earnings-Management Approaches

Current-Period Income Effect

No Clear
Approach Total Increase Decrease Effect

Expenses and Other Losses (see Table 2) 269 (42%) 133 (48%) 113 (39%) 23 (22%)
Revenue and Other Gains (see Table 3) 114 (56%) 86 (62%) 20 (40%) 8 (38%)

Business Combinations (see Table 4) 67 (40%) 12 (67%) 22 (36%) 33 (33%)
Other Approaches (see Table 5) 65 (34%) 41 (41%) 4 (0%) 20 (25%)
Total 515 (44%) 272 (52%) 159 (38%) 84 (29%)

The frequency with which approaches were attempted is shown without parentheses; the percentage of attempts adjusted
by auditors is shown in parentheses.

clear current-year income effect. Attempts involving expenses were reported (and adjusted by audi-
tors) most frequently, followed by attempts involving revenues, and then business combinations.

Expenses and Other Losses

Table 2 contains descriptions of attempts that affect expenses or other losses. For Tables 2--5,
each line of each table presents an earnings-management approach, one or more examples of the
approach, from one to three references to AAERs that describe a company that used the approach,
the primary accounting areas in which the approach occurred in our sample, and the number of
attempts appearing in each financial accounting area that used that approach, in total and broken out
by CIE. The percentage of attempts for which auditors required adjustment is shown in parentheses.
A separate line is shown if at least five instances were observed. Tables, and approaches within
tables, are ordered from most to least frequent.

By far the most commonly occurring earnings-management approach was “Recognizing too
much or too little reserve in current year.” Particular attempts involving reserves that have been
examined in the research literature are evident in this category. For example, multiple instances of
attempts involved restructuring reserves (e.g., see Elliott and Shaw 1988; Francis et al. 1997),
inventory reserves (e.g., see Guidry et al. 1999), loan-loss reserves (e.g., see Elliott et al. 1991;
Wahlen 1994; Beaver and Engel 1996), bad-debt reserves (e.g., see McNichols and Wilson 1988),
reserves for valuation allowances against deferred-tax assets (e.g., see Bauman and Bauman 1999),
and insurance claim-loss reserves (e.g., see Petroni 1992; Gaver and Paterson 1999). Numerous
attempts also involved accrued-compensation reserves and medical-claims reserves. Consistent with
accruals having cumulative effects over time, attempts involving “Reducing (when shouldn’t) or not
reducing (when should) previous accruals” were less frequent but still common.

Other frequent expense- and loss-related attempts were more focused on long-term assets.
“Capitalizing and deferring too much or too little” involves the creation of fixed assets. “Recogniz-
ing too much or too little asset impairment,” like many restructurings, involves a one-time write-
down of fixed-assets. “Modifying depreciation or amortization life” and “Modifying method used
for depreciation or amortization” involves multiperiod fixed-asset write-offs.

In general, auditors did not require that these attempts be adjusted (113/269 = 42 percent
adjusted). The accounting treatments of these transactions often decreased current income (which
often created opportunities to increase income in future periods), and often involved subjective
accounting rules and judgments. Nelson et al. (2002) suggest that these characteristics discourage
auditors from requiring adjustment of attempts.
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Revenues and Other Gains

Consistent with the AAER literature, Table 3 documents numerous descriptions of attempts that
affect revenue or other gains. Many attempts involved “Cutoff manipulation” (i.e., moving revenue
recognition a few days into the past or future to change accounting period). Attempts also often
involved “Deferring too much or too little revenue” over the life of a contract. Numerous attempts also
occurred because the company was trying to recognize revenue prior to the sale being final, for example,
“bill and hold” sales prior to delivery, sales where there was a “right of return” implicitly or explicitly
guaranteed, when the company “retained a significant interest,” or when the sale was “not final in other
ways.” Other attempts involved various approaches to “Timing the recognition of realized or unrealized
gains or losses on investments.” Yet other attempts involved recognition of “Sale-lease-back transac-
tions” or “Related-party transactions.” Some attempts involved “Confusing revenue and nonrevenue
accounts” or “Misstating the value of consideration received.” Finally, some attempts involved the
percentage-of-completion method or changes in revenue-recognition method.

In general, revenue/gain attempts usually increased current-period income (86/114 = 75 percent).
Auditors usually required that these attempts be adjusted (64/114 = 56 percent of attempts adjusted).

Business Combinations

Table 4 contains descriptions of four types of attempts that are associated uniquely with busi-
ness combinations. Numerous attempts involved “Over- or understating assets, liabilities and offset
with goodwill” in purchase-method business combinations. While these attempts usually had no
current-period income effect, 79 percent (22/28) of them involved overstating liabilities and good-
will, thereby creating a “cookie jar” liability reserve that could be reduced in a future period to
increase income. Other attempts were based on “Over- or understating expenses involved in a period
of acquisition,” many of which involved overstatements of in-process R&D expense. Other attempts
involved “Changing or not changing accounts established in an earlier acquisition period.” Most of
these attempts involved inappropriate changes (or failure to make necessary changes) to goodwill
and reserves in the year following an acquisition, thus affecting income in the post-acquisition year.
Finally, some attempts involved attempts to qualify for pooling treatment of a business combination.
Post-SFAS No. 142, these attempts will not be observed, because poolings are no longer allowed.

Other Approaches

Table 5 contains descriptions of other approaches for attempting earnings management. Many
attempts involved “Income statement classification issues,” either placement (moving revenue and
gains higher or expenses and losses lower) to increase an income statement subtotal (e.g., operating
income), or labeling amounts as nonrecurring.* Other attempts involved assigning gains and losses to
“other” categories that offset for purposes of disclosure, or involved not-for-profits assigning amounts
in particular funds to satisfy various reporting objectives.

Additional attempts involved inappropriate disclosures, such as underdisclosing changes in
accounting or related-party transactions. Others involved off-balance-sheet items (e.g., attaining off-
balance-sheet treatment of leased assets).

Finally, many attempts involved accounting for large investments. These attempts typically
reflected managers’ general preference to use the cost method rather than the equity method (thereby
avoiding loss recognition) and to avoid consolidation (thereby avoiding higher assets and liabilities,
and reporting higher return on assets and lower leverage).

4 While the effect on total income is unchanged, these attempts are focused on a subtotal, so CIE is coded with respect to
the subtotal in question.
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DISCUSSION

This study provides evidence about the approaches managers use to attempt earnings manage-
ment. Our results converge with those of prior studies that are based on archival or anecdotal
evidence in that we document numerous attempts that involve revenue recognition, reserves and
other accruals, and fixed asset impairment and amortization. However, we believe our study is
unique in (1) its focus on approaches for atfempting earnings management, (2) its use of auditors to
identify particularly important approaches, and (3) the level of detail at which it describes individual
approaches. Given psychology-based research indicating that learning and subsequent judgment is
facilitated by knowledge frameworks, availability of examples, and frequency information, our
results should help audit committees, auditors, managers, regulators, researchers, and various finan-
cial statement users to better understand and recognize earnings-management attempts.

The primary limitation of our study is that it depends on the accuracy of our survey data. To the
extent that attempts are underrepresented because respondents did not detect them, did not remem-
ber them, or did not admit that they remembered them, frequencies will be understated in our tables.
This concern might apply most to attempts that clearly fall within GAAP, as they might not have
merited much audit attention, and to attempts that involve the most egregious GAAP violations, as
auditors might be particularly uncomfortable describing them. Likewise, to the extent that attempts
are overrepresented because they are particularly salient (e.g., highlighted in audit-firm training, in
the popular press, or discussed by former SEC Chairman Levitt in his speech “The Numbers Game”),
their frequencies will be overstated in our tables. Finally, to the extent that earnings-management
attempts are featured disproportionately in a particular industry (e.g., insurance reserves) and clients
of particular industries are featured disproportionately in the client base of the firm providing data,
and/or auditors in our sample are not representative of the broader population of auditors, we would
not expect frequencies to generalize to other industries or auditors.

We cannot prove that various attempts are not under- or overrepresented in our data. However,
we note that the attempts listed in our tables span the approaches of which we are aware. These
approaches have been examined in prior research, and are identified in AAERs. In addition, re-
sponse biases would be more indicated if auditors reported a very high percentage of attempts as
adjusted, but adjustment was not made for 56 percent of the 515 attempts included in our sample,
suggesting that respondents were willing to be frank. As a consequence, we believe our coverage of
earnings-management approaches is comprehensive enough to complement data provided by other
research, and that participants in the financial reporting process should be vigilant for the earnings-
management approaches that appear frequently in our sample. Ultimately, however, readers must
consider the extent to which the approaches we describe would be expected to apply to each
company they examine.
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